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PREFACE 

The  House  Banking,  Currency  and  Housing  Committee  together 
with  the  Subcommittee  on  Financial  Institutions  Supervision,  Regu- 
lation and  Insurance  announced  on  April  24,  1975  the  undertaking 
of  a  major  review  of  the  nation's  financial  institutions  and  their 
regulation  by  the  Federal  Government,  A  project  was  launched,  called 
the  Financial  Institutions  in  the  Nation's  Economy  (FIXE)  Study, 
encompassing  five  areas:  The  relationship  between  banks  and  thrift 
institutions,  and  what  changes  may  be  desirable  in  their  borrowing, 
lending,  investment  and  customer  service  activities;  the  adequacy  of 
federal  regulation,  as  now  divided  among  three  government  agencies 
for  banks  alone ;  the  structure  and  operations  of  the  Federal  Reserve 
System ;  the  operation  of  U.S.  banks  abroad,  of  foreign  banks  in  the 
U.S.,  and  of  the  Eurodollar  market ■;  and  the  operation  of  bank  holding 
companies. 

A  team  of  consultants  and  Committee  staff,  under  the  supervision 
of  Dr.  James  L.  Pierce,  principal  consultant  to  the  Committee  on  the 
FINE  Study,  began  an  analysis  of  the  major  issues  affecting  our 
financial  institutions.  Working  with  staff  and  expert  consultants, 
the  Committee  published  in  November  1975  a  set  of  Discussion  Prin- 
ciples which  contained  proposals  for  the  restructuring  of  our  financial 
institutions.  Extensive  hearings  followed  and  ultimately  legislation 
was  proposed. 

As  a  first  step  in  this  process,  the  Committee  commissioned  for 
FINE  a  number  of  studies  that  were  conducted  by  respected  scholars 
who  had  published  extensively  and  had  experience  in  advising  the 
government  on  policy  matters  in  their  respective  fields.  These  studies 
provided  an  independent  perspective  on  financial  reform.  The  papers 
present  a  focused  evaluation  of  important  issues  which  touch  on  the 
many  facets  of  financial  reform  and  are  the  result  of  careful  study 
by  individuals  who  have  thought  deeply  in  their  chosen  area. 

The  papers  contained  in  this  volume  represent  all  of  the  studies 
that  have  been  commissioned  for  the  FINE  Study.  Four  studies  that 
were  completed  and  in  publishable  form  before  the  hearings  began 
were  published  in  a  November  1975  volume.  The  present  volume  con- 
tains those  four  studies  as  well  as  new  ones  relating  to  international 
banking,  bank  holding  companies,  credit  unions  and  additional  papers 
on  regrriatory  reform. 

Besides  the  studies,  an  extensive  and  detailed  questionnaire  dealing 
with  the  current  practices  and  attitudes  of  the  Federal  banking  regu- 
latory agencies  was  prepared  by  the  FINE  Study  Staff  and  several 
consultants.  This  questionnaire  was  published  in  the  earlier  volume ; 
in  the  present  volume  the  questionnaire  is  reprinted  as  well  as  the 
replies  from  the  Federal  Reserve  Board  and  the  Comptroller  of  the 
Currency. 

Henry  S.  Reuss, 
Chairman,  Committee  on  Banking, 

Currency  and  Housing. 
Fernand  J.  St  Germain, 
Chairman,  Subcommittee  on  Financial 
Institutions  Supervision,  Regulation  and  Insurance. 
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PREFACE 

As  a  means  of  insuring  the  widest  possible  participation,  including 
that  of  consumer,  citizen  and  financial  groups,  the  following  set  of 
Discussion  Principles,  a  result  of  preliminary  discussions  with  staff 
and  expert  consultants,  is  submitted  as  a  part  of  the  FINE  (Financial 
Institutions  and  the  Nation's  Economy)  Study  process. 

The  broad  approach  embodied  in  these  Discussion  Principles  is 
deemed  essentia]  to  insure  that  proposals  for  the  restructuring  of  our 
Nation's  financial  institutions  clearly  promote  efficiency  of  financial 
markets  through  increased  competition  among  financial  institutions. 
Artificial  and  outmoded  constraints  which  have  served  to  inhibit 
capital  formation  required  of  a  flourishing  economy  must  be  dealt 
with  comprehensively  if  the  credit  needs  of  this  Nation — private 
individuals,  government,  and  business — are  to  be  met. 

Hearings  will  now  be  held  on  these  principles,  leading  to  the  con- 
sideration of  implementing  legislation.  The  Committee  encourages  the 
fullest  possible  participation,  by  the  submission  of  suggestions, 
criticisms,  and  supplemental  proposals. 

Henry  S.  Reuss, 
Chairman,  Committee  on  Banking, 

Currency  and  Housing, 
Fernand  J.  St  Germain, 
Chairman,  Subcommittee  on  Financial 
Institutions  Supervision,  Regulation  and  Insurance. 
(in) 
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FINANCIAL  INSTITUTIONS  AND  THE  NATION'S 
ECONOMY  (FINE) 

DISCUSSION  PRINCIPLES 

TITLE  I:  DEPOSITORY  INSTITUTIONS 

A  coordinated  approach  is  needed  to  strengthen  our  depository  in- 
stitutions. Artificial  ceilings  on  interest  rates  paid  to  depositors  re- 
duce the  incentive  for  Americans  to  save,  discriminate  against  small 
savers,  and  have  not  succeeded  in  preventing  disintermediation. 
All  forms  of  depository  institutions  need  broader  and  clearer  powers 
with  respect  to  both  sources  and  uses  of  funds.  More  competition,  and 
better  informed  depositors,  borrowers,  and  investors,  could  provide 
an  appropriate  bicentennial  for  Adam  Smith.  Regulation,  examina- 
tion and  supervision  of  depository  institutions  must  be  coordinated  to 
protect  depositor  and  stockholder  interests;  to  provide  equitable 
treatment  of  prospective  borrowers;  and  to  prevent  laxity  and  waste 
of  government  personnel.  The  reformed  depository  institutions 
should  be  treated  equally  from  the  standpoint  of  taxation.  All  this 
requires  that  the  reform  of  depository  institutions  be  viewed  as  a 
totality,  and  not  a  set  of  disparate  actions. 

1 .  Chartering  and  Conversion 

Any  federally-chartered  savings  and  loan  association  that  wishes  to 
convert  to  a  national  bank  charter  would  be  permitted  to  do  so,  pro- 
vided capital  and  other  requirements  are  met.  Any  mutual  savings 
and  loan  association  would  be  permitted  to  convert  to  a  stock  savings 
and  loan  chartered  under  regulations  similar  to  those  adopted  by  the 
Federal  Home  Loan  Bank  Board  pursuant  to  the  legislation  enacted 
by  Congress  in  1974.  Mutual  savings  banks  would  be  permitted  to 
convert  to  a  national  bank,  savings  and  loan,  or  be  permitted  to 
obtain  original  chartering  from  the  federal  government.  Each  of 
these  permitted  conversions  would  be  supervised  by  the  Federal 
Depository  Institutions  Commission  (See  Title  IV — Regulatory 
Agencies)  to  assure  that  there  would  be  no  special  advantages  to 
insiders  or  other  abuses  arising  from  the  conversion.  In  order  to  en- 
courage competition,  any  new  depository  institutions  would  be 
chartered  if  capital  and  other  requirements  are  met. 

2.  Sources  oj  Funds 

All  Regulation  Q  ceiling  rates  and  the  prohibition  against  pa3'ing 
interest  on  demand  deposits  would  be  removed  by  the  direction  of 
the  Federal  Depository  Institutions  Commission,  according  to  a 
schedule  which  would  avoid  injury  to  the  depository  institutions 
affected  and  to  the  flow  of  capital  necessary  for  housing,  and  accom- 
panied by  a  method  of  continuing  to  attract  deposits  in  a  period  of 
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rising  interest  rates.  In  no  event  would  these  ceilings  and  prohibitions 
exist  later  than  five  years  after  the  date  of  enactment  of  this  proposed 
legislation. 

There  should  be  no  promise  of  final  review  of  this  action  before  the 
ceilings  are  eliminated,  because  unless  institutions  are  sure  of  the 
demise  of  ceiling  rates,  they  will  not  engage  in  the  portfolio  adjust- 
ments necessary  to  allow  them  to  survive  in  a  world  without  ceilings 
on  deposit  rates.  The  Federal  Depository  Institutions  Commission, 
in  consultation  with  the  Federal  Reserve  Board  and  the  Federal 
Home  Loan  Bank  Board,  would  have  standby  authorit}^  to  reimpose 
interest  rate  ceilings,  subject  to  Congressional  review,  should  this  be 
required  by  any  financial  emergency. 

Savings  and  loan  associations,  credit  unions  and  mutual  savings 
banks  would  also  be  permitted  to  issue  demand  deposits  and  other 
third  party  transfer  arrangements.  In  the  case  of  credit  unions,  such 
demand  deposits  and  third  party  arrangements  will  be  available  to 
the  general  public  only  in  the  case  of  a  community  credit  union  in  a 
low-income  area. 

3.  Uses  oj  Funds 

Savings  and  loan  associations,  mutual  savings  banks,  and  credit 
unions  would  retain  their  present  investment  powers,  and  be  permitted 
to  engage  in  expanded  consumer  lending,  including  the  issuance  of 
credit  cards  and  the  establishment  of  revolving  lines  of  credit.  They 
would  also  be  permitted  to  invest  in  commercial  paper,  corporate  debt 
and  bankers  acceptances.  Savings  and  loan  associations  would  be 
allowed  to  make  interim  construction  loans  not  tied  to  permanent 
financing. 

4.  Disclosure 

To  promote  competition,  the  depositors,  borrowers,  and  investors 
of  depository  institutions  are  entitled  to  more  information  than  they 
now  receive.  The  Federal  Depository  Institutions  Commission  would 
be  required  to  obtain  from  depository  institutions,  and  make  avail- 
able by  market  area  to  the  public,  information  respecting  the  amount 
of  interest  paid  on  deposits  and  charged  on  loans  as  well  as  informa- 
tion relating  to  capital  provisions,  foreign  activities,  loan  losses,  and 
the  impact  of  holding  company  operations  on  a  depository  institution. 

5.  Relationship  to  Federal  Reserve  System 

All  federally  insured  depository  institutions  would  be  required  to 
meet  reserve  requirements  on  their  deposit  liabilities,  and  on  their 
liabilities  to  other  depository  institutions.  All  reserves  would  be  held 
al  the  Federal  Reserve.  All  institutions  of  a  given  size  would  be  treated 
alike  in  their  required  reserves  for  a  given  type  of  deposit,  except  that 
any  institutions  that  did  not  formerly  have  required  reserves  at  the 
Federal  Reserve  would  have  reserve  requirements  imposed  initially 
only  on  (he  increase  in  their  deposits  over  and  above  their  level  at 
the  time  of  introduction  of  the  legislation.  Reserve  requirements  on 
this  initial  level  of  deposits  would  be  phased  in  over  a  five-year  period. 


All  institutions  that  are  required  to  meet  reserve  requirements  would 
have  direct,  full  and  equitable  access  to  Federal  Reserve  services, 
including  the  discount  window  and  wire  transfer  s}^stem.  Branches  of 
foreign  banks  would  have  access  to  the  discount  window,  but  they 
could  not  use  loans  to  foreign  borrowers  as  collateral.  The  designation 
of  a  Federal  Reserve  "member  bank"  would  cease  to  exist,  because  all 
federally  insured  depository  institutions  would  hold  required  reserves 
with  the  Federal  Reserve,  thus,  "membership"  is  automatic  and 
meaningless.  The  Federal  Reserve  would  continue  to  administer  the 
discount  window  and  the  discount  rate,  and  to  set  reserve  require- 
ments, in  accordance  with  general  monetary  policy  considerations. 
(See  Title  V— The  Federal  Reserve  System.) 

6.  Regulatory  Agencies 

All  federally  insured  depository  institutions  and  their  holding 
companies  would  be  supervised  and  regulated  by  the  new  Federal 
Depository  Institutions  Commission.  (See  Title  IV — Regulatory 
Agencies.) 

7.  Housing  Incentives 

Incentives  to  depository  institutions  to  encourage  an  adequate 
supply  of  funds  at  reasonable  rates  for  low-  and  moderate-income 
housing  are  explained  in  Title  II — Housing. 

8.  Taxation 

Banks,  savings  and  loan  associations,  mutual  savings  banks,  and 
credit  unions  would  each  receive  the  same  treatment  under  federal 
tax  laws. 

9.  Branching 

Interstate  branching  of  all  federally  insured  depository  institutions 
would  be  allowed  if  branching  did  not  conflict  with  state  laws.  In 
those  states  where  there  is  a  conflict,  out-of-state  federally  insured 
depository  institutions  and  within-state  federally  chartered  institu- 
tions, would  be  allowed  a  branch  in  all  Standard  Metropolitan  Statis- 
tical Areas  (SMSA's)  with  populations  of  two  million  persons  or  above. 
All  branching  across  state  lines  would  be  subject  to  the  approval  of 
the  Federal  Depository  Institutions  Commission,  which  would  be 
responsible  for  assuring  that  competition  would  not  be  reduced  by  such 
branching.  Mergers  with  existing  depository  institutions  to  form 
branches  across  state  lines  would  not  be  allowed. 

10.  Trust  Activities 

At  the  present  time  only  commercial  banks  are  permitted  to  engage 
in  trust  activities.  In  order  to  increase  competition  and  decrease  the 
possibility  of  conflicts  of  interest,  this  power  would  be  extended  to 
savings  and  loan  associations,  credit  unions,  and  mutual  savings  banks. 
The  Federal  Depository  Institutions  Commission  would  supervise  and 
regulate  trust  activities,  and  only  permit  them  upon  a  finding  that  the 
institution  was  sufficiently  large  and  strong  to  support  a  trust  de- 
partment.  Such  non-bank  depository  institutions  would,   however, 
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have  to  avoid  business  loans  and  business  investments,  which  continue 
to  present  a  conflict  of  interest  problem  for  banks  which  engage  in 
trust  activities. 

11.  Securities  Underwriting 

Banks  would  be  permitted  to  engage  in  the  underwriting  of  state 
and  municipal  securities,  including  revenue  bonds.  The  present  prohi- 
bitions on  underwriting  of  corporate  securities  by  depository  institu- 
tions would  be  retained. 

12.  Electronic  Funds  Transfer  Systems 

The  Congress  would  await  the  receipt  of  reports  from  the  National 
Commission  on  Electronic  Funds  Transfers  before  legislating  further 
in  this  important  area  of  new  payment  mechanisms.  Existing  regula- 
tory authority  for  new  payment  mechanisms  would  be  transfered  to 
the  Federal  Depository  Institutions  Commission. 
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TITLE  II.  HOUSING 

It  is  not  possible  to  consider  meaningful  reform  of  depository  insti- 
tutions without  confronting  the  problem  of  housing.  Existing  housing 
programs  are  clearly  deficient,  as  evidenced  by  the  wild  swings  in 
housing  starts  that  continue  to  plague  the  economy  and  by  the  large 
quantity  of  remaining  substandard  and  deteriorating  housing. 

A  keystone  to  housing  policies  has  been  the  existence  of  specialized 
depository  institutions  that  were  created  to  devote  most  of  their 
resources  to  granting  and  servicing  mortgage  loans.  These  institutions 
have  been  protected  from  inter-depository  institutional  competition 
for  funds  by  interest  rate  ceilings  on  their  deposit  accounts.  These 
interest  rate  ceilings  prevent  small  investors  from  receiving  a  fair 
return  on  their  savings.  And  they  have  not  succeeded  in  insuring  a 
stable  flow  of  funds  into  thrift  institutions.  Because  savings  and  loan 
associations  hold  almost  exclusively  mortgages  which  yield  a  fixed 
interest  income,  it  has  not  been  possible  for  them  to  afford  to  pay  high 
enough  interest  rates  on  their  thrift  accounts  to  maintain  a  steady 
inflow  of  funds. 

Yet  if  thrift  institutions  are  to  be  allowed  to  invest  a  significant 
proportion  of  their  resources  in  assets  other  than  mortgage  loans, 
there  is  the  danger  that  the  mortgage  market  and  hence  housing  would 
suffer  in  the  process.  While  thrift  institutions  could  afford  to  pay  a 
higher  interest  rate  on  their  liabilities  if  they  could  hold  more  diversi- 
fied portfolios,  there  is  no  assurance  that  housing  would  be  any  better 
off  in  the  process.  The  Hunt  Commission  and  the  supporters  of  the 
Financial  Institutions  Act  have  gone  to  great  lengths  to  demonstrate 
that  if  thrift  institutions  were  allowed  greater  investment  powers,  and 
if  ceiling  rates  on  their  deposits  were  removed,  a  miracle  would  occur — 
housing  and  the  mortgage  market  would  be  better  off.  But  the  sole 
basis  for  this  rosy  conclusion  is  a  questionable  series  of  simulations  of 
sophisticated  econometric  models.  Stronger  measures  than  wishful 
thinking  are  required  to  assure  an  adequate  flow  of  funds  into  housing. 

The  proposals  that  follow  are  designed  to  aid  low-  and  moderate- 
income  housing  without  using  the  depository  institutions  as  the  whip- 
ping boys  of  a  housing  program.  While  the  depository  institutions 
would  continue  to  play  a  key  role  in  financing  housing,  they  would 
receive  incentives  to  participate  rather  than  be  coerced.  The  incentives 
would  be  applied  in  such  a  way  that  broader  uses  of  funds  would  be 
possible,  and  interest  ceilings  on  thrift  accounts  would  no  longer  be 
needed. 

1.  Mortgage-interest  tax  credit. — Any  financial  institution  would  be 
eligible  for  a  mortgage-interest  tax  credit,  along  the  lines  proposed  in 
the  Financial  Institutions  Act  of  1975  with  one  important  exception. 
Eligible  mortgages  would  be  restricted  to  those  on  property  destined 
for  dwellings  for  low-  and  moderate-income  owners  and  renters.  This 
restriction    will    reduce    the    estimated    $725    million    annual    cost 
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significantly  when  the  program  is  fully  operative.  There  is  no  reason 
to  subsidize  housing  for  upper  income  people,  as  the  Financial  In- 
stitutions Act  of  1975  proposes. 

2.  Federal  Home  Loan  Bank  Board. — The  Federal  Home  Loan  Bank 
Board  would  be  empowered  to  lend  directly  to  any  depository  in- 
stitution, provided  that  the  proceeds  were  used  for  purposes  of  grant- 
ing mortgage  loans  for  low-  and  moderate-income  housing.  Con- 
struction loans  for  rental  units  to  house  low-  and  moderate-income 
families  would  be  included  as  well  as  mortgage  loans  on  these  struc- 
tures. The  maturity  of  the  loans  from  the  FHLBB  would  be  determined 
at  the  discretion  of  that  institution  and  could  be  up  to  the  maturity 
of  the  mortgage  loans  granted  by  the  depository  institution.  The 
interest  rate  charged  to  the  mortgagor  by  the  mortgage  lender  would 
have  to  reflect  the  lower  interest  rate  the  mortgage  lender  obtains 
from  the  FHLBB. 

The  FHLBB  as  reorganized  under  Title  IV  would  raise  its  funds 
through  the  capital  markets  under  the  auspices  of  the  Treasury.  In  this 
lending  program  two  factors  would  have  to  be  determined :  the  amount 
of  lending  that  would  be  made  to  depository  institutions  and  the 
interest  rate  they  would  be  charged.  During  periods  in  which  it  is 
desirable  to  stimulate  mortgage  granting  activities  of  depository 
institutions,  a  relatively  large  volume  of  funds  would  be  lent  at  a 
subsidized  rate,  i.e.,  the  FHLBB  would  charge  depository  institutions 
a  rate  below  what  it  must  pay  to  borrow  in  the  open  market.  The 
lower  rate  would  be  passed  on  to  eligible  mortgage  borrowers  because 
of  the  requirement  that  mortgage  lenders  add  only  a  fixed  charge  to 
their  borrowing  costs  from  the  FHLBB.  The  cost  of  this  subsidy  (the 
difference  between  borrowing  and  lending  rates)  would  be  met  from 
general  revenues,  and  would  have  to  be  the  subject  of  prior  Congres- 
sional budget  and  appropriation  procedures. 

The  FHLBB  would  be  guided  in  its  lending  program  by  a  co- 
ordinating committee  comprised  of  the  Chairman  of  the  Federal  Home 
Loan  Bank  Board,  the  Secretary  of  the  Department  of  Housing  and 
Urban  Development,  the  Secretary  of  the  Treasury  and  the  Chairman 
of  the  Federal  Reserve  Board.  The  Chairman  of  the  Federal  Home 
Loan  Bank  Board  would  be  required  to  issue  an  annual  report  de- 
Bcribing  the  planned  lending  program  for  the  coming  year  and  describ- 
ing how  the  execution  of  the  program  over  the  previous  year  accorded 
with  the  program  that  was  planned. 

3.  Mortgage  Reserve  Credit. — The  Federal  Reserve  Board  would  be 
given  authority  to  provide  reserve  credits  to  all  depository  institutions 
on  new  and  outstanding  low-  and  moderate-income  housing  and 
construction  loans  for  all  depository  institutions.  All  depository 
institutions  that  are  required  to  hold  reserves  at  the  Federal  Reserve 
would  be  eligible  for  the  Credit. 

Thus,  for  each  dollar  of  revives  held  at  the  Federal  Reserve,  each 
institution  would  receive  a  reserve  credit  against  these  reserves  equal 
to  a  fixed  percentage  of  its  new  and  outstanding  dollar  volume  of 
mortgage  and  lesidential  construction  loans.  The  reserve  credit  would 
enhance  the  attractiveness  of  mortgage  and  construction  loans  relative 
to  other  assets  because4  the  act  of  granting  these  loans  would  free  re- 
serves that  could  be  used  for  investment  purposes.  The  credit  would 
also  ease  the  burden  on  those  depository  institutions  that  would  ex- 
perience large  reserve  requirements  for  the  first  time. 
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The  Federal  Reserve  Board  would  set  the  percentages  for  the 
credits  at  a  percentage  of  qualifying  loans  that  would,  generally 
speaking,  allow  an  institution  truly  specializing  in  low-  and  moderate- 
housing  loans  to  substantially  escape  the  new  reserve  requirements 
on  time  deposits.  The  only  restriction  would  be  that  net  required 
reserves  (required  reserves  less  the  reserve  credit)  would  have  to  be 
positive  for  all  institutions. 

Because  of  the  obvious  influence  that  the  reserve  credits  would 
have  on  the  nation's  housing  program,  the  Federal  Reserve  would 
have  to  be  guided  by  the  coordinating  committee  described  in  Title 

n,  *. 
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TITLE  III:  DEPOSITORY  INSTITUTIONS  HOLDING 

COMPANIES 

The  general  statutory  framework  that  provides  for  depository 
institutions  holding  companies'  regulation  and  places  limits  on  their 
activities  should  be  retained.  Both  statutory  amendments  and  im- 
proved regulation  are  needed  to  reduce  the  possibility  that  relation- 
ships between  and  among  depository  institutions  and  their  non- 
financial  affiliates  can  impair  the  soundness  of  the  depository  in- 
stitutions. 

1.  Federal  Depository  Institutions  Commission. — The  Federal  De- 
pository Institutions  Commission  would  have  authority  for  supervis- 
ing, regulating  and  examining  bank  holding  companies  and  holding 
companies  involving  savings  and  loan  associations. 

2.  Competition. — In  order  to  promote  healthy  competition  among 
depository  institutions,  holding  companies  would  be  subject  to  the 
jurisdiction  of  the  Federal  Depository  Institutions  Commission  so 
as  to  prevent  the  acquisition  of  bank  or  savings  and  loan  subsidiaries 
which  would  tend  to  lessen  competition  in  a  financial  market. 

3.  Avoiding  Confusion. — Naming  of  holding  companies,  other  sub- 
sidiaries of  the  same  holding  companies,  and  their  affiliates  in  a  way 
sufficiently  close  to  that  of  a  financial  institution  so  as  to  cause  public 
confusion  would  be  prohibited.  Any  liability  issued  by  a  non-financial 
subsidiary  would  clearly  state  that  the  liability  carries  no  guarantee 
by  any  depository  institution  in  the  holding  company  system,  or  by 
the  U.S.  government. 

4-  Prohibited  Transactions. — The  Federal  Depository  Institutions 
Commission  would  determine,  before  permitting  any  action  by  a 
depository  institution  with  a  holding  company,  a  subsidiary,  or  an 
affiliated  non-financial  institution,  that  such  action  would  not  weaken 
the  depository  institution  in  question.  Present  limitations  on  the 
amount  of  loans  between  and  among  affiliated  depository  institutions 
and  the  requirement  that  they  be  secured,  would  be  removed,  thus 
treating  these  transactions  as  similar  to  inter-branch  bank  transac- 
tions. Transactions,  other  than  routine  deposit  transactions,  would  be 
prohibited  between  a  depository  institution  which  is  a  subsidiary  of  a 
depository  institution  holding  company  and  any  investment  company 
(including  real  estate  investment  trusts)  which  it  manages  or  advises. 

5.  Public  Information. — The  Federal  Depository  Institutions  Com- 
mission would  obtain,  and  make  publicly  available  by  market  area 
on  a  periodic  basis,  information  concerning  loans  and  other  financial 
transactions  between  and  among  depository  institutions,  their  holding 
companies,  their  non-financial  affiliates,  and  institutions  such  as  real 
estate  investment  trusts  which  obtain  advice  from  a  non-financial 
affiliate. 

6.  Independent  Directors. — The  Board  of  Directors  of  each  financial 
institution  in  a  holding  company  system,  as  well  as  the  important 
committees  thereof,  would  he  required  to  have  at  Least  one-third  their 
members  independent — having  no  affiliation  with  the  holding  com- 
pany  or  any  of  its  nonfinancial  affiliates  or  subsidiaries. 

(9) 
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TITLE  IV:  REGULATORY  AGENCIES 

In  a  speech  to  the  American  Bankers  Association  Convention  in 
October,  1974,  Chairman  Arthur  Burns  of  the  Federal  Reserve  Board 
characterized  the  present  bank  regulatory  system  as  "a  jurisdictional 
tangle  that  boggles  the  mind." 

This  tangle  of  confusing,  overlapping,  and  sometimes  conflicting 
jurisdictions  and  policies,  Chairman  Burns  noted,  has  resulted  in  a 
"competition  in  laxity"  among  the  regulators  that  poses  a  grave 
danger  to  the  public  interest. 

The  alarm  sounded  by  Chairman  Burns  echoed  past  admonitions 
by  knowledgeable  officials.  As  far  back  as  May,  1962,  the  former 
Vice  Chairman  of  the  Federal  Reserve  Board,  Governor  J.  L.  Robert- 
son, warned  that  the  tripartite  bank  regulatory  S3^stem  tends  to  reduce 
the  standards  of  supervision  "to  the  level  of  the  lowest  or  most  lenient." 

Hearings  by  committees  of  the  Congress  have  disclosed  a  wide- 
spread increase  in  dubious  bank  practices  approved  by  regulators 
who  are  supposed-  to  be  guided  by  principles  of  soundness.  These 
questionable  practices  include  excessive  foreign  currenc}^  speculation, 
extensive  bank  involvement  in  unsound  loans  to  real  estate  invest- 
ment trusts,  and  enormous  expansion  of  banks  through  bank  holding 
companies  and  in  operations  overseas.  The  collapse  of  three  major 
U.S.  banks,  suggests  that  the  quality  of  bank  regulation  may  be 
inadequate. 

In  part,  the  deficiencies  in  the  present  regulatory  apparatus  can  be 
attributed  to  the  jerrybuilt  nature  of  its  construction.  Until  the 
National  Bank  Act  of  1863,.  all  banks  were  regulated  solely  b}^  the 
states,  which  continue  to  play  an  important  supervisory  role.  A 
superstructure  of  federal  regulation  has  developed  on  top  of  state 
regulation.  The  Comptroller  of  the  Currency  supervises  nationally- 
chartered  banks;  the  Federal  Reserve  Board  supervises  state-chartered 
member  banks,  all  bank  holding  companies,  and  so-called  Edge  Act 
Corporations  (international  banking  subsidiaries  of  U.S.  Banks) ;  the 
Federal  Deposit  Insurance  Corporation  (which  insures  nearly  all 
banks)  supervises  state-chartered  banks  that  are  not  members  of  the 
Federal  Reserve  system. 

Within  this  three-headed  structure,  anomalies  abound.  The  Federal 
Reserve,  for  instance,  regulates  bank  holding  companies,  but  usually 
does  not  regulate  the  bank  involved.  The  Federal  Reserve  has  sole 
authority  over  Edge  Act  corporations,  but  often  does  not  regulate  the 
bank  with  which  the  Edge  Act  corporation  is  associated.  The  Federal 
Reserve  has  sole  authority  to  supervise  the  overseas  operations  of 
U.S.  banks,  but  in  many  cases  does  not  regulate  the  domestic  opera- 
tions of  the  same  bank. 

As  early  as  1937,  the  Brookings  Institution  called  for  consolidation 
of  regulatory  and  supervisory  responsibility.  Since  then,  the  Hoover 
Commission  in  1949,  the  Commission  on  Money  and  Credit  in  1961, 
and  the  Hunt  Commission  in  1971  all  have  made  extensive  recom- 
mendations for  reform. 

(11) 
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Clearly  today's  complicated  financial  world  cannot  afford  to  run  the 
risk  of  recurrent  crises  before  adopting  safeguards.  The  present  system 
must  give  way  to  a  single,  strong  Federal  Depository  Institutions 
Commission  that  will  better  serve  both  the  public  interest  and  the 
interest  of  the  financial  community  here  and  abroad. 

1 .  Creation  of  a  Single  Agency 

A  single  Federal  Depository  Institutions  Commission  would  be 
created,  which  would  draw  together  the  activities  of  the  Comptroller 
of  the  Currency,  and  the  regulatory  and  supervisory  functions  of  the 
Federal  Reserve  System,  the  Federal  Deposit  Insurance  Corporation, 
the  Federal  Home  Loan  Bank  System,  and  the  National  Credit  Union 
Administration.  The  Commission  would  be  phased  in  over  a  three- 
year  period. 

Under  this  proposal  the  Office  of  the  Comptroller  of  the  Currency 
and  the  National  Credit  Union  Administration  would  cease  to  exist. 
The  agencies  that  presently  provide  federal  insurance  to  depository 
institutions  would  be  combined  into  a  single  agency  under  the  aegis  of 
the  Federal  Depository  Institutions  Commission. 

The  Federal  Reserve  Board  would  be  responsible  only  for  the 
conduct  of  monetary  policy,  as  described  in  Title  V — The  Federal 
Reserve  System.  The  Federal  Home  Loan  Bank  System  would  receive 
a  new  charter  which  would  include  the  authority  to  administer  the 
Federal  Home  Loan  Mortgage  Corporation  and  to  administer  a 
program  of  housing  finance  that  would  utilize  all  depository  institu- 
tions as  a  source  of  mortgage  funds  for  low-  and  moderate-income 
housing,  as  described  in  Title  II — Housing. 

Creation  of  a  single  agency  would  make  it  easier  to  upgrade  the 
quality  of  bank  examination,  supervision,  and  regulation  by  enhancing 
the  prestige  of  the  agency  and  by  concentrating  resources  on  better 
training  and  recruitment  of  personnel.  It  would  also  result  in  sub- 
stantial savings  through  elimination  of  duplication. 

2.  Composition  of  Commission 

The  Federal  Depository  Institutions  Commission  would  be  com- 
prised of  five  commissioners  including  the  Deputy  Attorney  General, 
a  commissioner  of  the  Securities  and  Exchange  Commission  (selected 
by  the  Chairman  of  the  SEC),  the  Vice  Chairman  of  the  Federal 
Reserve  Board,  and  two  representatives  of  the  public  interest,  one  of 
whom  would  be  Chairman.  The  representative  of  the  public  interest 
and  the  Chairman  would  be  appointed  by  the  President  and  confirmed 
by  the  Senate.  They  would  serve  six  year  terms,  except  that  the 
initial  term  of  the  non-chairman  public  interest  representative  would 
be  for  four  years. 

3.  Duties  oj  Commission 

The  Commission  would  be  responsible  for  the  chartering,  conversion, 
mergers,  examination,  supervision  and  regulation  of  foreign  banks  as 
well  as  all  federally  chartered  depository  institutions  (including  Edge 
Act  corporations)  and  their  holding  companies.  The  Commission 
would  also  be  responsible  for  the  examination,  supervision  and  regula- 
tion of  state  chartered  banks,  savings  and  loan  associations,  credit 
unions,  mutual  savings  banks  and  the  overseas  branches  of  U.S.  banks. 
This  responsibility  could   be  delegated  by  the  Commission  to  state 
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supervisory  authorities  upon  a  finding  that  the  state  authority  was 
doing  an  adequate  job. 

Depository  institutions  not  insured  by  the  federal  government 
would  be  omitted  from  the  jurisdiction  of  the  Federal  Depository 
Institutions  Commission.  The  Commission  would  also  respect  and 
observe  the  elements  of  the  dual  banking  system  in  its  examination, 
supervision  and  regulation  of  state  chartered  depository  institutions. 

4-  Structure  of  Commission 

The  Federal  Depositor}^  Institutions  Commission  would  have  a 
dual  charge:  to  encourage  the  soundness  of  depository  institutions, 
and  to  encourage  competition  among  them. 

To  accomplish  this,  the  Commission  would  be  composed  of  two 
units : 

(a)  One  unit  would  pursue  the  examination,  supervision  and 
regulation  functions  relating  to  the  soundness  of  depository 
institutions. 

(b)  The  second  unit  would  be  responsible  for  promoting 
competition.  It  would  do  this  through  analysis  and  recommenda- 
tions with  respect  to  mergers,  new  charters,  holding  company 
activities,  and  disclosures  of  relevant  information. 

The  Commission  would  be  required  to  submit  a  public  report  and 
testify  at  least  once  a  year  before  the  appropriate  committees  of 
Congress  with  respect  to  its  efforts  to  improve  the  competitive 
performance  of  depository  institutions  and  its  efforts  to  promote 
soundness. 
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TITLE  V.  THE  FEDERAL  RESERVE  SYSTEM 

The  impact  of  the  Federal  Reserve  System's  conduct  of  monetary 
policy  on  economic  growth,  jobs  and  inflation  has  grown  enormously 
since  the  system  was  established  in  1914.  Yet  the  structure  of  the  Fed 
has  never  basically  changed.  It  remains,  in  important  ways,  essentially 
a  "banker's  bank,"  its  control  largely  in  the  hands  of  American 
financial  and  industrial  interests. 

Member  banks  own  the  stock  of  the  12  Reserve  Banks.  Two-thirds 
of  the  directors  of  each  Federal  Reserve  Bank  are  elected  by  member 
banks,  the  remaining  one-third  by  the  Board  of  Governors.  The 
Boards  of  Directors  then  elect  the  presidents  of  the  Reserve  Banks, 
who  in  turn  wield  important  influence  on  the  Federal  Open  Market 
Committee,  which  sets  monetary  policy. 

Congressional  and  public  involvement  in  monetary  decisions  which 
affect  all  Americans  has  been  peripheral,  and  easily  ignored.  In  con- 
trast with  fiscal  policy,  which  is  hammered  out  on  the  forge  of  public 
debate  and  in  give  and  take  between  the  executive  and  legislative 
branches,  monetary  policy  is  shaped  largely  in  secret. 

In  its  virtually  complete  control  over  monetary  policy  the  Fed  can 
largely  offset  the  effects  of  fiscal  policies  determined  by  democratic 
process.  The  Fed  can — by  either  intent  or  by  error — precipitate 
inflation  or  Recession.  The  experiences  of  1966,  1969,  1973,  and  1974 
bear  witness  to  this  power. 

The  removal  of  monetary  policy  from  public  pressure  is  both  a 
virtue  and  a  vice.  It  allows  monetary  policy  to  be  flexible  in  a  way 
that  is  virtually  impossible  for  spending  and  taxation  policy.  It 
exempts  monetary  policy  from  narrow  political  considerations.  But  the 
balance  between  independence  and  public  accountability  is  tipped  too 
far  in  one  direction.  The  Federal  Reserve  has  become  almost  a  fourth 
branch  of  government,  exempt  from  the  system  of  checks  and  balances 
written  into  the  Constitution  for  other  areas  of  public  policy. 

The  recommendations  that  follow  are  designed  to  bring  the  Federal 
Reserve  more  into  the  public  realm,  more  responsive  to  the  needs  of 
all  major  constituencies  of  American  society.  At  the  same  time,  the 
Federal  Reserve  would  retain  the  scope  for  flexibility  in  policy,  and  a 
measure  of  independence  great  enough  to  insulate  policy  from  transi- 
tory political  considerations. 

1.  THE  FEDERAL  RESERVE  BOARD 

Due  to  the  transfer  of  certain  responsibilities  now  vested  in  the 
Federal  Reserve  Board  to  the  Federal  Depository  Institutions  Com- 
mission, the  present  Board  of  Governors,  consisting  of  seven  governors, 
would  be  replaced  over  time  by  a  five  member  Board  which  would 
continue  to  be  appointed  by  the  President  and  confirmed  by  the 
Senate.  The  governors  would  serve  staggered  terms  of  ten  years,  with 
a  new  term  available  every  two  years.  This  is  the  same  turnover  rate 
1  hut  currently  exists  with  seven  governors  and  fourteen  year  terms.  In 
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order  to  effect  an  orderly  transition  from  a  seven  member  board  to  a 
five  member  Board,  the  first  two  terms  to  expire  after  the  enactment 
of  this  legislation  would  not  be  filled. 

The  President  would  select  a  Chairman  of  the  Board  from  among 
the  five  Governors,  subject  to  confirmation  by  the  Senate.  The 
Chairman's  term  would  be  for  four  years,  and  would  be  co-terminous 
with  that  of  the  President. 

The  operations  of  the  Federal  Reserve  System,  except  for  monetary 
policy  and  for  transactions  on  behalf  of  foreign  central  banks,  would 
be  subject  to  audit  by  the  General  Accounting  Office. 

2.  REGIONAL  RESERVE  BANKS 

A.  Responsibilities 

Regional  Federal  Reserve  Banks  would  have  no  regulatory  respon- 
sibilities, because  the  responsibilities  would  be  transferred  to  the  new 
Federal  Depository  Institutions  Commission.  The  stock  of  the  Reserve 
Banks  would  be  retired,  and  the  banks  would  become  purely  a  govern- 
ment institution.  Reserve  banks  would  continue  to  perform  their 
current  functions  of  discount  facilities,  check  clearing,  funds  transfers, 
coin  and  currency  distribution,  research,  and  public  distribution  of 
data  and  special  analyses.  The  Federal  Reserve  Bank  of  New  York 
would  continue  to  conduct  open  market  operations  and  foreign 
exchange  activities  on  instruction  from  the  Board  of  Governors. 

B.  Presidents 

The  presidents  of  the  reserve  banks  would  be  appointed  by  the 
President  of  the  United  States,  subject  to  confirmation  by  the  Senate. 
They  would  have  a  term  of  five  years  and  would  receive  salaries 
equal  to  those  of  Governors. 

Reserve  bank  presidents  would  be  phased  in  as  existing  presidents 
reach  the  end  of  their  present  five  year  terms  of  office.  They  would 
be  required  to  be  highly  qualified  to  advise  the  Board  of  Governors 
on  monetary  policy,  as  well  as  to  conduct  the  functions  of  the  banks. 
The  present  Boards  of  Directors  of  the  Reserve  Banks  would  cease 
to  exist,  and  the  present  function  of  the  Boards  in  bringing  diversity 
to  monetary  policy  making  (in  terms  of  geography,  business  sectors, 
and  other  constituencies)  would  be  met  through  the  changes  proposed 
in  this  Title. 

Each  Reserve  Bank  president  would  present  written  reports  of  the 
Advisory  Committees  mentioned  below,  as  well  as  reports  of  their 
own  views,  to  the  Board  of  Governors.  All  such  reports  would  be 
promptly  distributed  by  the  Board  to  the  general  public. 

The  Reserve  Bank  presidents  would  not  vote  on  monetary  policy 
actions,  but  would  advise  the  Board  of  Governors  on  policy  and  would 
be  present  at  meetings  dealing  with  policy.  The  Board  of  Governors 
would  promptly  inform  them  of  all  policy  actions. 

C.  Depository  Institutions  Advisory  Committee 

Each  Federal  Reserve  District  would  have  a  Depository  Institutions 
Advisory  Committee  appointed  by  the  Federal  Reserve  Bank  president 
comprised  of  representatives  of  those  institutions — banks,  savings  and 
loan  associations,  mutual  savings  banks  and  credit  unions — holding 
required  reserves  at  that  Reserve  Bank.  Members  of  the  Depository 
Institutions. Advisory  Committee  would  make  their  views  known  con- 
cerning Federal  Reserve  regulations  that  directly  affect  them,  such  as 
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the  levels  of  reserve  requirements  for  different  kinds  of  liabilities  and 
for  different  size  institutions,  the  discount  rate  and  administration  of 
the  discount  window,  operations  of  the  Federal  Reserve's  funds 
transfer  system  and  other  functions  of  the  Fed. 

The  Committee  would  be  comprised  of  twenty  to  thirty  members, 
as  determined  by  the  Reserve  Bank  president,  selected  from  large, 
medium-sized  and  small  institutions,  and  giving  fair  representation  to 
each  type  of  institution.  The  Committee  would  advise  the  Reserve 
Bank  president  in  open  meetings,  and  would  present  appropriate 
reports  and  comments  to  the  Reserve  Bank  president. 

D.  Monetary  Policy  Advisory  Committee 

Each  Federal  Reserve  District  would  have  a  Monetary  Policy 
Advisory  Committee  appointed  by  the  Federal  Reserve  Bank  presi- 
dent comprised  of  individuals  residing  in  the  Reserve  District.  The 
Committee  would  have  twenty  to  thirty  members,  as  determined  by 
the  Reserve  Bank  president,  giving  fair  representation  to  finance, 
industry,  farming,  labor,  and  education,  and  the  general  public.  All 
reasonable  efforts  should  be  made  to  appoint  a  Committee  that  is 
representative  of  the  population  characteristics  of  the  Federal  Reserve 
District. 

The  Committee  would  serve  as  the  eyes  and  ears  of  the  community 
and  would  evaluate  local  conditions  in  the  district.  It  would  present 
to  the  Reserve  Bank  president  in  open  meetings  its  views  on  hew 
monetary  policy  actions  are  affecting  the  local  communities  and  the 
nation. 

3.     MONETARY   POLICY 

A.  Responsibility 

At  present,  the  three  tools  of  monetary  policy — open  market 
operations,  reserve  requirements,  and  the  discount  rate  (the  rate 
which  the  Federal  Reserve  charges  banks  who  borrow  from  them) — 
are  wielded  by  three  different  authorities.  The  Federal  Open  Market 
Committee  decides  the  extent  of  purchase  or  sale  of  government  securi- 
ties, which  influences  interest  rates  and  the  availability  of  money  and 
credit  in  the  economy.  The  Board  of  Governors  establishes  reserve 
requirements,  which  influences  the  money,  credit  and  interest  rates  in 
different  ways. 

Applications  for  changes  in  the  discount  rate  are  approved  by  the 
Board,  but  the  recommendation  for  such  changes  comes  from  the 
boards  of  Directors  of  the  12  reserve  banks.  This  "system"  is  not 
only  incoherent,  but  it  also  fails  to  pinpoint  responsibility  for  monetary 
policy. 

The  regulation  of  financial  institutions  would  be  removed  from  the 
Federal  Reserve  System  and  placed  in  the  hands  of  the  Federal 
Depository  Institutions  Commission,  as  described  in  Title  IV.  This 
would  make  monetary  policy  the  full-time  responsibility  of  the  Board 
of  Governors  of  the  Federal  Reserve.  Monetary  policy  would  be 
centered  in  this  one  responsible  group,  operating  with  the  advice  of 
Federal  Reserve  Bunk  presidents  and  the  Two  Advisory  Committees 
described  above. 
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B.  Employment  Objectives 

The  Federal  Reserve  Act  would  be  amended  to  explicitly  make  the 
Federal  Reserve  responsible  for  helping  achieve  the  objectives  of  the 
Employment  Act  of  1946:  to  ''promote  maximum  employment, 
production  and  purchasing  power." 

C.  Economic  Reports 

The  Board  would  be  required  to  issue  an  annual  economic  report 
similar  to  that  required  of  the  President.  It  should  be  issued  following 
consultation  with  the  President  and  review  of  the  Administration's 
fiscal  policies  and  at  the  same  time,  or  shortly  after,  issuance  of  the 
President's  report.  The  report  would  explain  in  detail  basic  monetary 
policy  plans  for  the  coming  }rear,  and  how  the  Board  has  conditioned 
its  plans  to  the  relevant  fiscal  proposals  of  the  President.  The  Board 
would  provide  its  economic  forecast  for  the  coming  year  and  explain 
how  its  policies  would  help  achieve  the  results  forecast.  The  report 
would  also  describe  how  its  policies  have  been  chosen  in  light  of  the 
Board's  obligations  under  the  Employment  Act  of  1946. 

D.  Congressional  Testimony 

The  Board  would  be  required  to  present  annually  its  report  to  the 
Congress  in  order  to  present  Congress  with  the  formalized  opportunity 
to  express  its  views  on  the  monetary  policies  contained  therein.  The 
Board  would  continue  to  report  to  the  Banking  Committees  of  the 
Congress  every  three  months  on  the  progress  of  monetary  policy,  as 
set  forth  in  House  Concurrent  Resolution  133. 
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TITLE  VI.  FOREIGN  BANKS  IN  THE  UNITED  STATES 

The  growth  in  foreign  bank  operations  in  the  U.S.  has  been  one  of 
the  more  significant  developments  in  banking  activity  in  the  last 
decade.  U.S.  assets  of  the  78  foreign  banks  (with  180  U.S.  offices) 
exceed  $57  billion,  up  from  $7  billion  ten  years  ago.  Foreign  banks 
now  hold  6.5  percent  of  total  U.S.  commercial  bank  assets,  and  9 
percent  of  all  business  loans. 

Foreign  banking  here  is  conducted  by  very  large  banks.  Forty- 
seven — or  approximately  three-fifths-of  the  foreign  banks  engaged  in 
banking  operations  in  the  United  States  are  among  the  top  100  banks 
world-wide.  Only  18  U.S.  banks  are  among  the  top  100  in  size  of 
deposits. 

Foreign  banks  here  have  five  major  advantages  over  U.S.  banks. 
These  advantages  result  from  the  absence  of  any  federal  regulatory 
controls  over  foreign  banks,  which  leaves  jurisdiction  to  the  states. 

First,  they  can  engage  in  full-service  banking  operations  in  more 
than  one  State,  a  privilege  denied  domestic  banks  under  the  McFadden 
Act  of  1927. 

Second,  through  subsidiaries  and  affiliates,  they  may  underwrite 
and  deal  in  corporate  securities  in  addition  to  their  banking  business. 
These  activities  are  prohibited  to  domestic  banks  under  the  Glass- 
Steagall  Act. 

Third,  foreign  banks  can  hold  equity  investments  in  U.S.  com- 
mercial companies  or  U.S.  subsidiaries  of  foreign  commercial  compa- 
nies, while  U.S.  banks  and  bank  holding  companies  are  barred  from 
such  equity  investments  in  commercial  companies. 

Fourth,  foreign  banks  are  not  subject  to  the  "closely  related  to 
banking''  restriction  of  the  Bank  Holding  Company  Act  of  1970. 

Fifth,  foreign  bank  branches  and  agencies  escape  the  restrictions 
of  member  bank  reserve  requirements.  The  branches  and  agencies, 
which  control  some  80  percent  of  total  foreign  bank  assets  here,  have 
been  able  to  tap  the  Eurodollar  market  for  purposes  of  lending  in 
the  U.S.  without  posting  reserves.  Domestic  banks,  on  the  other 
hand,  have  reserve  requirements  imposed  on  their  identical  Euro- 
dollar borrowing.  In  the  period  July — October,  1974,  when  money  was 
tight  and  domestic  banks  had  a  reserve  requirement  of  8  percent  on 
the  use  of  Eurodollars  for  domestic  purposes,  foreign  agencies  and 
branches  brought  $1.8  billion  of  Eurodollars  into  the  United  States, 
and  lent  $1.4  billion  to  credit — starved  U.S.  corporations  and  $.4 
billion  to  banks  willing  to  pay  as  much  as  13  percent  for  short-term 
funds.  As  the  Federal  Reserve  Board  has  recognized,  this  freedom 
from  reserve  requirements  for  foreign  banks  doing  business  in  the 
United  States  seriously  hampers  the  Board's  monetary  policies. 

Because  the  recommendations  which  follow,  together  with  the 
other  'Titles,  treat  foreign  banks  generally  like  domestic  banks, 
"grandfathering"  would  not  be  permitted,  subject  to  a  phasing  out 
period. 
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1.  Interstate  Branching  would  be  allowed  for  foreign  banking  sub- 
sidiaries and  branches,  subject  to  the  approval  of  the  Federal  Deposi- 
tory Institutions  Commission,  and  subject  to  the  same  conditions 
which  would  apply  to  interstate  branching  by  domestic  banks. 

2.  Underwriting. — Foreign  banks  chartered  in  the  U.S.  would  be 
permitted  to  engage  in  the  underwriting  of  state  and  municipal 
securities  including  revenue  bonds.  The  present  prohibitions  on 
underwriting  of  corporate  securities  by  depository  institutions  would 
be  extended  to  foreign  banks,  which  would  have  an  appropriate  in- 
terim period  to  phase  out  existing  operations. 

3.  Corporate  Equity  Investment. — Foreign  banks,  branches  and 
holding  companies  (chartered  in  the  U.S.)  would,  like  domestic  banks, 
be  prohibited  from  holding  equity  investments  in  commercial 
companies. 

4.  Bank  Related  Activities. — Foreign  banks  would  be  subject  to  the 
"closelv  related  to  banking"  restrictions  of  the  Bank  Holding  Company 
Act  of  "19  70. 

5.  Reserve  Requirements  and  Deposits. — Foreign  bank  subsidiaries 
(chartered  in  the  U.S.)  could  engage  in  all  activities  allowed  domestic 
banks  and  would  be  subject  to  the  same  reserve  requirements  as  are 
domestic  banks,  including  reserve  requirements  on  Eurodollar  bor- 
rowings from  their  parent  banks  and  other  foreign  deposits.  Foreign 
bank  branches  (whose  parents  are  not  chartered  in  the  U.S.)  could  not 
accept  deposits  in  the  U.S.  from  individuals,  partnerships,  corpora- 
tions, states  and  municipalities,  because  deposit  insurance  is  not  now 
legally  available,  and  would  be  difficult  to  supervise  if  it  were.  These 
branches  would  have  reserve  requirements  imposed  upon  their  bor- 
rowings from  other  depositor}"  institutions  in  the  U.S.  and  upon  their 
Eurodollar  borrowings. 

6.  The  Federal  Depository  Institutions  Commission. — The  Commis- 
sion would  be  responsible  for  the  chartering,  conversion,  mergers, 
examination,  supervision  and  regulation  of  foreign  banks  operating 
in  the  United  States. 
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TITLE  VII:  UNITED  STATES  BANKS  ABROAD 

Overseas  networks  of  branches  and  subsidiaries  have  been  a  major 
factor  in  the  expansion  of  U.S.  banks  over  the  last  decade.  In  1964 
there  were  only  11  U.S.  banks  with  181  overseas  branches.  Now  there 
are  125  banks  and  732  branches  overseas,  and  branch  assets  have 
grown  from  $6.9  billion  in  1964  to  $155  billion  currently.  At  year  end 
1974,  assets  held  by  U.S.  banks  in  their  foreign  branches  were  14  per 
cent  of  total  domestic  and  foreign  assets  of  all  U.S.  commercial  banks. 
An  additional  volume  of  assets  is  held  overseas  in  subsidiaries  and 
affiliates.  This  extraordinary  expansion  has  created  a  reserve-free  and 
largely  unregulated  international  banking  market. 

1.  Capital  Adequacy. — The  Federal  Depository  Institutions  Com- 
mission would  be  authorized  to  impose  such  capital  requirements,  in 
addition  to  the  present  capital  requirements,  on  banks  currently 
engaged  in  foreign  activities  upon  a  finding  that  their  capital  is  not 
sufficient  to  support  such  activities. 

2.  Overseas  Departments  in  U.S.  Banks. — To  promote  competition 
among  banks  of  different  sizes  in  international  financial  markets,  U.S. 
banks  would  be  authorized  to  establish  overseas  departments  in  their 
domestic  offices.  These  departments  would  be  allowed  to  engage  in  the 
same  activities  as  foreign  branches  of  U.S.  banks.  They  could  raise 
funds  from  abroad  and  lend  to  foreign  residents  without  being  subject 
to  the  restrictions  placed  on  the  bank's  domestic  activities. 

3.  Examination. — United  States  banks  would  only  be  permitted  to 
establish  branches  in  those  countries  which  permit  periodic  examina- 
tion of  the  branch,  and  complete  access  to  its  records,  by  the  Federal 
Depository  Institutions  Commission.  The  Federal  Depository  Institu- 
tions Commission  would  determine  the  degree  of  examination  of 
subsidiaries  and  joint  banking  ventures  which  would  be  required  to 
insure  that  the  parent  bank's  capital  would  not  be  endangered,  and 
would  only  permit  these  activities  in  countries  where  such  examination 
was  allowed. 

4-  Branches,  Subsidiaries  and  Joint  Foreign  Banking  Ventures. — U.S. 
banks  would  be  prohibited  from  investing  in  joint  foreign  banking 
ventures,  from  acquiring  a  financial  interest  in  a  bank  operating 
overseas,  or  from  establishing  a  foreign  subsidiary  without  advance 
approval  by  the  Federal  Depository  Institutions  Commission.  Subsid- 
iaries and  joint  banking  ventures  would  be  allowed  to  the  extent 
that  the  Federal  Depository  Institutions  Commission  determined  that 
such  activities  would  not  endanger  the  bank's  capital.  Joint  ventures 
overseas  between  U.S.  banks  would  be  governed,  as  now,  by  U.S. 
anti-trust  law.  Federal  Depository  Institutions  Commission  approval 
of  joint  ventures  between  foreign  banks  operating  in  the  United  States 
and  U.S.  banks  would  also  be  governed  by  U.S.  anti-tiust  law. 

6.  Federal  Reserve  Privileges. — Federal  Reserve  discount  and  borrow- 
ing privileges  would  be  extended  to  U.S.  banks  only  on  domestic  paper. 
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HOUSING  AND  FINANCIAL  REORGANIZATION 

(By  Dr.  Craig  Swan*) 
Introduction 

This  paper  tries  to  make  some  simple  points.  Unfortunately  to 
understand  the  interactions  between  housing  and  financial  markets 
often  involves  rather  complex  interrelationships.  The  basic  thesis  of 
the  paper  should  not  be  lost  sight  of  and  should  be  emphasized  from 
the  beginning.  The  case  for  financial  reorganization  is  very  strong  and 
compelling.  It  is  owly  natural,  because  of  the  importance  of  mortgage 
financing,  that  concerns  about  housing  get  involved  with  questions 
about  financial  reorganization.  Looking  at  the  way  housing  has  been 
financed  only  strengthens  the  general  case  for  financial  reorganiza- 
tion. There  is  some  uncertainty  about  how  specific  plans  for  financial 
reorganization  will  affect  housing  markets.  The  appropriate  response 
to  this  inherent  uncertainty  is  not  to  oppose  financial  reorganization,, 
but  rather  to  consider  complementary  policy  responses  that  will  work 
to  mitigate  any  adverse  impact  on  housing  and  mortgage  markets. 

The  traditional  ways  of  financing  housing  have  worked  well  in  nor- 
mal times  but  not  so  well  in  periods  of  large  movements  in  interest 
rates.  This  volatility  in  interest  rates  has  characterized  the  last  ten 
years  and  there  is  no  good  reason  to  believe  it  will  not  continue  to  be  a 
major  factor  in  financial  markets  into  the  future.  Further,  the  develop- 
ment of  new  technology,  related  to  the  widespread  use  of  computers, 
is  giving  rise  to  new  ways  of  managing  money  that  tend  to  blur  and 
erase  the  traditional  distinctions  between  financial  institutions.  Fin- 
ally, some  of  the  past  responses  of  public  policy  to  these  two  develop- 
ments are  not  without  their  serious  and  unfortunate  side  effects.  These 
public  policy  responses,  primarily  the  regulation  of  deposit  rates,  have 
in  some  measure  been  designed  to  preserve  existing  institutional  dis- 
tinctions. While  they  might  have  had  their  intended  effect  in  the  short 
run,  their  long  run  impacts  have  been  much  less  beneficial,  if  not  per- 
verse. Changing  the  financial  structure  would  allow  one  to  eliminate 
these  artificial  restrictions  as  well  as  providing  the  resulting  financial 
institutions  with  the  means  to  cope  with  volatile  interest  rates  and 
new  technology. 

There  have,  of  course,  been  other  policy  responses  that  have  been 
valuable  additions  to  the  working  of  mortgage  markets.  Their  further 
development  should  be  continued  following  financial  reorganization. 
Examples  of  these  sorts  of  responses  are  the  elimination  of  the  Federal 
National  Mortgage  Association  from  the  federal  budget,  the  develop- 
ment of  GNMA  guaranteed  mortgage  backed  securities  and  a  whole- 
host  of  initiatives  by  the  Federal  Home  Loan  Mortgage  Company 
to  broaden  and  stabilize  the  sources  of  mortgage  financing. 


*  *  ^nr-iate  Profesor  of  Economies.  Fnivcrsitv  of  Minnesota.    A  paper  prepared  for  the- 
FIXE  Study,  October  1975,  revised  February  1976. 
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IMPACT  OF  FINANCIAL  REORGANIZATION  OX  HOUSING 

What  does  financial  reorganization  mean  for  housing?  Unfortu- 
nately, no  one  can  forecast  the  impact  of  financial  reorganization  on 
housing  and  mortgage  markets  with  certainty.  There  are  at  least  three 
aspects  of  housing  markets  one  might  be  concerned  about :  the  long 
run  size  of  the  housing  stock,  cycles  in  Homebuilding,  and  the  distribu- 
tion of  the  housing  stock. 

Size  of  the  Housing  Stock 

Concern  about  the  long  run  size  of  the  housing  stock  usually  trans- 
lates into  a  concern  about  the  impact  financial  reorganization  will 
have  on  mortgage  rates.  The  concern  is  not  so  much  with  what  will 
happen  to  mortgage  rates  next  year  or  the  year  after  that,  but  rather 
with  what  will  hanpen  to  the  average  of  mortgage  rates  over  a  lender 
period  of  time.  Will  mortgage  rates,  and  hence  the  cost  of  housing, 
be  higher  or  lower  ?  We  simply  do  not  know. 

There  are  several  econometric  simulations  that  attempt  to  ascertain 
the  impact  of  financial  reorganization  on  the  mortgage  rate  and  the 
stock  of  houses.  These  models  are  discussed  below.  By  and  large  these 
simulation  results  suggest  that  financial  reorganization  will  have  little 
or  no  adverse  impact  on  the  size  of  the  housing  stock  or  the  mortgage 
rate.  There  are,  however,  still  questions,  not  only  about  the  specific 
simulations  and  models,  but  also  about  the  basic  methodology  that  sug- 
gest one  should  not  accept  these  findings  uncritically.  In  particular,  I 
would  conclude  that  the  simulations  do  not  offer  convincing  evidence 
of  a  benign  impact  and  that  one  should,  instead,  conclude  that  the 
impact  of  financial  reorganization  on  the  housing  stock  and  on  mort- 
gage rates  is  still  unknown. 

Housing  Cycles 

With  regard  to  the  question  of  housing  cycles,  neither  of  the  two 
simulations  reviewed  below  looks  at  the  question  of  cycles  in  home- 
building  and  what  impact  financial  reorganization  would  have  on 
them*  Que  point  should  be  made  clear  from  the  beginning.  Given 
dramatic  increases  in  interest  rates,  c}Tcles  in  homebuilding  are  to  a 
large  extent  inherent  in  the  nature  of  houses.  Houses  are  the  epitome 
of  long-lived,  durable  goods.  The  purchase  of  such  goods  is  easily 
postponed  temporarily  when  interest  rates  rise.  If  inflation  continues 
to  fluctuate  and  if  monetary  policy  continues  to  bear  a  major  burden 
for  stabilization  policy,  then  one  would  have  to  expect  thai  we  would 
continue  to  see  periods  of  dramatic  increases  in  interest  rates 
and  associated  declines  in  homebuilding  with  or  without  financial 
reorganization. 

There  is  the  further  question  of  whether,  with  financial  reorganiza- 
1  ion,  t  hese  declines  will  be  as  severe  as  they  have  been  in  the  past.  There 
IS  :i  large  body  of  work  thai  suggests  that  at  times  of  tight  credit 
markets  swings  in  the  availability  of  mortgage  credil  have  exacerbated 
the  swings  in  homebuilding.  A  major  clement  in  this  view  is  related 
to  households  reallocating  (heir  savings  away  iVom  thrift  institutions 
and  toward  the  direct  purchases  of  market  securities  at  times  when 
short-term  interest  rates  rise.  Thrift  institutions  in  turn  have  fewer 
funds  to  lend  as  mortgages.  At  the  same  time,  yields  on  mortgages  do 
not  look  as  attractive  as  the  yields  on  alternat  he  assets,  as  the  increase 
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in  mortgage  rates  usually  lags  the  increase  in  other  interest  rates. 
Institutions  with  portfolio  flexibility  slow  down  their  accumulation  of 
mortgages  preferring  instead  to  acquire  other,  higher  yielding 
securities. 

How  will  financial  reorganization  affect  this  process?  Under  most 
plans  for  financial  reorganization  there  are  two  potentially  offsetting 
effects.  Which  effect  will  be  stronger  is  unclear  a  priori.  A  major 
feature  of  most  plans  for  financial  reorganization  is  the  elimination  of 
ceilings  on  rates  paid  on  savings  deposits  and  an  expansion  of  invest- 
ment powers  for  thrift  institutions.  Thus,  in  periods  when  interest  rates 
rise,  thrifts  will  be  able  to  raise  their  deposit  rates  and  continue  to 
compete  for  savings.  Expanded  investment  powers  work  to  shorten 
the  effective  maturity  of  assets  held  by  thrifts.  Thus  their  earnings 
will  respond  more  quickly  to  an  increase  in  interest  rates,  enabling 
them  to  pay  higher  deposit  rates.  To  the  extent  that  thrifts  can  main- 
tain deposit  inflows  in  periods  of  high  interest  rates,  they  may  be  able 
to  soften  the  decline  in  mortgage  lending.  On  the  other  hand,  to  the 
extent  that  they  have  portfolio  flexibility,  it  may  be  at  precisely  these 
same  times  that  other  assets,  offering  more  attractive  yields  than 
mortgages,  induce  thrifts,  as  well  as  other  institutions,  to  make  fewer 
mortgage  loans.  It  should  be  clear  that  this  shif  t  out  of  mortgages  is  to 
some  extent  self  limiting.  The  allocation  of  funds  away  from  mort- 
gages would  be  expected  to  result  in  higher  mortgage  rates  and  lower 
yields  on  the  favored  assets.  Thus  at  some  point  the  portfolio  shifts  do 
not  continue  to  look  so  profitable.  However,  at  what  point  the  shift 
out  of  mortgages  would  stop  is  not  at  all  clear.  The  magnitude,  and, 
thus  the  net  impact  of  these  two  effects,  the  competition  for  deposits 
and  the  subsequent  portfolio  allocation  decisions,  is  difficult  to  meas- 
ure. As  a  result  there  is  a  great  uncertainty  about  the  impact  of 
financial  reorganization  or  cyclical  patterns  of  mortgage  lending. 

Distribution  of  the  Housing  /Stock 

The  final  area  of  concern  has  to  do  with  the  distribution  of  the 
housing  stock,  in  particular  the  cost  and  availability  of  housing  fol- 
low and  moderate  income  families.  I  do  not  see  that  financial  reorgani- 
zation has  any  special  implications  for  the  distribution  of  the  housing 
stock  other  than  its  impact  on  mortgage  rates.  To  the  extent  that 
financial  reorganization  raises  or  lowers  mortgage  rates,  there  will 
be  effects  on  the  cost  of  housing  for  everyone,  including  low  and 
moderate  income  families.  To  the  extent  that  housing  expenditures 
form  an  especially  large  fraction  of  expenditures  for  low  and  moderate 
income  families,  these  families  will  be  affected  more  than  most  fami- 
lies by  a  rise  or  fall  in  the  mortgage  rate.  As  regards  the  prospects 
of  homeownership,  to  the  extent  that  moderate  income  families  are 
the  marginal  mortgage  borrowers  who  get  loans  when  interest  rates 
are  low  and  who  do  not  get  loans  when  rates  rise,  either  because  they 
choose  not  to  buy  at  times  of  high  rates  or  are  simply  rationed  out 
of  the  market  on  non-price  terms,  then  financial  reorganization  will 
have  large  impacts  on  them  as  it  raises  or  lowers  the  average  mortgage 
rate  and  through  its  impacts  on  cycles  in  mortgage  lending. 

To  briefly  summarize,  there  are  several  aspects  of  housing  markets 
that  may  well  be  affected  by  financial  reorganization,  but  the  specific 
impacts  of  financial  reorganization  are  unclear.  One  can  make  plausi- 
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ble  a  case  for  different  impacts.  The  appropriate  response  in  this  sit- 
uation is  not  to  oppose  financial  reorganization — the  other  gains  from 
reorganization  are  too  great — but  rather  to  consider  the  design  and 
implementation  of  alternative  public  policy  measures  that  will  work 
to  complement  the  aims  of  financial  reorganization  and  at  the  same 
time  guard  against  untoward  impacts  on  housing  markets  or  specific 
income  groups. 

The  paper  also  includes  a  discussion  of  some  possible  policy  re- 
sponses: (1)  do  nothing  more,  (2)  mandatory  credit  allocation,  (3) 
mortgage  income  tax  credit,  (4)  interest  rate  insurance,  (5)  an  ex- 
panded role  for  the  Federal  Home  Loan  Mortgage  Company,  (6) 
variable  rate  mortgages. 

The  Case  for  Financial  Reorganization 

The  Congress  has  a  long  standing  concern  about  the  housing  condi- 
tions of  American  citizens.  This  concern  is  hardly  surprising  and  led 
in  1949  to  a  declaration  of  national  housing  policy : 

The  Congress  hereby  declares  that  the  general  welfare  and  security  of  the 
Nation  and  the  health  and  living  standards  of  its  people  require  housing  pro- 
duction and  related  community  development  sufficient  to  remedy  the  serious 
housing  shortage,  the  elimination  of  substandard  and  other  inadequate  housing 
through  the  clearance  of  slums  and  blighted  areas,  and  the  realization  as  soon 
as  feasible  of  the  goal  of  a  decent  home  and  a  suitable  living  environment  for 
every  American  family,  thus  contributing  to  the  development  and  redevelop- 
ment of  communities  and  to  the  advancement  of  the  growth,  wealth,  and  security 
of  the  Nation. 

Congressional  concern  with  housing  predates  the  1949  declaration 
and  is  reflected  in  forms  of  direct  aid — public  housing  programs  estab- 
lished in  the  thirties  and  other  forms  of  subsidized  housing  in  the 
sixties — as  well  as  policies  designed  to  influence  the  provisions  of  mort- 
gage credit — FHA  mortgage  insurance,  VA  mortgage  guarantees,  the 
Federal  Home  Loan  Bank  System,  and  a  host  of  other  specialized 
mortgage  market  institutions. 

The  close  connection  between  housing  decisions  and  mortgage  fi- 
nancing is  also  not  surprising.  Buying  a  home  is  the  largest  financial 
decision  most  families  make.  For  most  families  their  ability  to  buy  a 
home  is  strongly  affected  by  their  ability  to  secure  mortgage  financing. 
The  importance  of  financing  to  individual  homebuyers,  as  well  as  to 
the  development  of  rental  property,  is  the  reason  why  concerns  .about 
housing  enter  into  any  discussion  of  change's  in  the  structure  of  finan- 
cial instil  nt  ions. 

The  development  of  financial  institutions  and  their  regulation,  in 
particular  the  development  of  savings  and  loan  associations  and  the 
Federal  Home  Loan  Bank  System,  have  7*eflected  a  concern  on  the 
part  of  the  Congress  to  insure  that  an  adequate  supply  of  mortgage 
credit  be  available.  In  <  he  lust,  ten  years  there  have  been  three  dramat  lc 
declines  in  the  amount  of  new  honiebuilding,  L966,  L969-1970,  and 
1974  1 '- > 7 r> .  .Ml  of  these  declines  have  been  associated  with  a  decline  in 
savings  (lows  to  thrift  institutions  and  a  consequent  reduction  in  mort- 
gage lending  by  these  institutions.  It  is  not  surprising  then  that  pro- 
posals to  change  the  structure  of  thrift  institutions,  specifically  to 
weaken  their  reliance  on  mortgage  lending  by  broadening  their  invest- 
ment opportunities,  should  give  rise  to  a  concern  about  t  lie  implications 
of  such  a  change  for  housing  markets. 
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The  general  case  for  restructuring  of  financial  institutions  receives 
overwhelming  support  among  academic  economists.  The  professional 
training  of  academic  economists  teaches  them  that  competition  is  good. 
In  a  search  for  higher  profits,  firms  are  led  to  adopt  lower  cost  tech- 
nology and  the  forces  of  competition  pass  these  lower  costs  on  to  con- 
sumers in  terms  of  lower  prices.  A  major  thrust  of  the  proposals  for 
restructuring  financial  markets,  the  Hunt  Commission  and  the  Fi- 
nancial Institutions  Act,  is  to  introduce  more  competition  into  finan- 
cial markets  primarily  by  eliminating  interest  rate  ceilings  on  savings 
accounts,  allowing  thrift  institutions  to  offer  checking  accounts  of  one 
form  or  another,  and  allowing  thrift  institutions  wider  investment 
powers.  These  proposals  would  find  support  among  academic  econo- 
mists on  general  grounds  of  competition  leading  to  increased  efficiency. 

Beyond  the  general  case  for  more  competition,  events  of  the  last 
ten  years  strongly  suggest  that  the  traditional  forms  of  organization 
may  run  serious  risks  in  what  appears  to  be  a  new  environment  for 
financial  markets.  These  changes  in  the  environment  reflect  the  com- 
plex interaction  of  high  and  variable  rates  of  inflation,  a  more  vigorous 
role  for  monetary  policy  and  the  development  of  new  technologies  for 
handling  money.  There  is  good  reason  to  believe  that  this  new  environ- 
ment calls  for  a  reorganization  of  financial  institutions,  especially 
thrift  institutions. 

High  and  variable  rates  of  inflation  and  the  more  vigorous  use  of 
monetary  policy  in  the  last  ten  years  have  had  dramatic  impacts  on 
interest  rates.  These  factors  have  had  an  especially  dramatic  impact 
on  the  normal  relation  between  short  term  and  long  term  interest  rates. 
The  technical  term  for  the  relationship  between  short-  and  long-term 
interest  rates  is  the  term  structure  of  interest  rates.  The  discussion 
below  is  organized  as  follows :  first  the  impact  of  the  term  structure, 
particularly  changes  in  the  term  structure,  on  thrift  institutions  is 
examined.  Then  the  relationship  between  the  term  structure  of  interest 
rates,  on  the  one  hand,  and  inflation  and  monetary  policy,  on  the  other, 
is  discussed. 

THRIFT  INSTITUTIONS  AND  THE  TERM  STRUCTURE  OF  INTEREST  RATES 

As  mentioned  above  the  development  and  regulation  of  thrift  insti- 
tutions has  reflected  a  concern  to  provide  adequate  sources  of  mortgage 
financing.  By  tradition  savings  and  loan  associations  have  been  special- 
ists in  mortgage  lending.  These  tendencies  to  specialize  in  mortgage 
lending  have  been  strengthened  by  regulation  and  tax  advantages,  so 
that  currently  the  assets  of  savings  and  loan  associations  are  almost 
exclusively  mortgages.  At  the  end  of  1974,  savings  and  loan  associa- 
tions held  almost  $250  billion  of  mortgages,  over  84  percent  of  their 
total  assets.1  Holdings  of  savings  and  loan  associations  were  over  44 
percent  of  total  residential  mortgages  outstanding  at  the  end  of  1974. 
From  1970  to  1974  savings  and  loan  associations  placed  almost  83  per- 
cent of  the  increase  in  their  assets  in  mortgages  and  accounted  for  over 
51  percent  of  the  net  increase  in  residential  mortgages.  Considering 
mutual  savings  banks  as  well  as  savings  and  loan  associations  shows 


1  These  numbers  understate  to  some  degree  the  attachment  of  savings  and  loan  associa- 
tions to  the  mortgagee  market.  Savings  and  loan  associations  hold  mortgages  indirectly  by 
holding  GXMA-euaranteed,  mortgage  backed  securities  and  FHLMC  participation  certifi- 
cates. These  holdings  are  not  reflected  in  the  figures  above. 
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that  at  the  end  of  1974  the  two  thrift  institutions  held  56.6  percent  of 
the  residential  mortgage  debt  outstanding.  The  two  thrifts  provided 
58.3  percent  of  the  net  increase  in  residential  mortgage  debt  from  1970 
to  1974. 

For  a  long  time  the  provision  of  long  term  mortgage  credit  by  thrift 
institutions  worked  smoothly  but  recent  developments,  especially  since 
1965,  have  exposed  some  fundamental  weaknesses.  Thrift  institutions 
have  basically  borrowed  short — savings  deposits  that  are  for  all  prac- 
tical purposes  withdrawable  on  demand — and  lent  long — home  mort- 
gages with  initial  contract  maturities  of  25  to  30  years  and  effective 
maturities  of  perhaps  10  to  15  years.  This  sort  of  business  was  profit- 
able and  not  very  risky  as  long  as  (1)  short  term  rates  in  general  were 
lower  than  long  term  rates  and  (2)  rates  on  short  term  assets  that  com- 
peted for  household  funds  were  not  significantly  above  rates  paid  by 
thrift  institutions. 

Since  late  1965  the  relationship  between  short  and  long  term  interest 
rates  has  changed  dramatically.  Table  1  illustrates  the  behavior  of 
the  spread  between  long  term  and  short  term  rates  since  1950.  From 
1950  to  1964  long  term  rates  were  consistently  above  short  term  rafes. 
In  1966  and  1969  the  traditional  positions  of  short  and  long  term 
interest  rates  was  reversed  as  short  term  rates  exceeded  long  term 
rates. 

TABLE  l.-SELECTED  ASPECTS  OF  DIFFERENTIAL  BETWEEN  YIELDS  ON  LONG-  AND  SHORT-TERM  SECURITIES 


TIME 


1950-1954 

1955-1959 

1960-1964 

1965-1970 

1970-1974 

»  Yield  on  corporate  bonds  (Moody's  Aaa)  minus  yield  on  4-6  month,  prime  commercial  paper, 
b  Yield  on  taxable  government  bonds  m.nus  yield  on  3-month  treasury  bills. 
«  Standard  deviation =(1/52(5*— S)2)1^ 

where  S.=yield  spread  for  particular  year 
S  =  5  year  average  of  S|. 

Source:  1975  Economic  Report  of  the  President,  Table  C-58. 

The  period  1970-1974  may  appear  to  have  reestablished  traditional 
yield  differentials.  However  looking  at  the  differentials  on  a  year  by 
year  basis  one  sees  tremendous  variation  in  the  yield  spreads.  In 
1!)7<>  yield  spreads  were  low  by  historical  standards.  1971  and  1972 
yield  spreads  were  among  the  highest  of  the  period.  Finallv  in  1973 
and  !i>7!  yield  spreads  n  I  their  largest  negative  differentials 

he  period.  This  tremendous  roller  coaster  variation  in  yield 
sprei  *i  in  the  standard  deviations  of  the  yield  spreads  that 

arc  also  presented  in  Table  1.  For  the  period  1970  L9T4  (he  variation 
in  yield  spreads,  as  measured  by  (he  standard  deviations,  is  two  to 
three  lime-  as  large  as  any  of  (he  earlier  periods. 

The  yield  spread  is  of  tremendous  importance  to  thrift  institutions 
because  they  arc  borrowing  short  and  lending  long.  When  short  term 
market  interest  rates  rise  above  rat*  s  paid  on  deposits,  households  find 
that  market  securities  offer  more  attractive  yields  than  savings  ac- 
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STANDARD  DEVIAT 
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(long-short) 

of  differential  • 

Private  b 

Public  • 

Private 

Public 

90 

113 

29 

24 

55 

79 

49 

50 

83 

104 

35 

31 

-81 

-2 

45 

38 

62 

29 

154 
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counts  at  thrift  institutions.  It  is  not  surprising  that  many  households 
then  reallocate  their  savings  away  from  thrift  institutions  and  toward 
the  purchase  of  direct  market  securities.  This  interest  sensitivity  of 
savings  flows  is  well  documented.  See  for  example  Hamburger,  Modi- 
gliani,  Gramlich  and  Hulett,  and  W.  Gibson  (Gibson  suggests 
that  savers  may  be  becoming  even  more  sensitive  to  interest  rate 
differentials.) 

The  problems  of  thrift  institutions  are  compounded  when  short 
term  rates  rise  above  long  term  rates.  Not  only  do  deposits  at  thrift 
institutions  look  unattractive  but  also  thrift  institutions  find  them- 
selves hard  pressed  to  remain  competitive  by  offering  higher  deposit 
rates.  Their  earnings  come  from  long  term  assets  and  do  respond 
quickly  to  movements  in  short  term  rates. 

One  mi<rht  argue  that  when  short  term  interest  rates  rise  above 
long  term  interest  rates  that  thrift  institutions  should  be  expected  to 
raise  their  deposit  rates  to  remain  competitive,  even  if  it  means  that 
thrifts  are  paying  out  more  than  they  are  currently  earning  on  their 
mortgages.  Such  a  situation  is  part  of  the  natural  risk  of  intermedi- 
ating between  long  and  short  term  rates.  If  thrift  institutions  are 
efficient  at  predicting  future  interest  rates  then  over  the  Ions:  run 
their  earnings  from  long  term  assets,  mortgages,  should  be  sufficient 
to  cover  expenses  based  on  a  sequence  of  short  term  interest  rates. 
High  deposit  costs  relative  to  mortgage  earnings  in  one  year  would 
be  expected  to  be  off-set  by  lower  deposit  costs  in  another  year.2 

However  three  things  appear  to  work  against  this  outcome.  One, 
the  competitive  effects  of  inter-institutional  competition  may  work  to 
put  a  floor  under  deposit  rates  and  hinder  any  reduction  in  deposit 
rates  when  market  rates  decline.  Two,  thrifts  may  simply  be  bad 
forecasters.  Three,  the  historical  sequence  of  interest  rates  in  the  re- 
cent past  suggests  that  the  last  ten  years  have  been  exceedingly  diffi- 
cult times  to  forecast.  In  particular,  recent  fluctuations  in  the  yield 
spread  between  long  and  short  term  interest  rates  have  not  been 
around  an  unchanged  level  of  interest  rates.  Over  the  past  25  years 
the  general  structure  of  interest  rates  has  risen.  This  rise  has  been 
particularly  dramatic  in  the  last  ten  years.  A  plausible  argument  can 
be  made  that  these  increases  in  the  structure  of  interest  rates,  especi- 
ally since  1965,  have  to  a  large  extent  been  unexpected  by  almost 
everyone. 

IXTEREST   KATES  :    INFLATION   AXD    MONETARY   POLICY 

"What  explains  the  change  in  the  behavior  of  interest  rates  over  the 
last  ten  years,  in  particular  the  increase  in  the  level  of  rates  and  the 
increase  in  the  variability  of  the  yield  spread  between  short  and  long 
term  rates?  Economic  theory  suggests  three  major  causes:  (1)  high 
and  variable  rates  of  inflation,  (2)  strong  aggregate  demand,  and  (3) 
a  more  vigorous  use  of  monetary  policy.  My  subjective  weighting  puts 
most  emphasis  on  (1)  and  (3),  inflation  and  monetary  policy. 

Inflation 

Before  discussing  these  factors  in  more  detail  a  distinction  should 
be  made  between  what  economists  call  real  and  nominal  interest  rates. 


2  This  is  essentially  the  position  argued  by  both  Tobin  and  Kaufman. 
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Nominal  interest  rates  are  what  most  people  think  of  when  they  think 
of  interest  rates.  They  are  agreements  to  pay  back  so  many  dollars 
tomorrow  for  the  use  of  money  today.  If,  before  these  dollars  are  paid 
back,  inflation  occurs,  then  the  dollars  that  are  paid  back  will  have  less 
purchasing  power  than  the  original  dollars  that  are  lent. 

Economic  theory  suggests  that  lenders  should  be  concerned  with  their 
real  returns,  that  is  the  purchasing  power  they  will  get  in  the  future 
in  return  for  lending,  and  hence  not  purchasing,  today.  Thus  if  lenders 
expect  inflation  they  will  want  to  charge  a  higher  nominal  interest 
rate  in  order  to  compensate  themselves  for  the  expected  loss  in  pur- 
chasing power  from  inflation.  If  borrowers  also  expect  inflation  then 
they  will  agree  to  the  higher  nominal  interest  rates.  Their  higher 
future  nominal  incomes  will  enable  them  to  pay  the  higher  nominal  in- 
terest rate  without  affecting  their  real  returns.  Thus  when  borrowers 
and  lenders  expect  inflation,  an  economist  expects  that  nominal  interest 
rates  will  increase  in  their  expectation  of  inflation.  Real  interest  rates 
are  then  a  construct  to  take  out  the  effects  of  inflation  on  interest  rates. 
Measured  after  the  fact,  by  subtracting  the  actual  rate  of  inflation  from 
the  nominal  interest  rate,  they  tell  one  what  the  real  return  to  the 
lender,  and  hence  the  real  cost  to  the  borrower,  was.  Measuring  real 
interest  rates  before  the  fact  is  exceedingly  difficult  as  one  needs  to 
know  the  expectations  of  borrowers  and  lenders  about  future  inflation. 

With  a  distinction  between  real  and  nominal  interest  rates,  let  us 
turn  now  to  a  brief  discussion  of  the  change  in  the  behavior  of  interest 
rates  over  the  last  ten  years.  Economists  expect  that  nominal  interest 
rates  will  reflect  inflationary  expectations.  "While  we  do  not  measure 
inflationary  expectations  directly,  we  do  know  that  actual  rates  of  in- 
flation have  been  high  and  variable  in  the  last  ten  years.  Comparing 
the  period  1965-1974  with  1955-1964,  one  finds  that  the  average  rate 
of  inflation  as  measured  by  the  implicit  GNP  price  deflator  rose  from 
1.96  percent  per  year  to  4.58  percent  per  year.  The  variation  of  the  rate 
of  inflation,  as  measured  by  the  standard  deviation,  also  increased  dra- 
matically from  .87  to  2.19  percent.  To  repeat,  these  figures  measure 
actual  inflation,  not  necessarily  expectations  of  inflation.  However,  if 
market  expectations  of  inflation  were  very  accurate  then  these  figures 
would  also  be  good  proxies  for  movements  in  expectations  of  inflation. 

Indeed,  Eugene  Fama  in  a  recent  paper  concludes  thai  ".  .  .  one 
.  .  .  cannot  reject  the  hypothesis  that  all  variation  through  time 
[1958-1971]  in  one-  to  six-month  nominal  rates  of  interest  mirrors 
variation  in  correctly  assessed  one-  to  six-month  expected  rates  of 
change  in  purchasing  power."  (Fama,  p.  282.)  While  there  is  not  yet  a 
consensus  among  academic  economists  as  to  Fama's  conclusion  that 
changes  in  expectations  of  inflation  explain  all  the  variation  in  short 

term  interest   rates,  there  is  undouhtdlv  a  consensus  thai  expectations 

of  inflat  ion  are  responsible  for  a  large  share  of  t  he  \  ariat  ion. 
Aggregate  Demand 

Shifts  in  basic  demand  and  supply  factors  can  lead  to  changes  in 
interest  rates.  As  aggregate  demand  in  real  terms  rises  economists 
would  expert  that  teal  interest  rates  would  also  rise.  (The  increase  in 
aggregate  demand  may  also  give  rise  to  inflation  inducing  yet  a  further 
rise  in  nominal  interest   rate-.)  The  period  1900-1909  was  a  period  of 

extremely  high  levels  of  aggregate  demand  relative  to  potential  or  full 
employment  output.  It  would  not  be  at  all  surprising  that  theexpan- 
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sion  of  aggregate  demand  would  be  accompanied  by  higher  real  rates 
of  interest.3 

Monetary  Policy 

The  final  important  influence  on  interest  rates  has  to  do  with  the: 
actions  of  the  Federal  Reserve  System.  Whether  measured  by  changes 
in  the  growth  rate  of  the  money  supply  or  interest  rates,  the  last  ten 
3'ears  have  seen  a  much  more  vigorous  use  of  monetary  policy.4  This 
more  active  role  for  monetary  policy  reflects  to  some  degree  the  fail- 
ure to  implement  countercyclical  fiscal  policy. 

This  more  vigorous  use  of  monetary  policy  in  place  of  fiscal  policy 
has  interesting  implications  for  interest  rates.  Conventional  macro- 
economic  theory  suggests  that  temporary  restraint  on  aggregate  de- 
mand can  be  achieved  by  the  use  of  either  monetary  or  fiscal  policy. 
Even  if  both  policies  are  successful  in  restricting  the  level  of  output, 
they  will  have  different  implications  as  regards  interest  rates.  The 
use  of  monetary  policy  means  that  restraint  is  accompained  by  in- 
creases in  interest  rates.  The  use  of  fiscal  policy  means  that  restraint  is 
accompanied  by  a  reduction  in  interest  rates.  Thus  the  primary  use 
of  monetary  policy  instead  of  fiscal  policy  for  stabilization  goals  over 
the  last  ten  years  has  contributed  to  the  recurring  episodes  of  dramatic 
increases  in  interest  rates. 

Similarly  the  use  of  monetary  policy  to  achieve  more  or  less  perma- 
nent reductions  in  the  level  of  aggregate  demand  would  also  be  ex- 
pected to  move  the  level  of  interest  rates  up  while  the  use  of  fiscal 
policy  would  be  expected  to  move  the  structure  of  interest  rates  down. 
As  suggested  above,  the  effects  on  thrift  institutions  of  unforeseen 
changes  in  interest  rates  is  essentially  asymmetric.  Reductions  in  the 
level  of  rates  lowers  their  costs,  by  lowering  deposit  rates.  The  reduc- 
tion in  receipts  is  less  immediate  as  it  requires  the  turnover  of  the 
existing  portfolio  of  mortgages.  On  the  other  hand,  increases  in  in- 
terest rates  have  very  immediate  and  dramatic  effects,  putting  upward 
pressures  on  costs  immediately  while  revenues  respond  only  slowly. 

The  above  three  are  the  major  factors  that  economic  theory  suggests 
should  influence  interest  rates.  By  1964  there  was  little  indication  that 
inflation  would  become  so  persistent,  aggregate  demand  would  rise  so 
dramatically,  and  that  monetary  policy  would  be  called  on  to  shoulder 
such  a  large  part  of  the  burden  of  countercyclical  policy. 

Besides  the  term  structure  impacts,  an  unexpected  increase  in  the 
level  of  interest  rates  also  has  unfortunate  implication  for  thrifts. 
With  a  predictable  level  of  interest  rates,  past  and/or  future  earnings 
from  mortgages  should  have  been  sufficient  to  enable  thrifts  to  cope 
with  a  temporary  reversal  of  traditional  yield  spreads,  such  as  occurred 
in  1966.  However,  when  the  structure  of  rates  did  not  return  to  its 
expected  level,  but  instead,  was  higher,  thrifts  found  themselves  with 
large  holdings  of  older,  lower  yielding  mortgages  that  put  an  effective 
ceiling  on  their  ability  to  offer  higher  deposit  rates. 

8  It  is  possible  that  an  increase  in  aggregate  demand  could  bp  aocomranipd  by  lower,  not 
higher  real  rates  of  interest.  If  monetary  expansion  is  the  original  stimulus  to  aggregate 
demand,  then  most  economists  would  expect  an  initial  lowering  of  interest  rates  which 
in  turn  induces  the  higher  level  of  aggregate  demand.  Again  the  higher  level  of  aggregate 
demand  could  give  rise  to  inflation  and  induce  a  subsequent  rise  in  nominal  interest  rates. 

*  Comparing  the  period  1955-1964  and  1965-1974  shows  that  the  average  absolute 
change  in  the  semi-annual  rate  of  growth  of  the  money  supply  has  increased  from  .62 
percent  to  1.36  percent.  The  standard  deviation  in  the  semi-annual  growth  rate  of  the  monev 
supply  rose  from  .93  percent  to  1.2  percent.  Analogous  conclusions  hold  for  interest  rates. 
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The  situation  was  further  compounded  by  the  fact  that  in  such  an 
environment  any  new  or  smaller  thrift  institution  had  a  substantial 
advantage  over  older,  larger  institutions.  The  newer,  smaller  institu- 
tions would  not  have  a  large  overhang  of  low  yielding  mortgages.  As 
they  attracted  deposits  and  grew  they  could  put  virtually  all  of  their 
funds  into  newer,  higher  yielding  mortgages.  Similarly  depository  in- 
stitutions with  asset  holdings  of  shorter  maturities  were  able  to  com- 
pete more  aggressively.  Their  shorter  maturities  meant  their  earnings 
would  reflect  the  new  higher  level  of  interest  rates  more  quickly  than 
the  earnings  of  thrift  institutions. 

To  summarize,  the  changed  environment  since  1965,  specifically 
higher  and  more  variable  interest  rates,  has  threatened  the  tradi- 
tional role  of  thrift  institutions  and  exposed  them  to  potential  insol- 
vency. If  sufficient  numbers  of  depositors  had  demanded  their  funds, 
thrift  institutions  would  have  been  forced  to  liquidate  their  holdings 
of  mortgages.  High  market  rates  of  interest  work  to  lower  the  market 
value  of  existing  assets  with  lower  rates  of  interest.  It  is  not  incon- 
ceivable that  the  market  value  of  the  mortgage  portfolio  of  a  good 
number  of  thrift  institutions  has  at  times  been  insufficient  to  cover 
their  total  deposit  liabilities. 

Thus  the  continuation  of  old  ways  of  doing  business — borrowing 
short  and  lending  long — in  a  changed  environment — higher,  more 
variable  and  unpredictable  interest  rates — has  the  potential  of  threat- 
ening the  solvency  of  a  number  of  thrift  institutions  and  by  extension 
the  stability  of  the  whole  financial  structure.  Just  because  we  have  had 
these  problems  in  the  past  is  no  guarantee  that  they  will  continue  in 
the  future,  but  neither  is  it  a  guarantee  that  they  will  never  reappear. 
There  is  a  need  to  consider  alternative  forms  of  organization  that  will 
behave  well  in  both  good  times  and  bad. 

NEW   TECHNOLOGY 

Another  element  of  the  changing  environment  of  financial  markets 
has  important  implications  for  the  organization  of  depository  institu- 
tions :  The  development  of  electronic  funds  transfer  systems.  I  want  to 
make  two  major  points  here.  (1)  The  development  of  new  technology 
for  money  management  is  blurring  traditional  distinctions  between 
time  and  demand  deposits,  and  (2)  these  new  technologies  offer 
promise  of  a  significant  reduction  in  the  costs  of  managing  money, 
reductions  that  should  be  passed  on  to  consumers.  It  is  the  forces  of 
competition  that  economists  would  rely  on  to  see  that  these  savings  are 
indeed  passed  on  to  consumers  in  terms  of  lower  transactions  costs  and 
higher  yields  on  account  balances. 

In  summary,  the  changing  environment  is  making  traditional  forms 
of  organization  and  regulation  obsolete.  Changes  in  the  level  and 
variation  in  interest  rates  pose  problems  of  possible  instability.  New 
technology  is  breaking  down  old  distinctions. 

Past  Response  oe  Public  Policy 

The  developments  of  the  lasl  ten  years  have  not  occurred  in  a  vac- 
uum. The  precarious  position  of  savings  and  loans  and  the  pro- 
nounced cycles  in  mortgage  lending  and  Homebuilding  have  prompted 
public  policy  responses.  I  [owever,  l  lie  conl  inual  discussion  of  the  need 
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for  financial  reorganization  strongly  implies  that  past  responses  have 
not  been  sufficient.  A  brief  discussion  of  the  major  aspects  of  past 
responses  is  useful  for  getting  some  perspective  on  what  should  and 
should  not  be  continued. 

CONTROLS    OX    DEPOSIT   RATES 

Controls  on  deposit  rates  were  introduced  in  1966  in  response  to 
the  sorts  of  pressures  described  above.  High  short  term  interest  rates 
made  direct  market  securities  more  attractive  than  deposits  at  thrift 
institutions;  commercial  banks,  and  some  smaller  savings  and  loan 
associations,  were  becoming  more  aggressive  in  competing  for  savings 
deposits.  Larger  thrift  institutions  found  themselves  in  a  difficult 
position.  Higher  interest  rates  and  aggressive  competition  were  pres- 
surizing them  to  raise  their  deposit  rates  yet  their  earnings  were  to 
a  large  extent  predetermined  by  their  holdings  of  mortgages  made 
at  lower  interest  rates.  It  was  in  this  environment  that  controls  over 
deposit  rates  were  extended  to  thrift  institutions  in  September  1966. 5 

Deposit  rate  controls  do  work  to  limit  inter-institutional  competi- 
tion for  deposits  but  they  do  not  eliminate  the  competition  between 
deposits  and  direct  market  securities.  The  term  intermediation  means 
the  use  of  specialized  financial  institutions  as  intermediators  between 
wealth  holding  units — i.e.,  households — and  debt  units — borrowers, 
some  of  whom  may  be  other  households.  Disintermediation  means 
the  disruption  of  this  process  as  wealth  holding  units  lend  directly 
to  debtor  units.  One  way  of  lending  directly  is  to  buy  credit  market 
securities  directly.  Thus  deposit  rate  controls  cannot  be  expected  to 
limit  disintermediation.  In  fact  deposit  rate  controls  may  accentuate 
disintermediation  as  financial  institutions  are  limited  in  the  response 
they  can  make  to  high  market  interest  rates. 

Academic  economists  are  close  to  unanimous  in  their  condemnation 
of  Regulation  Q  ceilings  on  savings  deposits.  There  are  two  major 
thrusts  to  this  condemnation.  (1)  The  ceilings  produce  distortions 
that  work  to  limit  the  amount  of  credit  to  some  sectors.  Units  that 
see  a  diminished  supply  of  credit  are  those  that  traditionally  borrow 
from  depository  institutions  that  are  constrained  by  the  regulation, 
i.e.,  households.  (2)  The  ceilings  have  unfortunate  distribution  effects 
as  wealthier  savings  units  have  the  resources  and  sophistication  to 
get  around  ceilings.  As  a  consequence,  poorer,  less  sophisticated  sav- 
ings units  are  left  paying  the  price  of  regulation  by  getting  lower 
returns  on  their  savings. 

That  households  have  been  sensitive  to  interest  differential  is  beyond 
dispute.  Numerous  econometric  studies  of  household  savings  behavior 
have  found  the  allocation  of  household  savings  to  be  responsive  to 
interest  rate  differentials.  The  data  in  Table  2  illustrate  this  point. 
The  importance  of  direct  market  securities  in  the  savings  plans  of 
households  shows  marked  swings,  swings  that  are  attributable  to  inter- 
est rate  differentials.  While  deposit  rate  controls  have  limited  inter- 
institutional  competition  they  have  had  no  impact  on  the  competition 
of  direct  market  securities.  At  times  of  high  market  interest  rates 
households  have  directed  a  substantial  portion  of  their  savings  away 

5  See  Jaffee  (1973)  for  a  more  complete  discussion  of  the  adoption  of  deposit  rate 
controls. 
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from  depository  institutions  in  general,  and  thrift   institutions  in 
particular,  and  purchased  general  market  securities  instead. 

TABLE  2.-THE  ALLOCATION  OF  DISPOSABLE  HOUSEHOLD  SAVINGS  i 
[In  percent] 

Deposits 

Credit        at  financial            Deposits  Yield  on  Yield  on  3  mo 

market        institutions             at  thrift  deposits  at  Treasury 

Year                                                        instruments    plus  currency  institutions  S.  &  L.'s'  bills 

1960-65 

1966.. 

1967... 

1968.. 

1969 

1970 

1971 

1972. 

1973.. 

1974.. 

19752. -1  101  60  6.16  5.637 

1  Deposits  plus  credit  market  instruments  from  flow  of  funds  statistics. 

2  First  6  mo. 

3  Effective  interest/dividend  rates  paid  by  FSLIC-insured  S.  &  L.'s. 

Source:  Cols.  (1),  (2),  (3)  based  on  flow  of  funds  data,  Federal  Reserve,  col.  (4)  "Federal  Home  Loan  Bank  Board  Jour- 
nal," October  1975,  col.  (5)  "Economic  Report  of  the  President  1975,"  "Federal  Reserve  Bulletin." 

The  ability  of  households  to  engage  in  these  asset  switches  is  to  some 
extent  determined  by  the  sophistication  of  the  households  in  question 
and  the  size  of  their  portfolios.  Larger  portfolios  mean  lower  trans- 
actions costs  and  are  generally  associated  with  more  sophisticated 
savers.  Kane  (1970)  presents  evidence  from  the  1962  Survey  of  Fi- 
nancial Characteristics  of  Consumers  that  shows  that  market  securities 
form  a  much  more  important  part  of  the  asset  holdings  of  higher 
income  households.  The  clear  implication  is  that  higher  income  house- 
holds have  the  means,  experience  and  sophistication  to  get  around 
deposit  rate  ceilings  and  obtain  higher  yields  by  direct  purchase  of 
market  securities.  It  is  the  poorer,  less  sophisticated  saver  who  is  stuck 
with  lower  returns  on  his  savings  deposits. 

Given  the  failure  of  initial  deposit  rate  controls  to  stop  disinterme- 
diation,  there  were  farther  public  policy  responses.  However,  these  re- 
sponses— the  elimination  of  interest  rate  ceilings  on  large  denomina- 
tion savings  certificates  and  the  institution  of  large  minimum 
denominations  on  certain  types  of  public  securities — have  only  erected 
further  barriers  between  the  options  open  to  poor  and  rich  savers. 
These  responses  also  illustrate  a  more  general  principle:  controls  often 
require  additional  controls  as  individuals  attempt  to  get  around  the 
original  controls.  The  first  type  of  response — the  elimination  of  ceil- 
ings on  large  denomination  certificates — enabled  depository  institu- 
tions to  offer  competitive  rates  of  return  to  savers  with  large  amounts 
of  funds,  thus  limiting  the  Incentive  for  these  savers  to  move  their 

funds.  The  second  type  of  response — minimum  denominations  OH 
Treasury  bills  and  FNMA  debentures — made  it  more  difficult  for 
smaller  savers  to  invest  directly  in  market  securities,  ihus  confining 
them  to  depository  institutions  with  below  market  rates  of  return.  As 
Kane  says,  "It  is  shocking  to  realize  how  hard  the  federal  government 
has  worked  to  prevent  the  small  household  saver  from  sharing  ill  file 
high  interest  rates  of  the  past  live  years. "  (  Kane,  1970,  p.  613.) 


Market  developments  have  illustrated  yet  another  general  point  and 
that  is  the  tendency  of  controls  to  become  less  effective  over  time  as 
new  institutions  are  developed  to  get  around  the  controls.  The  new 
institutions  in  this  case  are  the  money  market  mutual  funds  that 
developed  in  1974.  These  funds  pooled  the  funds  of  smaller  savers  in 
order  to  buy  large  denomination  instruments  like  government  securi- 
ties, certificates  of  deposits  and  commercial  paper.  These  funds  offered, 
savers  high  short  term  interest  rates,  interest  rates  that  in  late  1974 
topped  12  percent.  Investments  in  these  funds  were  available  essen- 
tially on  demand.  The  funds  limited  their  risk  by  holding  assets  that 
were  extremely  short  term  and  quickly  marketable  if  necessary.  They 
thus  avoided  the  term  structure  problems  that  thrift  institutions  got 
into. 

The  popularity  of  these  money  market  funds  obviously  depends  on 
relative  interest  rates,  the  differential  between  their  offerings  of  short 
term  market  rates  and  the  rates  available  on  savings  deposits.  However 
such  funds  appear  to  be  relatively  easy  to  start  up  and  close  down  as 
rate  differentials  change.  In  subsequent  periods  of  high  short  term 
interest  rates  these  money  market  funds  can  only  pose  more  serious 
competition  for  thrift  institutions.  The  next  time  around  households 
may  have  learned  from  past  experiences  and  be  even  quicker  to  reallo- 
cate their  funds. 

There  is  one  additional  effect  of  deposit  rate  controls  that  should  be 
discussed.  As  mentioned  above,  deposit  rate  control  has  not  eliminated 
competition  with  direct  market  securities.  Some  thrift  institutions  have 
at  times  found  themselves  hard  pressed  to  meet  past  mortgage  com- 
mitments and/or  demands  for  savings  withdrawals.  Their  response  has 
been  to  borrow  from  the  Federal  Home  Loan  bank  system  through  the 
advances  mechanism — loans  by  Federal  Home  Loan  banks  to  member 
savings  and  loan  associations — established  to  cope  with  temporary 
emergencies. 

In  recent  years  the  use  of  advances  has  developed  into  a  major  source 
of  funds  for  savings  and  loans  in  times  of  high  short  term  interest 
rates.  This  use  of  the  advances  mechanism  has  several  implications.  The 
availability  and  use  of  advances  does  appear  to  have  protected  the 
profits,  as  measured  by  reserve  accumulations,  of  savings  and  loans  in 
times  of  high  short  term  interest  rates.  In  the  absence  of  deposit  rate 
controls  one  would  expect  that  thrift  institutions  would  raise  their 
deposit  rates  to  meet  competition  and  dip  into  past  earnings,  if  neces- 
sary, in  order  to  pay  these  higher  rates.  As  Tobin  says : 

Over  the  years  this  sum  [reserves]  had  been  withheld  from  the  owners  of  the 
institutions  (mostly  mutual  associations)  to  protect  them  against  just  such 
continences  as  occurred  in  1966-69.  And  was  it  so  used?  No.  .  .  .  There  can  be 
no  justification  for  holding  dividend  rates  down,  and  interest  rates  in  competing 
institutions  too,  so  that  the  undistributed  nonprofits  of  savings  and  loan  associa- 
tions can  grow  at  their  normal  pace.  (Tobin,  p.  10) 

Another  implication  of  the  use  of  advances  surrounds  the  financing 
of  the  advances  themselves.  The  Federal  Home  Loan  banks  first  must 
raise  the  money  they  use  to  lend  to  savings  and  loan  associations.  They 
do  this  by  issuing  their  own  securities  in  general  credit  markets.  To 
some  extent  selling  their  own  liabilities  works  to  raise  general  market 
interest  rates.  Some  critics  have  argued  that  due  to  the  effects  of  the  rise 
in  general  market  interest  rates,  the  use  of  advances  is  to  a  large  extent 
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self-defeating.6  As  short  term  interest  rates  rise  and  savings  inflows 
drop  off,  savings  and  loan  associations  turn  to  the  Federal  Home 
Loan  banks  for  advances.  However,  as  the  Federal  Home  Loan  banks 
raise  the  money  in  credit  markets  to  lend  to  the  S&Ls,  their  borrow- 
ings tend  to  raise  interest  rates  even  more,  leading  to  even  lower  sav- 
ings flows  at  savings  and  loan  associations  and  an  increased  demand 
for  advances. 

The  critics  charge  that  the  necessity  of  first  raising  the  funds  to  lend 
works  to  raise  interest  rates  in  general,  produces  more  disintermedi- 
ations  and  works  to  offset  the  direct  effects  of  the  advances.  Higher 
interest  rates  induce  still  larger  deposit  outflows  (see  Kwon  and 
Thorton  (1071)  and  (1972)).  Higher  rates  on  general  market  securi- 
ties make  mortgages  less  attractive  to  institutions  with  portfolio 
flexibility.  As  a  result  these  institutions  reduce  their  mortgage  lend- 
ing. Some  critics  have  asserted  that  the  net  effect  on  homebuilding  of 
advances  is  zero  (see  Arcelus  and  Meltzer  (1973)). 

These  adverse  effects  are,  in  theory,  present  to  some  extent.  However, 
there  is  still  the  question  of  their  empirical  magnitude.  Do  they  in 
fact  mean  no  net  impact  on  housing?  A  number  of  observers  have 
argued  that  particular  aspects  of  the  above  works  may  be  bad  esti- 
mates of  the  magnitudes  involved.  (See  Grebler  (1973),  Van  Home 
(1973),  and  Swan  (1973b) ).  Swan  (1975)  has  surveyed  the  results  of 
three  econometric  models  that  attempt  to  account  for  these  effects  and 
concludes  that  Federal  Home  Loan  Bank  advances  do  have  a  substan- 
tial impart  in  the  short  run.  Homebuilding  activity  is  raised  from 
what  it  otherwise  would  have  been  for  about  one  year.7 

Ke:rardless  of  the  effects  of  advances  there  remains  the  more  funda- 
mental question  of  whether  the  elimination  of  deposit  rate  regulation 
in  the  first  place  might  be  even  more  beneficial.  As  mentioned  above 
most  academic  economists  would  be  inclined  to  argue  that  the  elimina- 
tion of  deposit  rate  ceilings  would  be  more  beneficial  in  total.  Elimina- 
tion of  the  ceilings  would  eliminate  the  interferences  with  market 
al location  of  credit  as  well  as  benefiting  small  savers  in  terms  of 
higher  yields.  If  one  were  still  dissatisfied  with  the  implications  for 
cycles  in  housing  there  would  still  be  the  option  of  attempting  to 
channel  more  money  into  mortgages  either  by  direct  government  pur- 
chase or  by  expanded  purchases  by  FNMA.  In  principle,  an  appro- 
priate amount  of  FNMA  purchases  would  have  exactly  the  same  im- 
pacts on  housing  and  mortgage  markets  as  Federal  Home  Loan  Bank 
advances  (See  Swan  197;>a.) 

MORTGAGE   MARKET   INTITATTVEfl 

Developments  since  1965  have  given  impetus  to  a  number  of  develop- 
ments that  have  worked  to  restructure  the  mortgage  market.  The 
development  of  these  new  institutions  and  new  instruments  have 
worked  to  break  down  the  isolation  of  the  mortgage  market  from 
general  capita]  markets.  These  developments  are  to  be  applauded. 

6  Similar  charges  have  been  made  against  the  use  of  mortgage  purchases  by  the  Federal 
National   Mortgage  Association  (FNMA).  Before  purchasing  mortgages,  FNMA  must  first 

Issue  its  own  securities  to  raise  the  funds  to  buy  mortgages. 

"•  Homebuilding  is  subsequently  depressed  by  lesser  amounts  for  a  longer  period  of  time. 
'I  Id-  BUbsequenl  depression  arises  because  one  would  not  expect  advances  in  any  one  year  to 

have  much  effect  on  the  equilibrium  size  of  the  bousing  stock  in  the  long  run."  As  a  result, 

more  building  in  one  year  has  to  he  offset  bv  less  building  than  Otherwise  would  ha\e 
occurred  in  subsequent  yearn.  Swan  found  similar  impacts  for  FNMA  purchases.  For  more 
details  see  Swan   (197.j). 
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Financial  reorganization  should  not  imply  the  elimination  of  these 
changes.  Further  development  and  extensions  are  to  be  encouraged. 
Among  the  changes  that  have  been  made  mention  might  be  made  of : 

(1)  The  splitting  of  the  original  Federal  National  Mortgage  Associ- 
ation into  two  parts,  the  Government  National  Mortgage  Association 
(GNMA)  and  FNMA.  This  split  separated  the  two  functions  of  the 

original  FNMA,  subsidy  support  to  specific  mortgages,  now 
handled  by  GNMA,  and  general  support  to  the  mortgage  market 
through  the  purchase  of  mortgages,  now  handled  by  FNMA. 

(2)  The  removal  of  the  new  FNMA  and  the  Federal  Home  Loan 
Bank  System  from  the  federal  budget.  FNMA  was  established  as  a 
government  sponsored,  private  corporation.  The  Federal  Home  Loan 
Bank  System  retains  its  role  as  independent  regulatory  agency.  Their 
removal  from  the  federal  budget  means  that  their  portfolio  decisions 
are  not  as  directly  restricted  by  political  concerns  about  the  possible 
impact  on  the  federal  government  budget  as  they  were  before  1968. 

(3)  The  establishment  of  the  Federal  Home  Loan  Mortgage  Cor- 
poration (FHLMC).  FHLMC  has  acted  much  like  FNMA  for  con- 
ventional mortgages.  In  addition,  FHLMC  participation  certificates 
work  to  improve  the  inter-regional  flow  of  mortgage  credit  coming 
from  savings  and  loan  associations.8 

(4)  The  development  of  GNMA  insured,  mortgage-backed  securi- 
ties. These  securities  have  allowed  for  the  repackaging  of  a  group  of 
mortgages  to  make  them  more  attractive  to  investors  who  otherwise 
might  not  be  interested  in  mortgages.  Both  bond-type  and  pass- 
through  type  securities  have  been  developed.  Data  on  initial  investors 
suggests  that  these  securities  have  been  purchased  by  non-mortgage 
oriented  investors  at  times  that  they  have  offered  attractive  yields. 
(SeeMarcis.) 

Other  important  developments  include  the  development  of  an  auto- 
mated mortgage  market  information  network,  the  development  of 
private  mortgage  insurance,  the  development  and  increased  involve- 
ment of  state  and  local  housing  finance  agencies,  and  the  develop- 
ment of  a  futures  market  for  GNMA  backed  mortgage  securities.  All 
these  developments  have  the  effect  of  breaking  down  the  barriers  of 
isolation  that  have  traditionally  separated  the  mortgage  market  from 
other  capital  markets.  This  breakdown  has  been  accomplished  by  de- 
veloping new  institutions  and  instruments  that  intermediate  between 
the  mortgage  market  and  other  sectors  of  capital  markets,  by  increas- 
ing the  flow  of  information  about  the  mortgage  market,  and  the  intro- 
duction of  elements  of  standardization  across  what  are  essentially  very 
heterogeneous  instruments.  These  developments  are  to  be  applauded 
and  encouraged. 

Impact  of  Financial  Reorganization  on  Housing  Markets 

There  are  at  least  three  aspects  of  housing  markets  that  Congress  is 
rightfully  concerned  about :  what  are  the  implications  of  financial  re- 

8  Both  FNMA  and  FHLMC  now  have  authority  to  purchase  all  types  of  mortgages  al- 
though FNMA  has  traditionally  dealt  with  FHA  and  VA  mortgages.  FHLMC  deals 
primarily  with  conventional  mortgages.  Giving  FNMA  and  FHLMC  authority  to  buy  all 
types  of  mortgages  is  a  good  idea.  However  to  the  extent  that  discounting  is  an  effective 
wav  of  making  effective  FHA  and  VA  mortgage  rates  behave  like  market  determined  rates 
and  borrowers  choose  between  FHA,  VA  and  conventional  financing  on  the  basis  of  effective 
interest  rates,  it  makes  less  difference  what  type  of  mortgages  are  purchased  by  FNMA 
or  FHLMC. 
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form  for:  (1)  the  size  of  the  housing  stock,  (2)  the  distribution  of 
the  stock  and  (3)  cycles  in  homebuilding.  The  discussion  below  ad- 
dresses itself  to  these  three  concerns.  In  addition  inflation  has  im- 
portant impacts  on  housing  markets.  Some  of  the  impacts  are  direct 
and  others  arise  because  inflation  has  such  strong  impacts  on  interest 
rates.  This  section  concludes  with  a  brief  discussion  of  the  impacts  of 
inflation  on  housing  markets. 

THE   SIZE  AXD   DISTRIBUTION   OF  THE   HOUSING   STOCK 

Concern  about  the  size  and  distribution  of  the  housing  stock  reflects 
Congress  constitutional  concern  about  the  general  welfare  of  Amer- 
icans. Economists  view  the  size  and  distribution  of  the  housing  stock 
as  reflecting  the  workings  of  individuals'  demands  for  housing  and  the 
provision  of  houses  and  housing  services  by  builders  and  landlords. 
Over  a  long  period  of  time  an  economist  expects  that  the  size  and 
distribution  of  the  housing  stock  will  reflect  the  demands  of  indi- 
viduals for  housing.  (In  technical  terms,  in  equilibrium  individuals 
will  be  on  their  demand  curve  for  housing).  Major  determinants  of 
individual  demands  for  housing  are  income,  the  price  of  housing 
relative  to  the  prices  of  other  goods  and  certain  demographic  char- 
acteristics, such  as  family  size.  (The  relative  price  of  owning  or 
renting  has  important  implications  for  the  form  of  tenure.)  Financial 
reorganization  would  not  be  expected  to  have  major  effects  on  either 
income  or  family  characteristics.  The  major  impact  of  financial  re- 
organization would  be  expected  to  be  on  the  cost  of  housing,  spe- 
cifically the  cost  and  availability  of  mortgage  credit. 

Will  financial  reorganization  raise  or  lower  mortgage  rates?  There 
is  no  precise  answer  to  this  question.  For  one  thing,  the  exact  form  of 
reorganization  is  yet  unknown.  All  major  proposals  do  forsee  broader 
investment  powers  for  thrift  institutions.  To  the  extent  that  thrifts 
exploit  these  new  powers,  there  will  be  a  reduction  in  the  supply  of 
mortgage  credit  for  a  given  size  of  thrift  institutions.  Such  a  reduc- 
tion would  be  expected  to  raise  mortgage  rates.  However  most  pro- 
posals for  reform  also  incorporate  expanded  powers  to  attract  de- 
posits: the  elimination  of  Regulation  Q  ceilings  and  the  ability  to 
offer  some  form  of  checking  accounts.  Further,  it  has  been  argued  that 
some  expanded  asset  powers,  specifically  the  ability  to  make  consumer 
loans,  may  interact  with  expanded  liability  powers,  the  ability  to  offer 
checking  accounts,  and  produce  even  larger  increases  in  the  size  of 
thrift  institutions.  To  the  extent  that  the  increase  in  the  size  of  thrift 
institutions  means  additional  mortgage  lending  one  would  expect  b 
reduction  in  mortgage  rates.  Which  set  of  forces  will  be  dominant  \ 
How  will  things  come  out  in  the  wash?  We  simply  do  not  know  Uw 
sure.  So  many  of  the  crucial  magnitudes  for  determining  the  overall 
n  ponse  depend  upon  the  behavior  of  individuals  and  institutions  in 
:i  rather  different  environment.  There  are  Bevera]  simulations  of  large 
econometric  models  that  suggest  thai  financial  reorganisation  will 
have  little  or  no  unpad  on  mortgage  rates.  These  simulations  even 
the  possibility  thai  mortgage  rates  may  decline.  However,  there 
-nme  technical  questions  and    fundamental   issues  that   SUgges*   «'i 

more  cautious  conclusion.  The  more  technical  questions  aboul   the 
Fair-Jaffee  and  Hendershoti  studies  are  discussed  in  the  attachment. 
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Botli  of  these  studies  use  econometric  models,  modifying  them  in  an 
attempt  to  reflect  financial  reorganization,  and  then  simulating  them 
over  a  period  of  history  to  see  what  would  have  happened  if  financial 
reorganization  had  occurred  earlier.  While  attempts  are  made  to  rec- 
ognize changes  in  behavior,  in  a  very  fundamental  sense  the  models 
still  project  past  modes  of  behavior  and  response  into  the  new  en- 
vironment of  financial  reorganization  and  the  past  may  simply  be  a 
poor  guide  to  future  behavior  in  a  new  environment. 

There  is  another  fundamental  notion  that  users  of  these  simulation 
results  should  be  aware  of.  The  original  econometric  estimation  pro- 
vides the  basic  structure  for  the  simulation  exercises.  The  numerical 
coefficient  that  make  up  this  structure  are  themselves  estimates,  sub- 
ject to  some  likely  margin  of  error.  The  corollary  to  the  margin  of 
error  in  the  underlying  coefficient  estimates  is  a  confidence  interval 
surrounding  any  prediction.  One  would  not  bet  all  his  money  that 
actual  outcomes  will  match  the  model's  prediction  exactly.  Xormal 
estimation  errors  and  the  stochastic  nature  of  econometric  models 
imply  that  we  cannot  know  the  future  exactly,  but  plus  or  minus  some 
error  term.  Thus  any  forecast  is  subject  to  a  margin  of  error,  the 
technical  term  is  confidence  interval.  However  simulation  results  are 
usually  reported  as  the  singled  value  outcomes  of  the  solution  of  the 
mathematical  equations  of  the  model.  The  plus  or  minus  extent  of  the 
confidence  interval  is  rarely  reported,  partly  because  it  would  be  ex- 
ceedingly complex  and  difficult  to  compute.  What  this  all  means  in 
practice  is  that  there  is  a  wide  range  of  possible  outcomes,  not  just 
the  one  reported  outcome,  that  would  be  consistent  with  the  under- 
lying model.  This  wide  range  of  outcomes  undoubtedly  contains  ad- 
verse as  well  as  favorable  impacts  on  mortgage  rates.  It  would  seem 
to  be  a  reasonable  step  for  public  policy  to  recognize  this  uncertainty 
about  the  impact  of  financial  reorganization  on  mortgage  rates  and 
to  consider  appropriate  policy  actions  should  the  impact  be  adverse. 

HOUSING  CYCLES 

Cycles  in  homebuilding  have  been  especially  prominent  in  the  last 
ten  years.  The  primary  cause  of  these  cycles  is  the  fluctuations  in 
interest  rates  that  have  occurred  over  the  past  ten  years.  Increases  in 
interest  rates,  particularly  mortgage  rates,  lead  to  movements  back 
along  the  demand  curve  for  housing.  This  movement  along  the  de- 
mand curve  for  housing  implies  an  even  sharper  reduction  in  home- 
building  activity.  This  conventional  story  of  static,  market  clearing 
responses  may  be  complicated  by  two  other  factors.  During  periods  of 
high  mortgage  rates  families  may  temporarily  postpone  the  purchase 
of  a  home  and/or  developers  may  temporarily  postpone  the  construc- 
tion of  new  projects  to  avoid  what  are  expected  to  be  temporarily  high 
mortgage  rates.  Further  the  impact  of  higher  mortgage  rates  may 
be  compounded  by  credit  rationing,  the  allocation  of  mortgage  credit 
on  non-price  terms.  Credit  rationing  implies  an  even  larger  drop  in 
housing  activity  than  would  be  implied  by  simply  looking  at  con- 
sumers' demands  at  quoted  mortgage  rates. 

The  cause  of  this  reduction  in  mortgage  lending  and  increase  in 
mortgage  rates,  in  fact  the  way  increases  in  interest  rates  in  general 
get  transferred  to  increases  in  mortgage  rates,  is  from  portfolio  reallo- 
cations induced  by  high  market  interest  rates.  Households  reallocate 


44 

some  of  their  savings  away  from  depository  institutions,  especially 
thrift  institutions,  and  toward  the  direct  purchase  of  market  securi- 
ties. These  institutions  in  turn  have  less  money  to  lend.  Similarly, 
financial  institutions  with  portfolio  flexibility  reduce  their  accumu- 
lation of  mortgages  in  favor  of  other,  high  yielding  securities. 

During  times  of  high  interest  rates  people  simply  demand  fewer 
new  homes.  Houses  are  very  long  lived  assets.  Economic  theory  sug- 
gests that  interest  rates  form  a  larger  part  of  the  cost  of  owning 
longer  lived  assets.  Thus  fluctuations  in  interest  rates  have  very  strong- 
impacts  on  the  costs  of  owning  a  home.  Economic  theory  also  suggests 
that  people  demand  less  of  a  commodity  as  its  price  increases  relative 
to  other  prices.  Housing  should  be  no  exception.  Finally,  for  espe- 
cially durable  commodities,  like  houses,  price  effects  that  might  lead 
to  a  small  reduction  in  demand  ,for  the  stock  of  the  good  can  have 
very  large  impacts  on  the  rate  of  accumulation  of  the  good  which 
is  itself  usually  only  a  small  proportion  of  the  total  stock.9 

The  argument  discussed  above  and  the  estimate  in  the  footnote  as- 
sume that  individuals  respond  to  new  interest  rates  as  if  they  expect 
them  to  remain  unchanged.  If  individuals  form  expectations  of  inter- 
est rates,  the  outcome  is  a  bit  more  complicated.  If,  during  periods  of 
high  interest  rates,  people  expect  that  interest  rates  will  return  to 
lower,  more  normal  levels,  one  would  not  expect  as  large  a  decline  in 
the  basic  demand  for  housing  but  there  may  be  as  large  an  effect  on  new 
construction  as  individuals  simply  postpone  purchases  that  would  lock 
them  into  expensive  long  term  financing  arrangements.  By  waiting 
three  or  six  months  they  expect  to  be  able  to  arrange  much  more  favor- 
able terms. 

These  effects  of  interest  rates  on  individuals'  demands  for  houses  are 
not  related  to  the  institutional  structure  that  provides  mortgage  fi- 
nancing. These  responses  are  the  normal  responses  an  economist  ex- 
pects when  considering  very  long  lived  assets.  Changes  in  the  financial 
structure  could  not  be  expected  to  have  much  of  an  impact  on  the 
interest  sensitivity  of  the  demand  for  housing  and  new  homes.  Thus 
cycles  in  home-building  are  likely  to  continue  to  exist  with  or  without 
financial  reorganization. 

While  one  should  expect  that  cycles  in  homebuilding  will  continue, 
with  or  without  financial  reorganization,  it  is  not  clear  whether  these 
cycles  will  be  more  or  less  pronounced  than  before.  Housing  cycles 
could  be  more  or  less  pronounced  because  of  subsequent  events  entirely 
unrelated  to  financial  reorganization.  For  example,  if  inflation  were 
reduced  to  rates  of  2  to  '<)  percent  per  year,  I  would  expect  much  smaller 


»  This  discussion  can  he  given  a  more  rigorous  formulation.  Imagine  a  slock  demand,  n*.  and  a  stock  ad- 
i1  process  where  RC    y(H*— B  O+aH-t.  RCiscurrenl  new  construction;  I!  i  Is  the  stock  al  tbeend 

of  the  previous  period;  *  is  the  rate  of  depreciation:  and  >  is  1  he  coefficient  of  adjust  incut .  B*  is  a  function , 

among  other  things  of  the  user  cost  of  units  of  II.  The  response  of  new  construction  to  a  change  in  interest 

IR(    dR    ~,dir/i]R.  Expressed  as  elasticities  «rc,R"Y«hV'c  fro.p  H*/R(3,  where  Mir.it  is 

the  .li  licit  v  of  construction  with  respect  to  a  change  in  Interest  rates;  *n*,i  c  is  the  elasticity  of  the  stock 

:     i  to  a  change  In  the  user  cost;  and  «cc,r  Is  the  elasticity  of  the  user  cost  with  respect  to 
a  chance  in  Interest  rates.  <m*,ic  tns  been  estimated  by  numerous  lnvestigators-to  be  about  —1.0  ■ 
approaches  in  as  the  life  of  the  asset  approaches  ■  and  could  lie  approximated  for  a  finite  lifetime,  on  the 
•  f  one  hoss  hay  depreciation,  by  the  response  of  the  payment  on  a  fullv  amortised  loan  to  a 

Change  in  the  interest,  rate.  For  a  lifetime  of  50  years  this  is  alioul  .."•  at  real  interest  rates  of  I  percent.  Muth 

i  be  about  2,  New  const  met  ion  has  \ n  aboul  i  percent  of  the  stock,  oi  (H/RC)    26.  Putting 

all  these  pieces  together  suggests  thai  tnc,n  could  be  as  high  as  -8.75    (.8)(— 1?(.5)'(25).  Thus  a  very  small 

in  real  interest  rales  can  have  dramatic  impacts  on  homebuilding.  Iniacme  an  increase  in  interest. 
OmStOfi  percent.  Assume  half  of  this  increase  is  an  increase  in  real  interest  rates  from  4  to  4.5  percent. 

t    a  of  the  above  <  timatea  Implies  a  reduction  in  residential  construction  oi  17%. 
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fluctuations  in  interest  rates  and  much  smaller  cycles  in  homebuildings, 
independent  of  any  changes  in  financial  organization.  The  important 
question  is  what  effect  will  financial  reorganization  by  itself  have  on 
housing  cycles?  It  is  impossible  to  give  a  definitive  answer  to  this 
question.  However,  it  is  possible  to  discuss  the  important  factors  that 
will  determine  the  outcome.  I  would  identify  two  factors  as  being  of 
crucial  importance:  the  response  of  mortgage  lending  to  a  change  in 
interest  rates  and  effects  on  credit  rationing. 

Under  current  institutional  arrangements  a  rise  in  general  market 
interest  rates  has  two  major  effects  on  the  supply  of  mortgage  credit. 
One  effect  works  through  the  reduction  in  savings  inflows  at  deposi- 
tory institutions,  primarily  thrift  institutions.  Thrift  institutions, 
especially  savings  and  loan  associations,  virtually  turn  deposits  into 
mortgages.  When  their  deposit  inflows  drop  off,  so  does  their  mort- 
gage lending.  The  other  major  effect  on  the  supply  of  the  mortgage 
credit  works  through  portfolio  adjustments  by  institutions  with  port- 
folio flexibility.  When  market  interest  rates  rise  relative  to  mortgage 
rates,  those  institutions  with  wider  investment  powers  slow  down 
their  accumulation  of  mortgages  in  favor  of  other,  higher  yielding 
securities. 

Financial  reorganization  has  implications  for  both  of  these  factors. 
By  removing  deposit  rate  controls  and  broadening  the  liability  base  of 
thrift  institutions  it  is  hoped  that  the  swings  in  deposit  inflows,  in 
response  to  a  rise  in  market  interest  rates,  will  be  moderated.  Without 
deposit  rate  ceilings  and  with  wider  investment  powers  it  is  expected 
that  thrift  institutions  will  respond  to  an  increase  in  market  interest 
rates  by  raising  their  deposit  rates  in  an  effort  to  maintain  deposit 
inflows  or,  at  least,  moderate  their  decline.  This  argument  suggests 
that  financial  reorganization  would  moderate  cycles  in  mortgage  lend- 
ing, and  hence  cycles  in  homebuilding,  by  maintaining  mortgage  lend- 
ing and  keeping  mortgage  rates  lower  than  they  otherwise  would  be. 

On  the  other  hand,  the  wider  investment  powers,  that  are  designed 
to  enable  thrift  institutions  to  pay  high  deposit  rates,  give  thrift  insti- 
tutions the  opportunity  to  engage  in  the  same  sorts  of  portfolio 
switches  that  other  financial  institutions  can  do  now.  This  asset  switch- 
ing ability  raises  the  possibility  that  cycles  in  mortgage  lending  could 
be  made  more  severe. 

Which  of  these  two  forces  will  be  the  dominant  influence  is  diffi- 
cult to  say  a  priori.  Simulation  experiments  might  shed  some  light  on 
the  question.  However,  neither  of  the  two  simulation  studies  reviewed 
above  address  themselves  directly  to  the  question  of  cycles.  Further, 
any  simulation  exercise  is  subject  to  serious  inherent  limitations.  All 
this  suggests  that  we  cannot  be  sure  what  effect  financial  reorganiza- 
tion will  have  on  cycles  in  homebuilding. 

The  second  important  factor  for  cycles  in  homebuilding  is  credit 
rationing.  The  effect  of  credit  rationing  is  to  moderate  the  movements 
in  quoted  mortgage  rates  for  the  given  swings  in  mortgage  lending. 
That  is,  credit  rationing  implies  that  mortgage  rates  do  not  rise  suf- 
ficiently to  equate  demand  to  a  reduced  supply.  Instead  some  bor- 
rowers are  rationed  out  of  the  market  on  non-price  grounds,  perhaps 
bj^  a  change  in  non-rate  terms,  perhaps  by  simply  a  polite,  but  firm, 
refusal. 
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If  financial  reorganization  were  able  to  eliminate  credit  rationing 
as  an  important  influence,  I  would  expect  two  things,  quoted  mort- 
gage rates  and  the  volume  of  mortgage  lending  would  be  higher  at 
the  trough  of  lending  cycles.  What  implications  would  these  two  de- 
velopments have  for  cycles  in  homebuilding  ?  Higher  mortgage  rates 
would  normally  mean  less  homebuilding,  while  more  mortgage  lend- 
ing would  mean  more  homebuilding.  Again,  which  effect  would  be 
dominant?  One  could  argue  that  currently,  with  credit  ratiomng  as 
an  important  phenomena,  quoted  mortgage  rates  actually  understate 
effective  mortgage  rates.  A  natural  way  to  estimate  the  effective  mort- 
gage rate  would  be  to  use  the  rate  that  would  equate  demand  to  supply, 
a  rate  that  would  be  above  quoted  rates.  See  Jaffee,  1925,  for  an  ex- 
ample of  this  procedure.  Viewed  in  this  way,  the  increase  in  quoted 
mortgage  rates  resulting  from  the  elimination  of  credit  rationing 
would  actually  be  a  decline  in  effective  rates.  Thus  one  would  expect 
that  the  elimination  of  credit  rationing  would  moderate  cycles  in 
homebuilding. 

What  implications  does  financial  reorganization  have  for  the  exist- 
ence of  credit  rationing?  The  answer  to  this  question  is  not  at  all  clear. 
To  the  extent  that  credit  rationing  is  in  part  the  result  of  specialized 
mortgage  lending  institutions  whose  investment  options  have  been 
effectively  isolated  from  general  capital  markets,  then  financial  re- 
organization, by  helping  to  break  down  that  isolation,  may  help  to 
make  mortgage  lending  more  responsive  to  movements  in  general  capi- 
tal markets  and  thus  reduce  factors  which  have  made  for  credit  ration- 
ing. On  this  view,  financial  reorganization  would  work  to  reduce  the 
importance  of  credit  rationing  which  in  turn  could  work  to  moderate 
cycles  in  homebuilding. 

INFLATION   AND   HOUSING  MARKETS 

Inflation  has  pervasive  influences  in  many  sectors  of  the  economy. 
Housing  is  no  exception.  The  inflation  in  housing  costs  is  of  special 
concern  because  of  the  importance  of  housing  as  a  basic  necessity. 
Financial  reorganization  will  have  no  direct  impact  on  the  inflation 
in  housing  costs.  Further  financial  reorganization  should  not  be  ex- 
pected to  solve  problems  caused  by  inflal  ion  in  housing  costs.  The  nexl 
few  paragraphs  briefly  discuss  the  recent  inflation  in  housing  costs  and 
some  of  its  implical  ions. 

Housing  costs  have  increased  along  with  most  prices  and  nominal 
incomes.  A  detailed  discussion  of  these  increases  can  be  found  in 
Appendix  II,  Housing  Prices  and  Income.  Generally  speaking,  house 
prices  increased  at  about  the  same  rate  a8  prices  in  general,  and  less 
than  income,  from  1965  to  L970.  When  one  considers  land  prices,  as 
well  as  structure  prices,  house  prices  may  have  increased  slightly 

r  than  prices  in  general.  From  1970  to  1974,  however,  house 
prices— both  structure  and  land  -increased  substantially  more  than 
prices  in  general.  Their  increases  exceeded  the  increases  in  several 

popular  measures  of  income. 

Artiml  selling  prices,  which  are  a  combination  of  the  pure  inflation 

in  prices  and  changes  in  the  characterist  ICSof  houses  and  lots,  increased 

faster  than  prices  in  genera]  from  L965  to  L970  and  less  than  prices  in 
g  iMial  from  15)70  to  1974.  Mortgage  payments,  which  reflect  move- 
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ments  in  selling  prices  and  mortgage  terms,  showed  substantial  in- 
creases in  both  periods  as  the  effect  of  increases  in  sales  prices  was 
compounded  by  the  increase  in  mortgage  interest  rates. 

What  has  the  increase  in  house  prices  done  to  the  ability  of  most 
Americans  to  buy  a  house?  This  question  is  exceedingly  difficult  to 
answer,  primarily  because  there  is  little  agreement  as  to  what  sort  of  a 
house  people  should  be  able  to  afford.  The  tax  advantages  of  owning 
a  home  depend  on  individual  circumstances  and  the  effect  of  capital 
gains  is  difficult  to  handle.  When  realized,  capital  gains  work  to  reduce 
a  family ?s  real  housing  costs,  but  when  buying  a  particular  house, 
future  capital  gains  have  a  large  uncertain  element.  Some  of  the  prob- 
lems in  doing  such  a  calculation  are  discussed  in  Appendix  III,  Who 
Can  Afford  a  New  House  ?  This  discussion  also  presents  some  rule-of- 
thumb  calculations  using  data  for  new  homes  financed  under  FHA 
section  203.  These  calculations  ignore  tax  and  capital  gains  questions. 
This  exercise  suggests  that  there  has  been  little  change  over  the  last 
twenty-five  years  in  the  proportion  of  the  population  that  can  afford  a 
new  FHA  home.  Data  for  1974  show  a  drop  in  the  proportion  of  the 
population  that,  using  twenty-five  percent  of  its  income  for  housing, 
could  afford  a  new  section  203  home.  However  data  for  this  one  year 
may  reflect  the  temporary  influence  of  the  beginning  of  the  current 
recession  with  its  associated  drop  in  income.  At  the  present  time  it  is 
impossible  to  tell  whether  there  has  been  a  fundamental  change  in  the 
ability  of  Americans  to  buy  their  own  home  or  whether  we  are  ob- 
serving the  very  real,  but  temporary,  effects  of  the  recession. 

The  calculations  in  the  Appendix  suggest  little  change  over  the  last 
20  years  in  the  proportion  of  families  that  can  afford  new  FHA  houses. 
The  other  side  of  that  coin  is  that  there  has  been  little,  if  any,  decline 
in  the  still  substantial  proportion  of  the  population  that  has  trouble 
finding  decent  housing  for  a  reasonable  percentage  of  its  income.  With- 
out meaning  to  deny  the  importance  of  this  need,  one  should  not  ex- 
jDect  financial  reorganization,  per  se,  to  solve  the  problem. 

Inflation  in  both  housing  and  other  prices,  through  its  effects  on  in- 
terest rates,  has  had  other  important  impacts  on  housing  markets. 
To  the  extent  that  variable  inflation  has  been  responsible  for  the  large 
variability  in  interest  rates,  inflation  shares  a  large  part  of  the  respon- 
sibility for  the  recent  boom-bust  cycles  in  housing  and  the  associated 
problems  of  thrift  institutions.  This  impact  of  inflation  on  the  term 
structure  differential  and  the  associated  impacts  for  thrift  institutions 
and  housing  markets  has  been  a  major  theme  of  the  whole  paper. 

In  addition,  inflation,  through  its  effects  on  interest  vates,  has 
strong  impacts  on  the  timing  of  real  and  nominal  outlays  when  buying 
a  house.  Briefly,  to  the  extent  that  interest  rates  reflect  the  expectation 
of  inflation  before  it  occurs,  families  face  increased  mortgage  costs 
now,  before  their  income  rises  along  with  general  inflation.  These 
families  will  face  smaller  real  mortgage  costs  in  the  future  as  their 
mortgage  payments  will  remain  unchanged  while  their  nominal  in- 
come rises  along  with  prices  in  general^  A  full  discussion  of  these 
effects  is  beyond  the  scope  of  this  paper.  The  interested  reader  is  re- 
ferred to  the  series  of  papers  written  under  the  HUD-MIT  contract 
on  alternative  mortgages  (see  New  Mortgage  Designs  for  Stable  Hous- 
ing in  an  Inflationary  Environment)  and  "Inflation  Induced  Distor- 
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tions  of  the  Real  Economy :  An  Econometric  and  Simulation  Study  of 
Housing  and  Mortgage  Innovation,"  an  unpublished  Ph.  D.  thesis  by 
James  KearL 

Policy  Alternatives 

Assuming  that  some  form  of  financial  reorganization  is  enacted 
and  given  a  concern  about  the  effects  of  reorganization  per  se  on 
housing  and  mortgage  markets,  what  sorts  of  responses  might  be 
considered?  I  will  discuss  six  proposals.  I  cannot  offer  a  systematic 
justification  of  why  only  six  or  why  these  six  except  the  pressures  of 
time  and  the  results  of  circumstances.  All  six  proposals  are  really  aimed 
at  the  mortage  market  and  would  be  expected  to  have  impacts  in  hous- 
ing markets  as  they  raised  or  lowered  mortgage  rates  on  average  and 
as  they  affected  cyclical  swings  in  mortgage  lending. 

1.    DO    NOTHING 

One  course  of  action  would  be  to  do  nothing  as  regards  special 
arrangements  for  housing  and  mortgage  markets  in  general.  What  is 
being  suggested  here  is  to  do  nothing  as  regards  the  general  impacts 
of  financial  reorganization  on  housing  and  mortgage  markets.  One 
might  still  want  to  consider  housing  subsidy  programs  of  one  sort 
or  another  to  aid  specific  groups  of  people  with  specific  housing  prob- 
lems, but  on  this  view  one  would  do  nothing  as  regards  general  inter- 
vention in  mortgage  markets.10 

There  are  probably  a  fair  number  of  academic  economists  who  would 
agree  with  this  policy  position.  They  might  well  argue  thai  Hie  present 
predicament  of  thrift  institutions  is  due  in  some,  or  perhaps  large, 
degree  to  past  government  regulation.  In  particular  tax  inducements 
and  regulatory  constraints  created  the  set  of  institutions  that  borrow 
short  and  lend  long.  When  these  institutions  got  in  trouble  it  was  fur- 
ther government  regulation — deposit  rate  control — that  perpetuated 
the  old  ways  of  doing  business  and  perhaps  added  to  the  magnitude  of 
recent  cycles  in  homebuilding  when  savers  began  investing  in  direct 
market  securities.11  To  simply  eliminate  deposit  rate  controls  and  ex- 
pose these  institutions  to  the  forces  of  competition  for  deposits  would 
be  ill  advised  if  these  institutions  were  still  forced  to  invest  virtually 
all  their  assets  in  mortgages.  However,  if  they  are  also  given  expanded 
investment  powers  thou  one  might  wonder  what  else  needs  to  be  done.12 
If.  as  has  been  suggested,  the  future  continues  to  see  periods  of  dra- 
matic, reversals  in  the  term  structure  of  interest  rates,  well,  the  past  has 
warned  everybody  that  such  things  can  happen  and  financial  reorga- 
nization has  given  these  institutions  the  opportunity  to  diversify  their 
portfolios  in  order  to  cope  with  such  periods. 


10  Tn  fact  none  of  Oio  Mhor  proposals  discussed  below  are  meant  to  bo  viewed  as  lionsincr 
subsfriv  nniTMiK,  All  offer  eeneral  sunporl  for  the  mortgage  market  and  nro  ooosistrni  with 
or  without  additional  subsidies  filmed  al  duds.  However,  some  of  the  programs 

COnld  easily  l»o  mortified  to  offer  differential  benefits  to  lower  inrnmo  croups. 

ii  t„  BlmnlnHons  nio,  nnd  wlthonl  dennsil  pate  r»111n<m.  Rear!  finds  Hint  tho  imposition 
of  ceilings  makes  for  higher  peaks  and  lower  troughs.  He  concludes.  ".  .  .  it  would  appear 
thai  evcllcsiiv.  t lie  ceilings  were  actually  Bllghtly  destabilizing  in  t ho  efforts  on  bousing." 

of  this  free,  unresisted  markel  position  would,  presumably,  also  argue  not 
Just  for  wider  Investment  nowers  but.  more  fundamentally,  no  restrictions  on  any  Invest- 
■  n tions.  There  may  he  s  transition  problem  as  the  rules  of  tbe  mime  ^ro  changed, 
sre  traditionally  vague  about  such  problems,  nreferrine  Instead  to  ralk  ahont 
equilibrium  with  rules    These  transition  nro  he  PTisttng  portfolio  of  low 

yielding  mortgages  mlehl  lustifv  si>rri<>  '.-ort  of  *on">or:>rv  subsidy,  esneclally  If  denosit 
rate  controls  were  eliminated  snddenlv.  The  higtiflesti  •<  for  n  snhsldy  becomes  less  if  the 
expiration  of  deposli  rate  controls  is  fixed  now  for  Bome  limr  in  tlic  future. 
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As  for  the  question  of  what  would  happen  to  mortgage  rates  in  such 
a  world,  proponents  of  this  view  might  well  respond,  "what  does  it 
matter  whether  mortgage  rates  go  up  or  down?*'  Higher  mortgage 
rates  would  eventually  mean  a  smaller  housing  stock  in  the  aggregate 
and  lower  mortgage  rates  would  eventually  mean  a  slightly  larger 
housing  stock,  but  who  is  to  say  that  the  housing  stock  or  the  mortgage 
rate  should  be  such  and  such  a  number. 

Housing  concerns  for  special  groups  are  apt  to  remain  whether 
we  have  financial  reorganization  or  not,  whether  the  mortgage  rate 
goes  up  or  down.  The  special  needs  of  these  people  should  be  met  by 
direct  subsidy  of  one  form  or  another.  It  would  be  a  great  mistake 
to  reject  financial  reorganization,  with  its  associated  benefits  for  wide 
groups  of  people,  because  of  uncertainty  about  its  possible  adverse 
impact  on  a  smaller  group  of  people.  One  should  not  expect  financial 
reorganization  with  its  associated  implications  for  the  efficiency  of 
financial  markets  to  solve  the  housing  problems  of  low  and  moderate 
income  families.  There  is  a  strong  presumption  that  their  needs  can 
be  more  efficiently  met  by  direct  subsidy. 

Whatever  the  mortgage  rate  ends  up  to  be  will  reflect  the  market's 
impersonal  determination  of  the  rate  necessary  to  balance  the  forces 
of  supply  and  demand.  One  would  not  expect  the  mortgage  rate  to 
get  far  out  of  line  from  other  interest  rates,  adjusted  for  the  differen- 
tial risks  and  costs  of  servicing  mortgages.  If  mortgage  rates  did  rise 
way  above  other  rates  adjusted  for  differential  costs,  then  profit 
opportunities  would  exist  for  some  institutions  to  make  mortgages. 
Believers  in  the  market  mechanism  would  expect  this  opportunity  to  be 
exploited. 

As  for  high  mortgage  rates  today,  who  is  to  say  mortgage  rates  of 
9  to  9.5  percent  are  high  when  inflation  is  occuring  at  rates  of  10  to  12 
percent  a  year  and  when  corporate  bond  rates  also  are  9  percent.  From 
1955  to  1964,  mortgage  rates  averaged  almost  150  basis  points  higher 
than  the  Aaa  corporate  bond  rate.  That  differential  has  now  dropped 
to  around  50  basis  points.  That  is,  the  increase  in  mortgage  rates  on 
both  a  percentage  and  absolute  basis  has  been  less  than  the  increase  in- 
corporate borrowing  rates.  In  other  words,  corporate  borrowers  have 
seen  a  larger  increase  in  their  costs  of  borrowing  than  households. 

Proponents  of  this  free  market  position  would  also  not  be  surprised 
to  see  cycles  in  homebuilding  in  the  future.  Such  cycles  are  inherent  in 
the  long  lived  nature  of  houses.  Whether  these  cycles  would  be  more  or 
less  pronounced  than  before  is  hard  to  say  and,  some  proponents  might 
argue,  beside  the  point. 

I  must  admit  that  there  are  some  strands  of  the  above  argument 
that  are  quite  appealing  to  me  as  an  economist.  However  implicit  in 
the  whole  argument  is  basic  faith  that  minimizing  government  regula- 
tion and  constraints  will  enable  the  free  p-ay  of  market  forces  to  allo- 
cate credit  to  housing  in  the  most  socially  desirable  way.  One  may 
simply  be  skeptical  of  that  argument.  Past  problems  with  the  mort- 
gage market  may  not  be  entirely  the  result  of  mismanagement  by  the 
government,  but  instead  may  be* almost  inherent  in  the  nature  of  mort- 
gage lending.  If  the  latter  is  the  case,  then  freer  markets  may  not 
necessarily  solve  all  the  problems  of  mortgage  markets  and  appropriate 
government  policy  actions  may  be  needed.  Alon^  these  lines  the  pro- 
posal for  expanded  operations  of  the  Federal  Home  Loan  Mortgage 
Corporation  may  deserve  special  attention. 
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2.    MORTGAGE   INCOME   TAX   CREDIT 

A  key  feature  of  the  Financial  Institutions  Act  is  the  mortgage 
income  tax  credit  (MITC).  This  provision  of  the  bill  would  give  a 
tax  credit  to  anyone  holding  qualifying  residential  mortgages.  The 
magnitude  of  the  tax  credit  is  related  to  interest  income  from  qualify- 
ing loans  and,  for  financial  institutions,  the  magnitude  of  qualifying 
loans  in  the  institution's  total  portfolio.  Early  versions  of  the  MITC 
worked  as  follows :  If  an  institution  has  10  percent  of  its  assets  in  quali- 
fying loans,  it  can  reduce  its  taxes  by  1.5  percent  of  its  mortgage 
interest  income.  The  magnitude  of  the  credit  increases  until,  when 
qualifying  loans  total  70  percent  or  more  of  assets,  the  reduction  in 
taxes  is  3.5  percent  of  mortgage  interest  income. 

Discussion  surrounding  the  MITC  suggests  that  the  tax  credit  is 
expected  to  help  achieve  three  objectives:  (1)  to  broaden  the  supply 
of  mortgage  credit  and  moderate  cyclical  fluctuations;  (2)  to  provide 
reduced  borrowing  costs  for  homeowners:  (3)  to  allow  uniform  taxa- 
tion of  different  financial  institutions.  The  tax  credit  works  to  raise 
the  after  tax  return  to  an  institution  making  mortgage  loans,  assuming 
it  meets  the  minimal  mortgage  holding  requirements  to  qualify.  Thus 
the  credit  is  expected  to  make  mortgages  more  attractive  and  to  induce 
more  mortgage  lending.  It  is  hoped  that  the  forces  of  competition 
will  work  to  pass  on  some  of  this  tax  subsidy  to  homeowners  in  the 
form  of  reduced  mortgage  rates.  Finally,  the  MITC  is  tied  up  with 
other  tax  changes  that  will  hopefully  work  to  make  taxation  of  finan- 
cial institutions  more  uniform.  Currently  there  are,  in  essence,  differ- 
ent tax  provisions  for  different  types  of  financial  institutions.  Adoption 
of  the  MITC  and  the  elimination  of  current  differing  tax  procedures 
would  allow  for  uniform  taxation.  While  few  would  argue  with  the 
desirability  of  the  objectives  mentioned  above,  there  are  serious  ques- 
tions about  the  ability  of  the  MITC  to  achieve  these  objectives,  espe- 
cially the  first  two,  and  about  the  associated  costs. 

BROADEN   SUPPLY  OF  MORTGAGE   CREDIT 

The  MITC  is  expected  to  make  mortgages  more  attractive  to  lenders 
by  raising  the  effective  after  tax  yields  on  these  loans.  It  is  expected 
that  this  increase  in  yield  will  affect  the  behavior  of  institutions  with 
tax  liabilities  and  portfolio  flexibility;  specifically  commercial  banks 
and  mutual  savings  banks. 

The  cyclical  imparls  of  t  he  MTTC  are  a  bit  unclear.  There  is  nothing 
counter  cyclical  in  the  MITC  that  could  work  to  offset  existing  cy- 
clical forces.  The  MITC  would  be  in  effect  at  all  times.  Only  by 
attracting  the  new  lenders  who  would  continue  to  make  mortgage 
loans  through  thick  and  thin  could  the  MITC  work  to  moderate 
cyclical  fluctuations  in  lending. 

COMMERCIAL  r.ANKS 

In  the  aggregate  commercial   hanks  currently  hold  just  less  than 

nine  percenl  of  their  assets  in  mortgages.  Ten  percent  holdings  arc 
the  minimum  requirement  to  he  eligible  for  the  tax  credit.  For  banks 
;'\<i  below  the  ten  percent  floor,  the  one  percent  additional  mortgage 
lending  makes  them  eligible  for  the  tax  credit  on  the  whole  of  their 
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mortgage  holdings.  Thus  these  institutions  have  a  powerful  incentive 
to  increase  their  mortgage  lending.  However,  for  banks  with  only  2 
or  3  percent  of  assets  in  mortgages  the  gains  are  much  smaller.  Table  3 
illustrates  this  point.13  For  a  bank  holding  9  percent  of  its  assets  in 
mortgages,  and  using  the  assumed  mortgage  rates,  the  effect  of  the 
tax  credit  is  to  transform  the  9  percent  before  tax  return  on  the 
additional  1  percent  of  new  mortgage  lending  to  a  11.2  percent  return. 
However  for  a  bank  holding  only  3  percent  of  its  assets  in  mortgages, 
the  increase  in  effective  yield  for  the  additional  7  percent  of  lending 
is  only  35  basis  points. 

Mortgage  holdings  of  commercial  banks  average  8.9  percent  of  as- 
sets. However  one  would  not  expect  mortgage  holdings  in  the  aggre- 
gate to  rise  to  ten  percent  of  total  assets  as  there  is  a  substantial  amount 
of  bank  assets  in  banks  with  very  low  mortgage  holdings.  As  shown 
in  Table  3,  the  MITC  offers  very  little  incentive  to  these  banks  to 
increase  mortgage  lending.  In  particular,  large  banks  in  New  York 
City  and  Chicago  hold  over  19  percent  of  total  commercial  bank 
assets,  but  only  3.1  percent  of  their  assets  are  in  mortgages.  Also 
there  are  a  substantial  number  of  banks  that  one  would  presume 
currently  hold  more  than  ten  percent  of  their  assets  in  mortgages.  In 
particular,  non-large  member  banks  and  nonmember  banks,  which 
account  for  51  percent  of  total  commercial  bank  assets,  currently 
hold  11  percent  of  their  assets  in  mortgages.  As  a  class  these  banks 
would  have  a  much  smaller  incentive  to  increase  their  mortgage  lend- 
ing. Thus,  some  banks,  but  certainly  not  all,  would  have  a  strong 
incentive  to  increase  their  mortgage  holdings  to  the  ten  percent  of 
assets  level. 

Once  a  commercial  bank  reaches  the  10  percent  of  assets  level  there 
is  a  small  incentive  to  continue  to  expand  mortgage  holdings.  Addi- 
tional mortgage  lending  beyond  the  10  percent  floor  does  earn  the  mort- 
gage credit  and,  further,  each  additional  one  percent  of  mortgage 
holdings  enables  an  institution  to  earn  a  slightly  higher  credit  on 
all  its  mortgage  holdings,  not  just  the  new  loans.  The  magnitude  of 
this  effect  is  relatively  small,  ranging  from  31  to  42  basis  points  as 
the  proportion  of  mortgages  in  total  assets  rises  from  10  to  20  percent. 

Much  o,f  the  tax  credit  would  be  paid  for  mortgage  loans  currently 
on  the  books.  One  wonders  exactly  how  much  additional  mortgage 
lending  would  be  stimulated  by  the  increase  in  yield  ?  A  casual 
survey  of  existing  econometric  investigations  of  commercial  bank 
portfolio  behavior  raises  serious  questions  as  to  how  much.  Most  of 
these  investigations  have  used  time  series  data  on  commercial  bank 
portfolio  behavior.  It  is  not  uncommon  to  find  only  a  limited  response 
of  commercial  bank  mortgage  holdings  to  changes  in  the  mortgage 
rate.  For  example,  see  Bosworth-Duesenberry.  In  fact,  some  investi- 
gators have  been  unable  to  find  any  significant  response  of  commercial 
banks'  mortgage  holdings  to  mortgage  yields.  See  Hendershott  and 
Valliani,  Silber,  and  Swan.  All  this  suggests  that  there  may  be  only 
a  minimal  response  bv  commercial  banks  to  the  increase  in  effective 
mortgage  rates  implied  by  the  MITC. 

"It  should  be  noted  that  the  response  to  the  interest  differential  resulting  from  the 
MITC  tends  to  eliminate  the  differential.  Increased  mortgage  lending  would  be  expected 
to  reduce  the  mortgage  rate.  Switches  out  of  other  assets  would  be  expected  to  raise  those 
interest  rates. 
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TABLE  3.— EFFECT  OF  MORTGAGE  INTEREST  TAX  CREDIT 

[Assumptions:  Rate  on  new  mortgages  =  9  percent.  Average  rate  on  existing  mortgages  = 
rate  =  .48.  Mortgage  interest  tax  credit  =  1.5  percent] 
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d  sum  of  3  previous  columns. 

*  (Total  after  tax  return)  -r-  (1  -  Tax  rate). 
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before  tax 
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9 

6 

1 
4 
7 

9 
9 
9 

4.68 
4.68 
4.68 

0.135 
.135 
.135 

1.013 

.169 
.048 

5.828 
4.934 
4.863 

11.207 
9.535 

3 

9.352 

THRIFT  INSTITUTIONS 

The  effect  of  the  MITC  on  the  behavior  of  thrift  institutions  is  not 
at  all  obvious.  Savings  and  loan  associations  are  currently  holding 
about  as  many  mortgages  as  they  can.  Few  people  would  expect  them 
to  hold  more.  Further,  holding  additional  mortgages,  by  increasing 
their  dependence  on  mortgages,  would  only  intensify  their  problems 
as  regards  changes  in  the  term  structure  of  interest  rates.  The  thrust 
of  other  proposals  for  financial  reorganization  is  to  lessen  the  de- 
pendence of  thrifts  on  mortgage  lending.  Mutual  savings  banks  hold 
slightly  less  than  TO  percent  of  their  assets  in  mortgages.  Based  on 
the  assumptions  underlying  Table  2,  the  MITC  would  have  the  effect 
of  raising  the  effective  before  tax  yield  on  mortgages  from  9  percent 
to  about  9.9  percent  for  an  average  mutual  savings  bank.  However, 
for  both  savings  and  loan  associations  and  mutual  savings  banks  it 
would  be  possible  and  profitable  to  reduce  their  federal  income  tax 
liability  by  reducing  their  mortgage  holdings  slightly  and  holding  a 
limited  amount  of  tax  free  municipal  securities  instead. 

Consider  a  thrift  institution  of  a  given  size.  Consider  whether  it 
should  make  an  additional  mortgage  loan  or  buy  a  tax  free  municipal 
security.  Under  the  MITC  a  mutual  savings  bank  would  have  an  artei 
tax  return  of  about  5.1  i-  percent  from  making  an  additional  mortgage4 
loan.  A  savings  and  loan  association  would  have  an  after  tax  return 
of  about  5.0  percent."  Kit  her  thri  ft  institution  could,  at  current  yields, 
earn  a  before  and  after  tax  return  of  over  7  percent  by  buying  tax  free 
municipal  securities.15 

Not  only  are  tax  free  securities  a  good  investment  but  they  work- 
to  reduce  tax  liabilities.  In  fact  it  is  possible  for  a  thrift  institution 
to  increase  iis  after  tax  income  and  avoid  all  income  taxes  by  holding 
an  appropriate  amount  of  tax  five  municipals.  Table  4  illustrates  this 
point  for  savings  and  loan  associations.  For  an  institution  of  a  given 
size  and  a  given  deposit  rate,  deposit  costs  are  fixed  and  unaffected 
by  iis  portfolio  decisions.  A  small  switch  between  mortgages  and 


14  The  diiTcronro  in  yields  reflects  the  fact  that,  on  average,  mutual  savings  banks  are 
below  the  To  percent  MITC  limit.  Thus  further  mortgage  Investments  not  onlj  earn  a  tax 

credit,  b  i\  If  fai i  aough,  •  of  the  credit  on  all  existing  mortgage  hold- 

lntr<.  The  comparison  of  after  tax  yields  abstracts  from  associated  servicing  costs,  [ncludlng 
such  costs  would  lower  the  net  after  tax  return  of  mortgages. 

portfolio  of  municipal  securities  has  Bome  servicing  coats,  but  they  arc  surely  lower 
than  thosi  portfolio. 
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municipals  has  a  magnified  effect  on  taxable  income — reducing 
tax  liabilities  substantially — but  a  much  smaller  effect  on  the 
MITC.  The  large  reduction  in  tax  liabilities  is  balanced  off  against 
the  small  loss  in  the  tax  credit  until  tax  liabilities  in  fact  disappear.  At 
the  same  time  the  tax  free  return  of  municipal  securities  helps  to  raise 
after  tax  income.  In  the  example  shown  in  Table  4,  based  on  1973 
data,  savings  and  loan  associations  would  be  able  to  raise  their  after 
tax  income  and  eliminate  their  tax  liabilities  by  switching  22.7  billion 
dollars  worth  of  mortgages  into  tax  free  municipals.  This  asset  switch 
reduces  their  mortgage  holdings  from  85  to  77  percent  of  total  assets, 
a  ratio  that  still  qualifies  them  for  the  maximum  tax  credit. 

The  advantage  of  this  particular  asset  swap  depends  on  relative 
interest  rates.  Currently  these  sorts  of  asset  swaps  are  especially 
attractive.  Yield  spreads  may  in  the  future  move  in  a  way  that  miti- 
gates the  profitability  of  such  swaps.  However,  ignoring  servicing 
costs  on  both  assets,  municipals  have  had  a  higher  after  tax  return 
than  mortgages  would  have  under  a  MITC  plan  for  almost  the  past 
twenty  years.  Including  servicing  costs  would  surely  work  to  make 
municipals  even  more  attractive  as  their  servicing  costs  are  quite  likely 
smaller  than  those  for  mortgages. 

TABLE  4.— ILLUSTRATION  OF  POSSIBLE  TAX  AVOIDANCE  BY  SAVINGS  AND  LOAN  ASSOCIATION 
[Assumptions:  New  mortgage  rate,  net  yield:  7.5  percent.*  Tax  free  municipal  rate,  net  yield:  7  percent] 

Reduce  mortgage 

Simulated  1973  holdings  by 

with  MITC  $22.7  bil 

1  Total  assets.. $254.4(bi!)  264.4 

2  Mortgages 225.7  [—22.71                         203 

3  Ratio .85  .77 

4  Taxable  income 2.655  [-.075(22.7)]                        .953 

5  Mortgage  interest  inccme_. 15.180  [-.09(22.7)]                    13.137 

6  Taxes  based  on  taxable  income 1.274  .457 

7  MITC .531  .460 

8  Taxes  owed .743  0 

9  Tax  free  income 0.0  [+(22.7)(.07)]                        1.59 

10  After  tax  income 1.912  2.543 

*  gross  mortgage  yield,  9  percent,  minus  servicing  costs,  1.5  percent. 

Simulated  1973  lines  1-5:  Actual  data,  FHLBB;  line  6:  (.48)(line  4);  line  7:  (.035)(line  5);  line  8:  line  6-line  7; 

line  10:  line  4— line  8  +  line  9. 
Reduced  mortgage  holdings  lines  2,  4,  5,  9  reflect  arithmetic  shown;  lines  6,  7,  8,  10  as  above. 

It  is  possible  to  reduce  tax  liabilities  by  switching  municipals  for 
assets  other  than  mortgages.  The  profitability  of  different  potential 
switches  would  depend  on  the  particular  structure  of  all  interest  rates 
and  the  magnitude  of  holdings  of  assets  other  than  mortgages.  Mutual 
savings  banks  do  hold  substantial  assets  in  forms  other  than  mort- 
gages. Savings  and  loan  associations,  however,  simply  do  not  hold 
many  other  assets  that  they  could  switch  for  tax  free  securities. 

To  summarize,  the  impact  of  MITC  on  thrift  institutions'  holdings 
of  mortgages  is  ambiguous.  The  MITC  raises  the  before  and  after  tax 
return  on  mortgages,  and  for  that  reason  may  make  mortgages  more 
attractive  to  mutual  savings  banks.  However  the  associated  changes 
in  taxation  also  make  it  possible  for  both  mutual  savings  banks  and 
savings  and  loan  associations  to  raise  their  after  tax  income  and 
reduce  their  tax  liability  by  holding  tax  free  municipal  securities. 
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The  exact  magnitude  of  the  asset  switching  effect,  and  in  particular 
its  impact  on  mortgage  holdings,  is  difficult  to  predict,  but  it  has  the 
potential  for  reducing  mortgage  holdings  by  thrift  institutions,  es- 
pecially savings  and  loan  associations.10 

OTHER   INSTITUTIONS 

The  MITC  is  apt  to  have  only  minimal  impacts  on  life  insurance 
companies  and  pension  funds.  These  institutions  pay  little  or  no  income 
taxes  and  thus  the  tax  credit  has  little  value  to  them. 

REDUCTION    IN    MORTGAGE    RATES 

How  much,  if  any,  of  the  mortgage  tax  credit  will  f>:vt  passed  on  to 
homeowners  in  the  form  of  lower  mortgage  rates  ?  This  is  a  complicated 
question  with  several  different  aspects.  While  all  qualifying  mort- 
gage debt  would  be  required  to  have  residential  property  as  collateral, 
not  all  this  debt  need  be  incurred  in  order  to  buy  a  home.  To  the  extent 
that  the  tax  credit  makes  mortgage  loans  more  attractive  to  financial 
institutions  there  will  be  an  incentive  to  change  the  form  of  other 
borrowing  to  that  of  qualifying  mortgages.  Thus,  effects  of  the  tax 
credit  may  diffuse  as  a  subsidy  to  general  lending.  The  precise  magni- 
tude of  this  effect  is  impossible  to  know.  Some  abuses  are  sure  to 
occur,  their  magnitude  is,  however,  uncertain. 

The  decline,  if  any,  in  mortgage  rates  following  the  enactment  of 
the  MITC  would  depend  upon  the  slopes  of  the  demand  and  supply 
curves  for  mortgages  as  well  as  the  shift  in  the  supply  curve  induced 
by  the  MITC.  The  exact  nature  of  the  shift  in  the  supply  curve  is  com- 
plicated by  the  existence  of  deposit  ceilings,  the  differential  impact  of 
the  MITC  on  different  institutions  due  to  differing  portfolio  percent- 
ages and  the  tax  considerations  discussed  above.  See  Kane  (1D74)  for  a 
more  extensive  discussion  of  some  of  these  points.  Several  of  Kane's 
conclusions  should  be  noted.  In  the  absence  of  deposit  rate  ceilings, 
Kane  concludes  that  ".  .  .  specialized  mortgage  lenders  eligible  for 
the  minimum  tax-credit  percentage  .  .  .  would  be  able  to  drive  insti- 
tutions eligible  for  lower  tax  credit  percentages  completely  out  of  the 
market  for  residential  mortgages."  (p.  8)  In  this  case  "every  dollar 
of  tax  revenue  surrendered  by  the  Treasury  on  new  loans  would  be 
passed  through  to  borrowers  .  .  .  However,  competitive  deposit  and 
mortgage  markets  frustrate  a  second  objective  of  the  legislation  by 
perversely  reenforcing  incentives  for  maintaining  the  existing  pattern 
of  institutional  specialization  in  mortgage  loans."  (p.  10) 

In  the  case  of  noncompetitive  markets,  as  for  example  with  deposit 
rate  ceilings,  a  different  result  emerges.  The  magnitude  of  the  decline 
in  the  mortgage  rate  is  strongly  influenced  by  the  size  of  the  tax  credit 
available  to  the  marginal  lenders,  who  are  apt  to  be  commercial  banks. 
Further  the  differential  between  the  low  and  high  tax  credit  lenders 
would  accrue  to  the  lenders,  not  the  borrowers.  Thus  Kane  concludes, 
"The  lower  the  tax-credit  percentage  enjoyed  by  the  marginal  lender, 
the  higher  would  be  the  mortgage  rate  paid  by  the  borrower  and  the 

'« The  above  analysis  is   clearly  a  partial  analysis  and   Is  only  meant  to  be  BUgfMtlv*. 

The  complete  genertJ  equilibrium  reeponeei  an-  difficult  to  compute,  in  particular,  it"  these 

wnps  took   place  one  would  expect   that  mortjia^e  rates  would  rise  and  the  rate  on 

municipals   tall.    If   tbese  swaps   increased  after   tax   profits  and   if  deposit  rates  were  not 

controlled,  then  there  would  be  competitive  pressures  to  raise  deposit  rutes. 
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greater  proportion  of  Treasury  revenue  losses  on  new  loans  that  would 
flow  as  a  windfall  to  higher  tax  credit  lenders  in  the  financial 
industry." 

Kane  also  argues  that  the  tax  loss  to  the  Treasury  is  apt  to  be  quite 
substantial,  significantly  exceeding  figures  prepared  by  the  Treasury. 
Kane's  figures  do  not  include  the  possibility  of  avoiding  a  substantial 
part  or  all  of  any  remaining  tax  liability  by  holding  taxf  ree  municipal 
securities.  This  latter  possibility  suggests  that  the  tax  loss  could  be 
even  greater. 

In  conclusion,  the  precise  impact  of  the  MITC  on  the  mortage  rate  is 
difficult  to  determine.  There  seems  to  be  a  presumption  that  the  MITC 
will  reduce  the  mortgage  rate.  It  is  not  clear  how  large  any  reduction 
will  be.  It  might  be  quite  small.  To  the  extent  that  the  demand  for 
mortgages  by  household  remains  strong  and  lenders  with  low  tax  cred- 
its are  needed  to  provide  the  final  dollars  of  mortgage  credit,  there  will 
be  a  smaller  reduction  in  the  mortgage  rate  and  a  larger  element  of 
windfall  gain  to  high-tax-credit  thrift  institutions.  Finally  the  cost 
to  the  treasury  in  terms  of  lost  revenue  is  apt  to  be  quite  large  and 
in  excess  of  earlier  official  projections. 

3.    CREDIT  ALLOCATION" 

Proposals  for  credit  allocation  are  a  recurrent  theme.  Most  recently 
proponents  of  credit  allocation  have  proposed  schemes  as  a  way  of 
helping  low  and  moderate  income  housing,  state  and  local  governments 
and  small  businesses.  There  is  probably  a  general  agreement  among 
economists  that  a  program  of  credit  allocation  could  have  the  intended 
effects  of  increasing  lending  to  the  favored  sectors  and  decreasing  lend- 
ing to  other  sectors.  However  most  academic  economists  probably  show 
a  strong  dislike  for  credit  allocation  schemes,  if  not  an  open  hostility.17 
This  generally  negative  reaction  arises  because  of  serious  questions 
about  the  magnitude  of  the  effects  on  lending,  the  associated  costs  of 
an  effective  program  and  thus  the  desirability  of  any  program  of  credit 
allocation. 

Since  money  is  to  some  extent  fungible,  to  what  extent  would  favor- 
able loans  be  used  for  unfavored  purpose  ?  Sectors  of  the  economy  that 
were  denied  credit  would  have  an  incentive  to  develop  procedures  that 
circumvented  the  credit  allocation  restrictions.  The  question  is  to  what 
extent  would  these  procedures  be  able  to  offset  the  original  restrictions  ? 
Slightly  ?  Substantially  ?  Completely  ?  If  controls  were  imposed  on  only 
a  subset  of  lenders,  for  example,  commercial  banks,  the  resulting  mar- 
ket forces  would  provide  strong  incentive  for  other  financial  institu- 
tions to  fill  in  the  lending  gap  that  would  then  exist  and  thus  circum- 
vent the  original  controls.  How  strong  would  these  forces  be?  Pro- 
ponents of  credit  controls  tend  to  view  the  problems  of  possible 
circumvention  as  small  and  manageable.  Opponents,  on  the  other 
hand,  tend  to  view  these  problems  as  substantial. 

All  of  these  problems  of  circumvention  could  to  some  extent  be 
limited,  and  perhaps  eliminated,  by  more  finely  drawn  regulation  and 
more  careful  and  complete  reporting  and  administration.  However  all 
these  attempts  to  limit  the  leakages  would  require  a  more  cumbersome 

"The  subsequent  discussion  Is  strongly  Influenced  by  a  recent  paper  by  Thomas  Mayer 
and  refers  to  a  program  of  mandatory  credit  controls. 
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and  costlv  bureaucratic  structure  of  administration.  Further  they  are 
apt  to  have  unintended  and  unforeseeable  side  effects  as  they  increase 
the  regulation  and  limit  the  freedom  of  innumerable  special  financial 
arrangements  that  particular  borrowers  and  lenders  have  arranged. 
The  question  that  needs  to  be  answered  is  whether  the  costs  of  admin- 
istration are  worth  the  benefits  that  might  flow  from  such  a  program. 
Unfortunately  there  is  no  precise  way  of  determining  exactly  what 
these  costs  and  benefits  will  be.  Consequently  proponents  and  oppo- 
nents are  left  to  rely  on  their  basic  intuition  and  prejudices  in  estimat- 
ing what  the  costs  and  benefits  are  likely  to  be.  Again  proponents  see 
small  costs  and  large  benefits  while  opponents  see  large  costs  and  small 
benefits. 

A  recent  paper  by  Rao  and  Kaminow  investigates  the  possible  im- 
pacts of  a  system  of  asset  reserve  requirements.  Asset  reserve  require- 
ments are  only  one  form,  although  a  popular  one,  that  credit  controls 
might  take.  Rao  and  Kaminow  argue  that  their  results  are  of  broader 
significance  and  will  be  essentially  unchanged  for  any  credit  alloca- 
tion policy  that  operates  by  affecting  the  portfolio  preferences  of  fi- 
nancial institutions  for  different  types  of  assets. 

After  investigating  their  theoretical  model  where  portfolio  deci- 
sions by  individuals  and  institutions  are  influenced  by  what  happens 
to  interest  rates,  Rao  and  Kaminow  conclude  that  "selective  credit 
controls  will  have  the  impact  on  interest  rates  that  policymakers 
would  generally  anticipate."  However  they  go  on  to  note  that  the 
magnitude  of  the  effects  depends  upon  a  variety  of  factors  and  it  is 
possible  that  the  controls  would  not  have  the  desired  effects  on  real 
investment.  In  other  Avords,  it  is  possible  that  while  controls  would 
lower  mortgage  rates,  and  raise  business  borrowing  rates,  actual  home- 
building  would  decline. 

Rao  and  Kaminow  talk  of  four  conditions  which  make  selective 
credit  controls  more  effective.  One  condition  is  what  they  call  ''special- 
ization", or  the  sensitivity  of  demands  for  particular  types  of  assets  to 
particular  borrowing  rates.  Selective  credit  controls  are  more  effective 
if  the  demand  for  houses  does  not  respond  to  interests  rates  other  than 
the  mortgage  rate  and  if  the  demands  for  other  assets  are  similarly  not 
influenced  by  the  mortgage  rate. 

The  second  condition  is  called  "dichotomy."  Selective  credit  controls 
are  more  effective  if  the  demand  for  houses  is  less  responsive  to  the 
returns  from  holding  other  assets  and  if  the  demand  for  other  assets  is 
less  responsive  to  the  returns  from  holding  houses.  Economic  theory 
suggests  that  individuals  allocate  their  wealth  among  a  variety  of 
assets  depending  upon  the  relative  rates  of  return  on  different  assets. 
In  particular  the  asset  demand  for  houses  would  in  theory  depend  not 
only  upon  the  returns  from  holding  houses,  but  also  the  returns  from 
holding  other  assets.  Rao  and  Kaminow  find  that  the  effectiveness  of 
selective  credit  controls  is  largest  if  the  demand  for  houses  is  not 
affected  by  other,  competing  rates  of  return. 

Tl ie  third  condition  has  to  do  with  the  breadth  of  coverage  of  con- 
trols. Controls  are  more  effective  if  they  extend  to  all  financial  institu- 
tions. Controls  are  less  effective  if  they  exclude  some  financial 
institutions. 

The  fourth  condition  has  to  do  with  the  financing  of  business  invest- 
ment by  i   siting  Securities  directly  to  households.    Most  of  the  Rao- 
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Kaniinow  paper  assumes  that  both  mortgage  lending  and  business 
lending  is  done  by  financial  institutions.  The  possibility  of  bypassing 
financial  intermediaries  and  borrowing  directly  from  households 
weakens  the  effect  of  selective  credit  controls  on  financial  institutions. 
This  situation  also  gives  rise  to  the  possibility  of  the  perverse  result 
where  the  controls  would  have  their  intended  effect  on  interest  rates 
but  need  not  have  the  desired  effects  on  actual  investment. 

It  is  analysis  such  as  that  illustrated  by  the  Rao-Kaminow  paper 
that  underlies  a  general  feeling  that  selective  credit  controls  such  as 
credit  allocation  schemes  could  have  their  intended  effect.  However 
most  economists  would  point  to  the  limited  nature  of  this  conclusion. 
First,  the  Rao-Kaminow  paper  explicitly  details  the  situations  under 
which  selective  credit  controls  are  apt  to  have  a  smaller  impact — the 
possibility  of  direct  financing  by  non-favored  sectors  by  issuing  securi- 
ties to  households  directly;  the  existence  of  financial  institutions  out- 
side the  scope  of  the  direct  controls ;  the  sensitivity  of  the  demand  for 
any  one  asset  to  rates  of  return  on  assets  in  general ;  and  finally  the 
sensitivity  of  the  demand  for  any  one  asset  to  a  variety  of  interest 
rates  as  they  offer  alternative  ways  of  financing  investments. 

Second,  the  Rao-Kaminow  paper  does  not  explicitly  consider  a  num- 
ber of  other  objections  to  selective  credit  controls.  In  particular,  there 
is  no  explicit  recognition  of  the  costs  of  administration.  One  element 
of  this  cost  is  the  explicit  costs  of  both  private  institutions  reporting 
compliance  and  regulatory  agencies  monitoring  compliance  or  the 
lack  thereof.  Another  element  of  this  cost  is  the  implicit  cost  in  terms 
of  loss  of  freedom  and  the  extension  of  government  control.  In  addi- 
tion, the  Rao-Kaminow  paper  does  not  have  any  formal  treatment  of 
how  the  existence  of  selective  controls  might  alter  the  basic  institu- 
tional environment.  For  example  Rao  and  Kaminow  do  discuss  how 
the  impact  of  selective  controls  would  be  lessened  if  a  portion  of  rele- 
vant financial  institutions  were  excluded  from  the  controls,  but  they 
do  not  discuss  how  controls  on  all  current  financial  institutions  might 
by  themselves  induce  the  creation  of  new  institutions  that  would  be 
outside  the  controls.18 

There  are  a  number  of  other  objections  to  credit  allocation  schemes 
that  should  also  be  mentioned.  It  is  difficult  to  define  precise  categories 
of  loans  to  be  either  favored  or  disfavored.  There  are  inevitably  grey 
areas  between  categories  of  loans.  Thus,  specific  regulations  are  apt 
to  do  two  things.  One,  they  may  cause  a  real  inconvenience  to  in- 
dividuals or  institutions  with  legitimate  credit  needs  who  would  pre- 
fer to  finance  activities  in  relatively  unconventional  ways.  Second, 
they  provide  strong  incentives  for  individuals  and  institutions  with 
disfavored  needs  to  change  the  form  of  their  borrowings  to  forms  that 
accommodate  to  regulation. 

The  existence  of  grey  areas  may  also  have  undesirable  effects  from 
the  dynamics  of  the  politics  of  establishing  and  maintaining  a  pro- 
gram of  credit  allocation.  The  definition  of  privileged  sectors  may 
need  to  be  expanded  to  such  an  extent  as  to  become  meaningless  in 
order  to  gather  enough  political  support  to  initiate  a  program  of 
credit  rationing.  Subsequently,  to  the  extent  that  the  program  is  in 
fact  successful  and  reduces  the  availability  of  credit  to  some  sectors 

18  The  development  of  money  market  mutual  funds  Is  an  Illustration  of  precisely  this 
point. 
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there  will  be  continual  pressures  on  the  Congress  and/or  the  enforce- 
ment agency  to  again  expand  the  privileged  sectors.  Drawing  a  lesson 
from  the  histories  of  a  number  of  regulatory  agencies,  a  large  major- 
ity of  economists  would  not  be  optimistic  about  the  possibility  of 
maintaining  distinctions  as  between  privileged  and  less  privileged 
sectors. 

Another  frequent  objection  to  schemes  of  credit  allocation  is  that 
they  are  apt  to  interfere  with  the  efficiency  of  the  economy  overall 
and  the  financial  sector  in  particular.  How  much  weight  individual 
economists  put  on  this  point  depends  for  the  most  part  on  how  much 
they  believe  that  markets  work  like  textbook  competitive  markets. 
With  competitive  markets  funds  go  to  borrowers  who  are  willing  to 
pay  the  highest  price,  borrowers  who  by  definition  can  use  the  funds 
most  productively.  If  financial  markets  are  reasonably  competitive 
and  credit  allocation  schemes  are  effective,  they  must  reallocate  funds 
away  from  more  productive  users  to  less  productive  users  and  hence 
the  efficiency  of  the  economy  as  a  whole  suffers. 

Similarly,  financial  institutions  develop  expertise  in  the  types  of 
lending  that  they  can  do  most  efficiently.  If  credit  allocation  schemes 
are  effective  they  will  force  some  or  all  institutions  to  engage  in  types 
of  lending  they  would  not  otherwise  engage  in,  types  of  lending  they 
are  less  efficient  at. 

Obviously  how  much  weight  one  places  on  these  arguments  depends 
on  one's  prior  conception  of  how  competitive  and  efficient  existing 
markets  are.  I  want  to  make  two  points  concerning  this  question.  One. 
economists  probably  believe  that  markets  are  more  competitive  and 
efficient  than  do  non-economists.  Two,  financial  markets  are  severely 
limited  and  constrained  by  government  regulation,  and  thus  may  not 
closely  approximate  the  textbook  notion  of  competitive  markets.  Some 
forms  of  regulation  and  control  exist  to  give  the  government  control 
over  the  money  supply  and  to  insure  the  stability  of,  and  hence  con- 
fidence in,  the  financial  structure.  However,  in  the  view  of  many 
economists  other  regulations  have  the  effect  of  restricting  compel  it  ion 
and  exacerbating  the  problems  credit  allocation  are  designed  to  help. 
If  this  view  is  correct,  then  it  is  not  at  all  obvious  that  adding  new- 
controls — credit  allocation — to  undo  the  effects  of  old  regulations  is 
the  preferred  course  for  public  policy.  One  could  simply  eliminate  the 
original  outdated  controls. 

4.   VARIABLE   RATE    MORTGAGES 

A  number  of  observers  have  suggested  thai  variable  rate  mortgages 
(VRM's)  should  be  considered  as  a  possible  solution  to  the  problems 
of  thrift  institutions.19  There  are  perhaps  as  many  YK'.M  schemes  as 
there  are  proponents  of  the  idea.  To  attempt  a  systematic  discussion 
of  all  the  proposals  is  simply  in  feasible.  The  common  underlying  fea- 
ture is  thai  the  interest  rate  paid  by  a  borrower  would  not  be  constant 

u  Variable  rate  mortgagee  are  only  one  of  several  possible  variations  in  traditional 
mortgaged  that  one  mlghl  want  to  consider,  in  particular,  there  lias  been  discussion  of 
price  level  adjusted  mortgages  ami  graduated  payment  mortgages.  Time  and  circumstances 
restrict  the  discussion  here  to  variable  rate  mortgages.  For  a  more  complete  discussion  of 
other  alternatives    see  Modlgllanl  and  Lessar'd,  New  Mortgage  Deatgnt    .  .  .arid     Kenrl's 
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over  the  life  of  the  loan,  rather  it  would  vary  in  response  to  changes  in 
some  reference  rate  agreed  to  when  the  loan  was  originated.20 

The  basic  idea,  common  to  all  the  proposals,  is  to  make  the  earnings 
from  a  mortgage  portfolio  more  responsive  to  changes  in  short  term 
interest  rates.  If  these  earnings  were  more  responsive  to  movements  in 
short  term  rates  then  thrift  institutions  could  afford  to  pay  deposit 
rates  that  were  competitive  with  short  term  market  rates.  In  such  a, 
world  it  would  be  expected  that  institutions  could  do  without  deposit 
rate  controls  and  that  when  short  term  rates  rose  they  would  not 
suffer  massive  deposit  outflows.  Thus  mortgage  lending  would  be 
stabilized  over  a  cycle  in  interest  rates. 

Several  things  should  be  pointed  out.  To  the  extent  that  long  term 
rates,  like  mortgage  rates,  are  correct  predictors  of  the  sequence  of 
future  short  term  rates,  then  VRM?s  tied  to  short  rates  would  work 
only  to  change  the  time  sequence  of  interest  and  principal  payments. 
After  a  mortgage  was  paid  back,  the  VRM  or  a  traditional  mortgage 
would,  in  retrospect,  look  the  same  to  both  the  borrower  and  the  lender. 
However,  the  VRM  does  introduce  strong  elements  of  uncertainty. 
Viewed  before  the  fact,  one  simply  does  not  know  whether  the  un- 
known sequence  of  rates  on  a  VRM  will  in  the  end  be  equivalent  to  the 
fixed  rate  on  a  traditional  mortgage.  Further,  it  may  be  of  small  con- 
solation to  some  households  that  especially  high  mortgage  payments 
will,  sometime  in  the  future,  be  offset  by  especially  low  payments. 

The  VRM  does  make  a  real  difference,  beyond  shifts  in  the  payment 
stream,  when  the  sequence  of  short  rates  does  not,  in  fact,  turn  out 
to  be  equivalent  to  the  initial  long  term  rate.  In  these  cases  there  is 
currently  an  obvious  asymmetry  depending  on  whether  future  short 
rates  turn  out  to  be  lower  or  higher  than  implied  in  initial  long  term 
rates.  If  short  term  rates  turn  out  to  be  lower  than  expected,  then  a 
VRM  borrowers  payments  will  also  be  that  much  lower.  With  the 
current  mortgage  instrument  one  would  expect  that,  when  expecta- 
tions were  adjusted  to  reflect  the  realizations  of  lower  than  initially 
expected  short  term  rates,  long  term  rates,  including  the  mortgage 
rate,  would  decline.  Assuming  the  decline  to  be  of  sufficient  magni- 
tude, one  would  expect  mortgage  borrowers  to  refinance. 

When  the  sequence  of  short  rates  turns  out  to  be  higher  than  initially 
expected,  then  VRM?s  make  a  real  difference  of  substantial  impact. 
It  is  at  precisely  these  times  that  thrift  institutions  get  into  trouble 
and  the  VRM  is  designed  to  help  them  out.  The  VRM  helps  them  out 
by  requiring  larger  payments  from  borrowers.  While  these  larger  pay- 
ments from  borrowers  would  help  lenders,  they  obviously  are  not  so 
good  for  borrowers  and,  not  surprisingly,  have  been  resisted  for  this 
reason.  With  the  current  mortgage  instrument,  a  borrower's  payments 
do  not  rise.  To  briefly  summarize,  when  future  short  term  rates  are 
lower  than  originally  expected,  a  VRM  mandates  lower  payments 
while  market  forces  would  be  expected  to  lower  payments  with  the 
current  mortgage  instrument.  If  future  short  term  rates  are  higher 

20  Proposals  for  VRM's  differ  in  terms  of  the  reference  rate  proposed,  the  adjustment  of 
the  payment  stream  when  the  reference  rate  changes — does  the  size  of  the  payment  change 
or  the  maturity  of  the  loan  or  both? — limitation  on  the  cumulative  magnitude  of  possible 
changes,  the  frequency  of  changes,  and  other  safeguards  and  options  that  would  be  avail- 
able to  consumers.  It  should  be  mentioned  that  the  reference  rate  need  not  be  a  single 
interest  rate  but  could  be  an  average  of  several  rates. 
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than  originally  expected,  a  VRM  mandates  higher  payments  while  the 
current  mortgage  instrument  leaves  payments  unchanged. 

Borrowers  obviously  lose  under  a  VRM  with  unexpected  increases 
in  short  term  rates  as  compared  with  the  alternative  of  a  traditional 
mortgage  with  a  fixed  interest  rate  and  a  fixed  stream  of  payments. 
However,  under  some  circumstances,  borrowers  with  traditional  mort- 
gages are  big  gainers.  One  could  view  VEM's  as  requiring  borrowers 
to  share  some  of  their  current  big  gains.  Specifically,  if  short  term 
interest  rates  rise  unexpectedly  because  of  unexpected  inflation,  then 
borrowers  would  be  expected  to  have  capital  gains  on  their  property 
and  higher  normal  incomes  as  a  result  of  the  inflation.  With  tradi- 
tional mortgages  the  capital  gain  accrues  entirely  to  the  borrower.  The 
VRM  would  require  the  borrower  to  share  part  of  the  capital  gain 
witli  the  lender. 

The  sharing  analogy  can  perhaps  be  carried  too  far.  The  VRM  re- 
quires payment  to  the  lender  when  interest  rates  rise,  that  is  when 
the  capital  gain  takes  place.  The  borrower  would  probably  not  realize 
that  capital  gain  for  some  time.  The  borrower  is  thus  forced  to  finance 
the  early  payment  of  part  of  the  as  yet  uncertain  capital  gain  to  the 
lender.  There  may  also  be  significant  distribution  effects.  Interest  rates 
respond  to  inflation  in  the  economy  as  a  whole,  i.e.,  the  average  of  price 
increases  over  all  sorts  of  goods  in  all  sorts  of  places.  It  is  possible 
that  houses  in  general,  or  particular  houses  in  particular  places,  would 
not  experience  capital  gains  that  matched  economy  wide  measures  of 
inflation. 

There  are  other  circumstances  where,  when  making  higher  payments 
under  a  VRM,  borrowers  would  not  simultaneously  be  receiving  other 
benefits  that  might  finance  these  payments.  If  the  unexpected  in- 
crease in  short-term  rates  is  in  response  to  a  change  in  real  interest 
rates,  not  changes  in  the  rate  of  inflation,  then  borrowers  would  not  be 
expected  to  have  capital  gains  with  which  to  finance  higher  mortgage 
payments. 

What  impacts  might  VRM's  have  on  thrift  institutions  and  housing? 
As  with  the  general  question  of  the  impact  of  financial  reorganization, 
this  question  can  not  be  answered  with  certainty.  The  wide  scale  in- 
troduction of  VRM's  could  change  l>orrower  and  lender  behavior  in 
ways  that  would  be  exceedingly  difficult  to  capture  with  existing 
simulation  models.  Further,  the  variety  of  VRM  proposals  means  that 
even  if  we  had  the  perfect  simulation  model,  there  might  not  be  one 
answer  to  the  question;  the  answer  could  well  differ  from  proposal 
to  proposal.  With  these  caveats  in  mind,  mention  might  be  made  of 
sonic  Simula!  ion  work  done  by  Professor  James  Kearl.  Kearl  simulates 
the  complete  adoption  of  VRM's  over  the  period  lOfri  through  107.°) 
and  finds  that  the  int  roduct  ion  of  VRM's.  accompanied  with  the  elinii- 
nat  ion  of  deposit  rate  ceilings,  does  three  things:  (1)  the  housing  stock 
i-  smaller,  (-2)  profit-  of  savings  and  loans,  as  measured  by  their  re- 
serves, are  larger,  and  (3)  the  size  of  savings  and  loans,  as  measured 
by  their  total  deposits,  is  smaller.21 

Kearl  attributes  these  results  to  the  implicit  change  in  the  role  of 
Savings  and  loan  associations.  With  earnings  tied  to  short  term  rates, 


■  Kearl'i  simulations  Involve  tin'  extreme  assumption  that  nil  mortgages  are  converted 

t<»  VRM'S.  In  such  situation  there  is  a  less  pressing  case  for  hroaoVr  investment  powers 
lor  thrift  institutions.  If  VRM's  formed  only  a  small  part  of  the  mortgage  portfolio  of 
thrift    institutions,    there    would    still    he    a    strong    case    for    wider    Investment    powers. 
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savings  and  loan  associations  are  no  longer  intermediating  between 
long  and  short  term  interest  rates  and  hence  no  longer  earning  the 
profits  that  come  from  taking  that  risk.  These  lower  profits  on  average 
mean  lower  deposit  rates  on  average,  a  smaller  industry,  less  mortgage 
lending,  a  higher  mortgage  rate  and  hence  a  smaller  housing  stock.  In 
particular  most  of  these  effects  appear  to  come  in  the  last  part  of 
Kesri's  simulation.  In  particular,  the  variable  rate  on  mortgages  and, 
with  a  lag,  the  deposit  rate  paid  by  savings  and  loans  drops  from  mid 
1969  through  1972.  This  lower  deposit  rate  means  fewer  deposits,  less 
mortgage  lending,  etc. 

The  role  of  reserves  at  savings  and  loan  associations  in  the  model 
used  by  Kearl  is  difficult  to  interpret.  Kearl's  particular  results  about 
the  growth  in  reserves  needs  to  be  interpreted  with  care.  Within  the 
model  transfers  to  reserves  are,  for  the  most  part,  measured  as  the 
difference  between  mortgage  interest  income  and  deposit  interest  ex- 
penses. There  is  no  feedback  from  large  reserve  accumulations  to 
higher  deposit  rates,  a  feedback  one  would  expect  in  the  real  world. 
To  the  extent  that  savings  and  loan  associations  were  able  to  use  their 
higher  reserves  to  increase  deposit  rates,  one  would  not  expect  as  large 
a  reduction  in  either  the  size  of  savings  and  loan  associations  or  the 
size  of  the  housing  stock  as  implied  by  Kearl's  simulations.  In  spite  of 
this  limitation  of  the  simulations.  Kearl's  results  raise  some  funda- 
mental questions  as  to  whether  VRM's  could  be  expected,  by  them- 
selves, to  solve  the  problems  of  thrift  institutions. 

One  can  have  serious  doubts  that  the  conversion  of  all  mortgages  to 
VRM's  would  solve  the  problems  of  thrift  institutions.  One  could  also 
oppose  the  conversion  of  all  mortgages  to  VRM's  on  other  grounds. 
However,  neither  of  these  two  positions  need  imply  that  one  should 
also  be  opposed  to  allowing  the  introduction  of  and  experimentation 
with  VRM's.  As  implied  in  the  discussion  above,  the  VRM  shifts  the 
risks  involved  in  interest  rate  changes  as  between  borrowers  and  lend- 
ers. In  a  world  where  both  types  of  loans  existed,  there  could  well  be 
borrowers  and  lenders  who,  at  times,  would  find  VRM's  mutually 
beneficial.  To  prohibit  the  use  of  VRM's  would,  in  these  cases,  relegate 
both  borrower  and  lender  to  less  preferred  options.  The  basic  principle 
here  is  that,  with  adequate  safeguards  and  information,  more  choice 
is  better  than  less  choice. 

5.    TERM    STRUCTURE   INSURANCE 

Some  observers  have  suggested  that  the  federal  government  should 
offer  interest  rate  insurance  to  mortgage  lenders.22  Under  such  a  pro- 
gram, the  federal  government  would  guarantee  to  lenders  that  if 
some  reference  interest  rate,  which  might  be  a  single  interest  rate 
or  an  average  of  several  rates,  rose  above  its  value  when  the  mortgage 
loan  was  made,  then  the  federal  government  would  pay  to  the  lender 
the  increment  in  the  reference  interest  rate  times  the  outstanding 
principal  of  the  mortgage.  Thus  if  interest  rates  rose,  lenders  with 
this  rate  insurance  would  see  their  income  keep  pace  with  the  rise  in 
interest  rates  instead  of  remaining  unchanged.  Xote  that  mortgage 
payments  by  homeowners  would  remain  unchanged.  The  purpose  of 
this  proposal  is  to  solve  the  problem  o.f  the  impacts  of  adverse  move- 

22  This  proposal  Is  discussed  in  more  detail  by  James  Pierce. 
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ments  in  the  term  structure  of  interest  rates  on  thrift  institutions. 
In  this  regard  the  term  structure  insurance  is  very  similar  to  the  VifiM, 
however  there  is  a  big  difference  in  who  is  paying. 

What  benefits  would  one  expect  in  this  world  where  the  earnings 
of  mortgage  lenders  were  protected  against  adverse  movements  in 
the  term  structure  ?  With  the  simultaneous  abolition  of  deposit  rate 
ceilings,  one  would  expect  that  the  forces  of  competition  would  pass 
these  higher  earnings  on  to  depositors  in  the  form  of  higher  deposit 
rates.  These  higher  deposit  rates  would  enable  thrift  institutions  to 
remain  competitive  with  direct  market  securities.  To  the  extent  that 
these  higher  deposit  rates  prevented  massive  disintermediation  then 
cycles  in  homebuilding  would  be  moderated.  It  should  be  noted  that 
the  proposal  makes  little  sense  without  the  abolition  of  deposit  rate 
ceilings. 

What  happens  when  interest  rates,  including  mortgage  rates,  de- 
cline? Exactly  what  would  happen  would  depend  upon  the  form  of 
term  structure  insurance.  One  version  of  this  scheme  would  have 
mortgage  lenders  swap  the  income  from  their  mortgages  for  a  flow 
of  income  determined  by  the  reference  interest  rate.  Under  this  ver- 
sion income  to  mortgage  lenders  would  decline  when  interest  rates 
in  general  declined.  Again  homeowners  payments  would  be  unchanged 
at  a  level  determined  by  the  original  lending  rate.  In  such  a  situation 
one  would  expect  that  institutions  would  compete  for  making  mort- 
gage loans  by  offering  automatic  rolling  over  of  mortgage  loans  when 
interest  rates  decline.  That  is  the  institutions  would  treat  homeowners 
as  if  they  had  paid  off  their  existing  high  rate  mortgage  and  had 
taken  cut  a  new  mortgage  that  reflected  current,  lower  interest  rates. 
With  this  sort  of  response  the  government  would  cease  to  get  the 
original  higher  mortgage  payments  and  would  in  essence  be  offering 
insurance  only  against  increases  in  interest  rates.  An  alternative  ver- 
sion of  the  interest  rate  insurance  proposal  would  recognize  this 
onesidedness  and  simpl}T  offer  insurance  against  an  increase  in  in- 
terest rates. 

This  term  structure  insurance  solves  the  fundamental  problem  of 
the  impact  of  adverse  shifts  in  the  term  structure  of  interest  rates. 
One  could  imagine  offering  such  insurance  only  to  institutions  that 
invested  a  substantial  portion  of  their  assets  in  mortgages.  That 
is  the  insurance  could  be  offered  only  to  thrift  institutions.  In  this 
case  the  proposal  would  achieve  a  change  in  substance  without  a 
change  in  form.  There  would  be  no  need  to  allow  thrift  institutions 
broader  asset  or  liability  powers  because  the  term  structure  insurance 
would  achieve  the  same  result.  Alternatively  one  could  imagine  allow- 
ing broader  powers  to  thrifts  and  offering  the  insurance  to  any  and 
all   mortgage  lenders. 

What  would  such  a  proposal  do  to  mortgage  rates  and  what  would 
it  cost  the  government?  The  impact  on  mortgage  rates  and  the  cost  to 
government  both  appear  to  depend  on  how  tne  term  structure  in- 
hi ranee  would  be  implemented.  In  particular,  would  the  insurance  be 
free?  If  not,  how  would  a  price  be  determined?  If  the  insurance 
were  offered  for  free,  I  would  expect  new  mortgage  rates  to  look 
very  much  like  short-term  interest  rates.  If  institutions  did  not  need 
t  o  worry  about  the  risk  of  interest  rates  rising  and  if  they  could  attract 
large  amounts  of  funds  at  rates  that  were  competitive  to  other  short 
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term  rates,  then  lending  these  funds  out  as  mortgages  would  be  profit- 
able until  the  mortgage  rate  dropped  to  something  just  above  their 
deposit  rate  plus  an  allowance  for  the  costs  of  making  and  servicing 
the  loan.  Thus,  with  free  insurance  and  assuming  some  fairly  auto- 
matic rolling  over  of  mortgages  when  interest  rates  declined,  the  in- 
terest rate  insurance  makes  the  mortgage  a  short  term  instrument  as 
far  as  financial  institutions  are  concerned  while  it  still  looks  like  a 
lone:  term  instrument  for  households. 

The  costs  to  the  government  of  this  sort  of  scheme  could  be  quite 
substantial.  With  the  automatic  rolling  over,  all  mortgage  rates  would 
decline  when  rates  in  general  declined,  but  when  rates  in  general  rose, 
mortgage  rates  for  old  borrowers  would  not  rise.  They  would  stay  at 
their  recent  low  point.  Xew  loans  would  be  made  at  higher  rates,  but 
again  whenever  mortgage  rates  declined  they  would  bring  down  with 
them  all  loans  made  at  higher  rates  and  carry  them  down  as  far  as  the 
reference  rate  dropped.  Thus  whenever  interest  rates  in  general,  in- 
cluding the  reference  rate  rose,  the  federal  government  would  be  liable 
for  at  least  the  differential  between  current  rates  and  their  recent  low 
times  the  whole  stock  of  outstanding  mortages.23  While  such  an 
arrangement  would  solve  the  problem  of  financial  instability  it  also 
represents  a  huge  subsidy  to  anyone  with  a  mortgage.  It  seems  quite 
clear  that  this  sort  of  subsidy  is  entirely  unjustified. 

If  the  insurance  were  not  free,  but  instead  carried  a  price,  what  sort 
of  price  might  one  expect  financial  institutions  to  be  willing  to  pay  ? 
What  implications  would  that  have  for  mortgage  rates  and  for  the 
cost  to  the  federal  government  ?  The  expectations  theory  of  the  term 
structure  suggests  that,  in  principle,  the  differential  between  long  and 
short  term  interest  rates  would  be  a  good  measure  of  what  institutions 
might  pay  for  this  interest  rate  insurance. 

If  the  expectations  theory — that  long  rates  are  good  predictors  of 
future  short  rates — is  correct,  there  is,  in  fact,  less  need  for  this  sort  of 
insurance.  One  does  not  need  insurance  against  all  future  increases  in 
short  rates.  In  particular  one  does  not  need  insurance  against  expected 
future  increases.  Term  structure  differentials  could  be  expected  to  take 
care  of  these  increases.  However,  to  the  extent  that  thrift  institutions 
are  risk  adverse,  interest  rate  insurance  would  be  attractive  to  them 
even  if  long  rates  were  good  predictors  of  future  short-term  interest 
rates.  There  is  a  much  stronger  case  for  insurance  against  unexpected 
increases  in  short-term  rates  which,  by  definition,  are  not  accounted 
for  by  regular  term  structure  differentials.  It  was  argued  above  that 
one  might  view  much  of  the  change  since  1966  as  having  been  unex- 
pected, primarily  the  result  of  government  action  and  inaction.  In  this 
case,  some  form  of  interest  rate  insurance  seems  appropriate. 

The  above  discussion  suggests  that  thrift  institutions  might  pay 
something  based  on  the  term  structure  differential  for  interest  rate  in- 
surance. If  these  institutions  are  risk  averse  they  might  even  be  willing 
to  pay  something  more.  On  the  other  hand,  if  these  institutions  felt 
that  the  federal  government  would  still  bail  them  out  if  they  got  into 
massive  problems  they  might  only  be  willing  to  pay  something  less. 

If  the  term  structure  is  a  good  predictor  of  future  interest  rates  and 
if  this  differential  does  reflect  what  thrifts  would  pay  for  rate  insur- 

23  I  say  at  least  because  some  mortgages  might  have  even  lower  rates  from  a  lower 
earlier  trough.  These  mortgages  would  entail  even  larger  payments. 
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ance,  then,  barring  large  unexpected  shifts  in  the  level  of  interest  rates, 
over  the  long  run  this  insurance  would  involve  only  minimal  outlays. 
There  would  be  times  when  more  is  taken  in  than  paid  out  and  other 
times  when  the  reverse  occurred,  but  over  the  long  run  things  would 
even  out.  A  couple  of  other  features  should  be  noted.  This  insurance 
would  presumably  be  offered  on  a  voluntary  basis  to  financial  institu- 
tions. That  is  the  government  would  stand  ready  to  undertake  such 
insurance  when  an  individual  institution  wanted  it  and  paid  for  it.  If 
a  particular  institution  held  very  strong  views  about  future  interest 
rates  that  were  different  from  market  evaluations  as  summarized  in 
the  term  structure  differential,  then  it  need  not  buy  insurance.  In  par- 
ticular if  a  particular  institution  felt  rates  would  rise  more  sharply 
than  implied  by  the  market  determined  term  structure,  then  the  insur- 
ance would  appear  to  be  a  good  deal.  If  the  institution  felt  rates  would 
not  rise  as  rapidly,  the  insurance  would  appear  to  be  a  bad  deal,  the 
premium  would  be  too  high,  and  it  need  not  purchase  it.  As  mentioned 
above  there  have  been  times,  especially  recently  when  the  term  struc- 
ture differential  has  been  negative.  On  the  expectations  view,  this  nega- 
tive differential  reflects  expectations  that  short  rates  are  temporarily 
high  and  will  decline.  In  these  cases  one  would  expect  that  the  demand 
for  rate  insurance  would  not  be  very  strong. 

What  implications  does  term  structure  insurance  have  for  housing 
and  mortgage  markets?  This  is  a  difficult  question  to  answer.  The  pro- 
posal has  some  similarities  to  variable  rate  mortgages  and  thus  the 
results  of  the  Kearl  simulations  may  be  applicable.  Savings  and  loan 
associations  give  up  their  term  structure  intermediation,  one  might 
expect  that  they  would  have  slightly  lower  returns  on  average,  hence 
lower  deposit  rates,  less  deposits,  less  mortgage  lending,  higher  mort- 
gage, rates  and  a  slightly  lower  housing  stock  on  average.  1  [owever,  the 
insurance  proposal  is  not  exactly  the  same  as  a  Variable  rate  mortgage. 
in  particular  there  are  different  impacts  on  borrowers  and  differenl 
impacts  as  between  increases  and  decreases  in  interest  rates.  Thus  the 
Kearl  results  may  be  only  suggestive  of  some  possible  effects.  Clearly 
the  proposal  needs  further  study  and  thought  in  order  to  sort  out  .ill 
its  likely  impacts. 

G.   EXPANDED   OPERATIONS   FOB    PHLMC 

This  final  proposal  is  directed  only  at  the  problem  of  credit  ration- 
ing. Many  observers  who  have  been  concerned  about  the  severity  <>i' 
recent  declines  in  housing  activity  feel  that  the  severity  of  the  decline 
IS  due  in  some  degree  to  credit  rationing,  When  market  interest  rates 
rise,  savings  inflows  decline,  mortgage  lending  declines  and  mort- 
gage rates  rise  to  ration  some  potential  borrowers  out  of  the  market. 
Credit  rationing  suggests  that  additional  borrowers  are  rationed  out 

of  mortgage  market  by  Other  means.  On  this  view  the  mortgage  rate 
t\or^  not  rise  fast  enough  to  equate  demand  with  a  substantially  re- 
duced supply.  Some  borrowers  want  mortgages  and  are  willing  to  pay 
for  them  at  existing  mortgage  rates.  The  lenders  simply  do  not  have 
the  funds  and  either  refuse  to  lend  and/or  make  other  terms  so  onerous 
as  to  discourage  these  borrowers.  This  lack  of  lending  in  turn  results  in 
not  only  less  residential  construction  hut  frustration  as  people  may 
have  difficulty  moving  among  exist  iug  units. 

An  expanded  role  for  the  Federal  Home  Loan  Mortgage  Corpora- 
tion (FHLMC)  could  eliminate  the  problem  of  credit  rationing  by 
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assuring  a  supply  of  mortgage  credit  at  appropriate  interest  rates.  It 
should  be  noted  carefully  that  nothing  is  guaranteed  about  the  mort- 
gage rate.  The  only  guarantee  is  that  if  someone  were  willing  and  able 
to  pay  the  going  mortgage  rate  he  will  be  able  to  get  a  loan. 

Undoubtedly  many  people  have  proposed  similar  ideas  in  the  past. 
I  do  not  mean  to  slight  anyone  by  omission.  I  associate  the  idea  with  a 
paper  written  by  Warren  Smith  in  1970.  Smith's  proposal  would  have 
the  FHLMC  make  a  market  in  conventional  mortgages  by  always 
being  willing  to  lend  mortgage  money  at  a  rate  equal  to  its  borrowing 
plus  administration  costs.-4  In  particular,  if  the  demand  for  mortgages 
increases,  FHLMC  would  be  expected  to  raise  more  money  in  order  to 
make  loans.  If  raising  this  money  raised  their  borrowing  costs,  then 
it  should  raise  its  mortgage  rate.  As  Smith  says,  "Under  such  a  system, 
potential  mortgage  borrowers  should  always  be  able  to  obtain  accom- 
modation, provided  they  were  willing  to  pay  the  prevailing  interest 
rate."  Note  again  that  what  is  being  assured  is  that  mortgage  money 
will  be  available,  nothing  is  being  guaranteed  about  the  mortgage  rate. 

How  would  FHLMC  buy  mortgages?  Smith  suggests  that  FHLMC 
establish  a  schedule  of  prices  that  reflect  its  costs  and  then  that 
FHLMC  should  be  willing  to  buy  all  the  mortgages  offered  to  it  at 
those  prices.25  Mortgage  lending  institutions  would  always  have  the 
option  of  originating  a  mortgage  loan  that  could  be  sold  immediately 
to  FHLMC,  retaining  appropriate  origination  and  servicing  fees. 
Thus  an  institution  could  make  mortgage  loans  even  if  it  did  not 
have  any  funds  of  its  own  to  lend  out  provided  there  were  borrowers 
who  were  willing  to  pay  the  going  mortgage  rate. 

What  implications  does  this  proposal  have  for  cycles  in  homebuild- 
ing?  To  the  extent  that  there  continue  to  be  cycles  in  interest  rates  and 
to  the  extent  that  these  cycles  in  interest  rates  result  in  movements 
along  the  demand  curve  for  houses  and  mortgages,  there  will  still  be 
cycles  in  homebuilding,  but  under  the  Smith  proposal  these  cycles 
would  not  be  aggravated  by  credit  rationing. 

Smith's  proposal  would  presumably  work  very  much  like  GNMA 
insured  mortgage  securities.  That  is  FHLMC  securities  would  essen- 
tially be  a  repackaging  of  the  underlying  mortgages.  If  this  repack- 
aging makes  mortgages  more  attractive  to  traditionally  non-mortgage 
oriented  lenders,  it  could  provide  a  strong  and  continuous  link  be- 
tween mortgage  markets  and  general  capital  markets,  and  essentially 
eliminate  credit  rationing  as  a  factor  in  housing  and  mortgage 
markets. 

Credit  rationing  has  effects  that  need  not  show  up  in  cycles  in 
homebuilding.  People  simply  get  angry  and  frustrated  when  they 
want  something,  are  willing  to  pay  the  price  and  are  simply  denied 
access  to  it.  Transfers  in  existing  housing  units  can  be  delayed,  often 
with  frustration,  significant  non-pecuniary  costs  and  sometimes  with 

84 The  particular  institution  involved  is  not  an  essential  feature  of  the  proposal.  The 
suhsenuent  discussion  assumes  use  of  the  FHLMC  primarily  hecause  Smith  did.  There 
is  one  important  asoect  in  which  the  particular  institution  is  important.  This  aspect 
also  suggests  whv  FXMA  should  not  be  expected  to  serve  the  same  function.  Smith 
would  have  the  FHLMC  stand  ready  to  buy  as  long  as  the  yields  it  could  earn  "bear  a 
stable  and  consistent  relationship  to  the  current  borrowing  costs."  (p.  97)  FHLMC  would 
thus  work  much  the  way  an  economist  would  expect  a  textbook  competitive  market  to 
work.  One  should  not  expect  FXMA  to  operate  in  a  similar  manner.  While  it  is  public 
sponsored,  it  has  stockholders  who  are  interested  in  maximizing  profits,  not  in  social 
improvements. 

25  A  schedule  of  prices  would  be  necessary  because  mortgages  differ  by  maturity,  loan- 
to-value  ratios,  and  original  interest  rate. 
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significant  pecuniary  costs.  Smith's  proposal,  by  eliminating  credit 
rationing,  would  eliminate  these  costs  and  frustrations. 

What  would  it  cost  the  government  ?  If  the  FHLMC  prices  its  pur- 
chases to  reflect  its  real  costs  there  should  be  no  direct  costs  to  the 
government.  There  could  be  an  indirect  cost  of  unknown  magnitude 
if  holders  of  FHLMC  securities  perceived  these  securities  as  essen- 
tially very  close  substitutes  for  government  securities.  In  this  case, 
more  FHLMC  securities  would  be  equivalent  to  more  government 
securities  in  general  and  would  be  expected  to  raise  the  rate  on  both 
types  of  securities. 

Symmetry  would  suggest  that  the  FHLMC  should  be  willing  not 
only  to  buy  mortgages  at  stated  prices,  but  also  to  sell  mortgages  at 
tho^e  same  prices.  In  terms  of  eliminating  the  problem  of  credit 
rationing,  it  is  more  important  that  the  FHLMC  buy  in  times  of  tight 
money.  It  is  at  those  times  that  most  observers  feel  credit  rationing- 
is  an  important  phenomena.  When  interest  rates  are  declining,  the 
mortgage  market  seems  to  work  pretty  well  and  the  need  for  correc- 
tive action  is  substantially  reduced. 

A    BRIEF   SUMMING    UP 

Let  me  say  a  few  words  regarding  my  personal  evaluation  of  these 
six  proposals.  I  react  negatively  to  the  proposals  for  mandatory  credit 
allocation  and  the  mortgage  income  tax  credit  as  presented  in  the  Fi- 
nancial Institutions  Act.  With  respect  to  the  variable  rate  mortgage 
proposal,  my  understanding  of  the  political  realities  of  the  situation 
says  it  is  not  a  viable  option.  My  understanding  of  the  economics  of  the 
proposal  says  there  is  good  reason  to  doubt  if  it  could  be  the  panacea 
for  all  the  ills  of  housing  and  mortgage  markets.  However  I  would 
still  argue  that  one  need  not  be  opposed  to  allowing  the  introduction 
of  and  experimentation  with  variable  rate  mortgages.  There  could  well 
be  borrowers  and  lenders  who,  at  times,  would  find  variable  rate  mort- 
gages mutually  beneficial.  To  prohibit  the  use  of  these  instruments 
would,  in  these  cases,  relegate  both  borrower  and  lender  to  less  pre- 
ferred options.  The  basic  principle  is  that,  with  adequate  safeguards 
and  information,  more  choice  is  better  than  less  choice. 

There  are  some  strands  of  the  do  nothing  more  proposal  that  are 
quite  appealing  to  me  as  an  economist.  However  implicit  in  the  whole 
argument  is  a  basic  faith  that  minimizing  government  regulation  and 
Constraints  will  enable  the  free  play  of  market  forces  to  allocate  credit 
to  housing  in  the  most  socially  desirable  way.  One  may  simply  be  skep- 
tical of  thai  argument.  Past  problems  with  the  mortgage  market  may 
not  be  entirely  the  result  of  avoidable  errors  in  government  policy, 
I  .'it  instead  mav  be  almost  inherent  in  the  nature  of  mortgage  lending. 
If  the  latter  is  the  case,  then  freer  markets  may  not  necessarily  solve 
all  the  problems  of  mortgage  markets  and  appropriate  government 
policy  act  ions  new  h<>  needed. 

Thai  leaves  the  last  two  proposals,  insurance  against  interest  rate 
increases  and  the  expanded  role  for  the  FHLMC.  I  think  that  the  in- 
surance proposal  has  some  interesting  aspects  but  1  would  like  to  hear 
more  discussion  of  die  proposal  before  committing  myself.  Currently 
1  would  strongly  Biippori  ;i  carefully  conceived  program  for  expand- 
inffthe  role  of  the  FHLMC. 


APPENDIX  I 

Simulations  of  Financial  Reorganization 

The  discussion  below  is  a  more  detailed  examination  of  papers  by 
Ray  Fair-Dwight  Jaffee  and  Patric  Hendershott.1  Both  of  these 
papers  attempt  to  evaluate  the  impact  of  financial  reorganization  by 
simulations  of  large  econometric  models.  These  models,  estimated  by 
sophisticated  statistical  techniques,  are  attempts  to  explain  actual 
behavior.  By  hypothesizing  how  financial  reorganization  would  change 
behavior,  the  authors  make  appropriate  changes  in  their  equations  and 
resimulate  their  models.  The  comparison  of  the  simulations  with  and 
without  these  changes  is  used  as  an  indication  of  the  impact  of  financial 
reorganization. 

Although  the  authors  consider  different  sorts  of  changes  and  sim- 
ulate them  in  different  ways,  both  papers  come  to  similar  conclusions  : 
financial  reorganization  will  have  little  if  any  adverse  impact  on 
housing  and  mortgage  markets.  In  fact  there  are  a  number  of  simula- 
tions in  both  papers  which  show  a  substantial  decline  in  the  mortgage 
rate  as  a  result  of  financial  reorganization.  If  these  conclusions  could 
be  accepted  with  a  high  degree  of  certainty,  they  would  only  strengthen 
what  is  already  a  strong  case  for  financial  reorganization. 

However,  a  detailed  look  at  some  of  these  simulations,  along  with 
the  general  sorts  of  considerations  discussed  in  the  basic  paper,  lead  me 
to  a  more  skeptical  position.  Because  of  the  limitations  of  these  par- 
ticular models  and  simulations,  and  most  likely  of  any  model  and  its 
simulations,  I  would  reject  the  authors'  conclusions  as  unproved  and 
assert  instead  that  we  simply  do  not  know  what  the  impact  of  financial 
reorganization  will  be  on  housing  and  mortgage  markets.  The  ap- 
propriate response  in  this  case  is  not  to  oppose  financial  reorganization 
because  we  are  not  sure  of  its  impacts  on  housing  and  mortgage 
markets,  but  rather  it  is  to  consider  supplementary  policies  that  would 
guard  against  any  undesirable  impacts. 

FAIR-JAFFEE 

Ray  Fair  and  Dwight  Jaffee  have  run  simulations  of  financial  reor- 
ganization with  the  Federal  Reserve-MIT-Penn  (FMP)  econometric 
model.2  The  FMP  model  is  a  very  large  econometric  model  with  special 
attention  given  to  the  mortgage  market.  The  Fair-Jaffee  simulations 
are  primarily  concerned  with  impacts  of  financial  reorganization  on 
housing  and  mortgage  markets.  The  Fair-Jaffee  simulations  are  im- 

1 1  am  indebted  to  Ray  Fair,  Dwight  Jaffee  and  Patric  Hendershott  for  valuable  com- 
ments on  an  earlier  draft  of  my  comments. 

2  See  Fair  and  Jaffee,  "Ain  Empirical  Study  of  the  Hunt  Commission  Report  Proposals  for 
the  Mortgage  and  Housing  Markets."  in  Policies  for  a  More  Competitive  Financial  System, 
Boston  Federal  Reserve  Bank  Conference  Series  No.  8,  1972  and  Jaffee,  "The  Extended 
Lending,  Borrowing  and  Service  Function  Proposals  of  the  Hunt  Commission  Report," 
Journal  of  Money,  Credit  and  Banking,  November  1972,  pp.  990-1000. 
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portant  because  they  represent  some  of  the  first  efforts  to  quantify  the 
impacts  of  financial  reorganization. 

Their  work  was  published  in  1972  and  tries  to  evaluate  the  sorts 
of  changes  proposed  by  the  initial  Hunt  Commission  Report.  In  partic- 
ular they  simulated  the  FMP  model,  with  and  without  chancres,  from 
1960  to  1970.  They  then  used  the  differences  between  simulations  as  a 
measure  of  what  might  have  happened  had  the  indicated  changes  been 
made  in  1960.  This  attempt  to  replay  the  past  under  new  rules  is 
meant  to  be  suggestive  of  the  future  impact  of  a  changes  in  the  rules. 
The  major  simulations  thej'  report  attempt  to  measure  the  impacts  of 
(1)  removing  regulation  Q  ceilings,  (2)  granting  new  service  func- 
tion— checking  accounts  and  consumer  loans — to  thrift  institutions, 
and  (3)  granting  wider  investment  powers  to  thrift  institutions. 

The  Fair-Jaffee  results  are  partial  simulations  of  the  FMP  model. 
The  complete  FMP  model  was  not  simulated.  Three  sectors,  currency, 
labor  and  employment  were  held  exogenous.  Holding  these  three  sec- 
tors exogenous  would  appear  to  preclude  the  possibility  of  any  feed- 
back effects  through  changes  in  income  as  a  result  of  any  changes  in 
residential  construction.  Holding  employment  and  labor  productivity 
constant  would  appear  to  hold  real  GNP  constant.  Thus,  in  the  Fair- 
Jaffee  simulations,  any  expansionary  impacts  on  residential  construc- 
tion could  not  have  multiplier  impacts  on  the  level  of  income.  As  a 
result  any  decline  in  interest  rates  is  likely  to  be  overstated  as  increases 
in  income  would  be  expeeted  to  moderate  any  decline  in  interest  rates. 

Fair-Jaffee  are  interested  in  what  they  call  long  run  impacts.  As  a 
result  they  report  simulation  results  at  three  separate  points  in  time. 
1  year.  5  years  and  10  years  after  the  indicated  change.  They  do  not 
report  the  time  paths  of  relevant  variables  following  the  implementa- 
tion of  financial  reorganization.  Thus  one  is  not  able  to  see  what  if 
any  impact  their  simulated  changes  would  have  had  on  the  cyclical 
response  of  housing  and  mortgage  markets.  At  best  the  Fair-Jaffee 
simulations  will  show  what  would  have  happened  to  the  stock  of 
houses  over  a  long  period  of  time. 

The  general  conclusion  reached  by  Fair-Jaffee  is  that  the  sorts  of 
changes  they  consider  would  have  little  serious  impacts  on  housing  and 
mortgage  markets.  After  ten  vears  their  simulations  show  only  slight 
differences  between  the  housing  stocks  with  or  without  financial  re- 
organization. However,  there  are  several  questions  about  specific  simu- 
lations and  one  important  feature  of  the  model  that  might  lead  one 
to  be  less  sure  that  these  changes  would  have  only  minor  impacts. 

Fair-Jaffee  simulated  expanded  service  fund  ions  by  art  incially  add- 
ing to  the  yield  spread  between  deposit  rates  at  thrift  institutions  and 
commercial  banks.  In  the  FMP  model  inflows  of  funds  to  specific  de- 
pository institutions  depend  in  part  on  the  rates  they  pay  on  deposits 
vis-a-vis  deposit  rates  at  other  institutions.  Fair-Janee  simply  add  so 
many  basis  points  to  that  differentia]  in  a  waythaf  favorsthrifi  insti- 
t  nt  inns.  Expanded  service  fund  ions  checking  accounts  and  consumer 
lending  power-  would  allow  thri  l"(s  to  offer  ''one-stop"  banking.  Fair- 
Jaffee's  Simula  I  ions  assume  that  the  advantages  of  "one-stop"  banking 
can  be  equated  to  an  interest  rate  differential. 

They  simulate  two  Such  differentials,  one  of  2.5  basis  points  and 
another  of  50  basis  points.  Both  of  these  simulations  have  rather  sub- 
stantial impacts  on  deposit  flows.  In  the  case  of  the  25  basis  point 
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simulations,  deposits  at  thrift  institutions  rise  by  over  13  percent  after 
ten  years.  The  50  basis  point  simulation  shows  an  increase  in  deposits 
roughly  twice  as  big.  Since  in  the  FMP  model  thrift  institutions 
basically  turn  deposits  into  mortgages,  the  amount  of  mortgage  lend- 
ing rises  substantially  and  the  mortgage  rate  falls.3 

One  may  be  skeptical  of  the  magnitude  of  the  deposit  shift.  The 
magnitude  of  the  shift  in  funds  simply  seems  too  large.  In  the  simula- 
tions a  substantial  part  of  these  funds  come  from  commercial  banks. 
One  simply  would  not  expect  that  commercial  banks  would  allow  a 
transfer  of  funds  of  this  magnitude  to  occur  without  responding.  One 
would  expect  them  to  compete  for  these  deposits,  either  more  aggres- 
sively than  before  or  in  ways  that  the  FMP  model  cannot  adequately 
measure.  Either  response  means  that  the  Fair-Jaffee  simulations  over- 
state the  magnitude  of  the  deposit  switches. 

Fair-Jaffee  attempt  to  simulate  the  effects  of  wider  portfolio  powers 
by  adjusting  the  equations  for  mortgage  acquisitions  by  mutual  sav- 
ings banks  and  savings  and  loan  associations.  These  adjustments  are 
accomplished  by  reducing  the  value  of  all  coefficients  in  the  relevant 
equations  by  appropriate  amounts.  10  percent  in  one  simulation  and 
30  percent  in  the  other.  This  procedure  has  the  effect  of  reducing 
average  mortgage  holdings  by  roughly  the  indicated  percentages. 
But  it  also  has  the  effect  of  making  the  portfolio  allocation  decision 
of  both  savings  and  loan  associations  and  mutual  savings  banks  less 
sensitive  to  changes  in  relative  rates  of  return.4  In  fact  one  might  well 
expect  that  wider  investment  powers  would  make  investment  decision 
more,  rather  than  less,  sensitive  to  relative  rates  of  return  on  alter- 
native assets.  One  would  especially  expect  this  sort  of  result  for  sav- 
ings and  loan  associations.  This  increased  rate  sensitivity  could  have 
important  impacts  on  the  magnitude  of  mortgage  lending,  especially 
during  periods  of  high  demands  for  credit  when  interest  rate  differ- 
entials have  typically  moved  against  mortgages.  Neither  the  Fair- 
Jaffee  simulations  nor  the  presentation  of  their  results  enable  one  to 
reach  a  judgment  on  this  question. 

Fair-Jaffee  assume  that  wider  investment  powers  will  increase  the 
earnings  on  thrift  institutions  and  that  these  higher  earnings  will  be 
passed  on  to  savers  in  terms  of  higher  deposit  rates.  Additional  simu- 
lations are  presented  to  suggest  that  these  marginally  higher  deposit 
rates  will  give  rise  to  substantially  higher  deposit  inflows.  (The  mag- 
nitude of  the  responses  is  similar  to  the  simulation  results  for  ex- 
panded service  functions.)  Again  one  might  simply  be  skeptical  of 
the  magnitude  of  the  response. 

Beyond  these  specific  questions,  there  is  a  basic  feature  of  the  FMP 
model  that  appears  to  be  responsible  for  the  general  direction  of  the 
Fair-Jaffee  results.  This  feature  is  the  very  high  interest  sensitivity  of 

3  Actually  the  increase  in  mortgages  exceeds  the  increase  in  deposits.  In  both  simulations- 
mortgages  increase  by  about  $1.08  for  every  81.00  increase  in  deposits.  Simulations  pre- 
sented in  Jaffee  (1972a.  p.  205)  suggest  that  mutual  savings  banks  will  eventually  in- 
crease their  holdings  of  mortgages  dollar  for  dollar  with  an  increase  in  deposits.  'This 
result  is  most  likely  the  result  of  experience  in  the  late  fifties  and  early  sixties  when  the 
increase  in  mortgage  holdings  divided  by  the  increase  in  deposits  at  mutual  savings  banks 
was  greater  than  unity.  This  period  is  a  substantial  part  of  the  estimation  period  for  the 
FMP  model.  Behavior  since  1965  has  been  quite  different.  Over  the  period  1905-1973  the 
increase  in  mortgage  holdings  was  only  65  percent  of  the  increase  in  deposits. 

4  In  particular  the  partial  derivatives  of  asset  demand  functions  with  respect  to  a  change 
in  interest  rates  are  reduced.  As  Dwight  Jaffee  has  pointed  out  to  me  the  elasticities  are 
unchanged.  Howevpr  the  argument  developed  here  suggests  that  for  savings  and  loan 
associations  one  might  expect  that  wider  investment  powers  would  increase,  not  decrease, 
both  the  partial  derivative  and  the  elasticity. 
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the  demand  for  mortgages.  As  reported  in  Jaffee  (1972a)  :  "A  10-basis- 
point  increase  in  the  mortgage  rate  .  .  .  causes  the  mortgage-demand- 
house  ratio  to  decline  by  over  7  percent."  (Page  164.)  Fair-Jaffee 
report  a  housing  stock  of  $564.3  billion  at  the  beginning  of  1965.  A 
10  basis  point  reduction  in  the  mortgage  rate  then  would  have  in- 
creased the  demand  for  mortgages  by  over  $40  billion.  Expressed  as 
an  elasticity,  these  numbers  imply  that  the  elasticity  of  the  demand  for 
mortgages  with  respect  to  a  change  in  the  mortgage  rate  is  9.5.  That 
is  a  1  percent  change  in  the  mortgage  rate  results  in  a  9.5  percent 
change  in  the  demand  for  mortgages.  Conversely,  with  an  unchanged 
housing  stock,  a  9.5  percent  change  in  the  stock  of  mortgages  would 
be  associated  with  only  a  1  percent  change  in  the  mortgage  rate,  about 
9  basis  points  at  current  rates. 

What  all  this  means  is  that,  in  the  Fair-Jaffee  simulations,  rather 
large  changes  in  the  quantity  of  mortgages  will  be  associated  with 
only  very  small  changes  in  the  mortgage  rate.  These  small  changes  in 
the  mortage  rate,  in  turn,  imply  only  small  changes  in  the  equilibrium 
stock  of  houses.  Thus  in  the  FMP  model  the  stock  of  houses  is  rela- 
tively insensitive  to  the  sorts  of  changes  simulated  by  Fair-Jaffee. 
This  insensitivity  is  built  into  the  model  from  the  beginning  through 
the  high  mortgage  rate  elasticity  of  the  demand  for  mortgages. 

There  are  several  reasons  to  be  skeptical  of  the  mortgage  demand 
elasticity  in  the  FMP  model  and  hence  some  reason  to  be  suspicious  of 
their  result  of  minimal  impact  on  housing.  In  particular,  there  are 
some  peculiar  features  in  the  estimated  mortgage  demand  equation 
and  the  resulting  estimate  of  the  mortgage  rate  elasticity  seems  too 
high. 

The  mortgage  demand  equation  as  estimated  attempts  to  explain 
the  demand  for  mortgage  debt  arising  from  both  the  existing  stock  of 
homes  as  well  as  the  flow  of  new  homes  constructed.  This  concern  with 
both  elements  of  the  demand  for  mortgages  is  a  good  thing  but  the 
particular  implementation  of  this  concern  has  some  implausible  re- 
sults. The  equilibrium  mortgage-debt/house  ratio  for  existing  homes 
is  constrained  to  equal  the  mortgage-debt/house  ratio  for  new  con- 
st ruction.  The  latter  ratio  has  been  a  bit  above  .7  for  the  last  fifteen 
year.-.  While  we  do  not  have  directly  data  on  the  equilibrium  mort- 
--debt/house  ratio  for  existing  homes,  the  actual  ratio  of  the  stork 
of  mortgage  debt  to  the  stock  of  houses  is  simply  nowhere  near  that 
high.  Meltzer  sii:  i  ratio  of  .375  for  1970,  substantially  below  .7. 

The  data,  Fair-Jaffee  present  in  their  table  1  suggests  a  ratio  of  44 
percent,  still  substantially  below  .7. 

The  mortgage  demand  equation  in  the  FMP  model  lias  another  re- 
lated peculiar  result.  As  mentioned  before  the  equation  assumes  that 
the  equilibrium  mortgage-debt/house  ratio  for  the  existing  stock  of 
homes  is  equal  to  the  ratio  for  new  construction.  Further  this  -ratio  is 
estimated  to  depend  on  both  the  mortgage  rate  and  the  corporate  bond 
rate.  For  the  period  10G0  through  1974  the  implied  mortgage-debt/ 
house  ratio  averages  .85.  It  is  over  l.o  for  8  quarters,  a  result  that  is  not 
only  implausible,  but  also  impossible  if  traditional  collateral  require- 
ments are  to  be  met.  In  contrast.  Federal  Home  Loan  Bank  Board  data 
-how  that  the  loan-to-value  ratio  for  new  homes  with  conventional 
mortgage  financing  averaged  .71  over  the  same  period. 
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From  a  mortgage-debt/house  rate  of  .85,  20  basis  point  reduction 
in  the  mortgage  rate  would  be  sufficient  to  send  the  implied  ratio  over 
1.0.  The  simulations  reported  in  Jaffee,  1972b,  show  a  reduction  in  the 
mortgage  rate  of  39  to  47  basis  points.  In  fact  Jaffee  himself  warns 
•"not  to  extrapolate  the  results  of  this  equation  to  the  range  of  interest 
rate  spreads  at  which  the  collateral  requirement,  in  the  aggregate,  be- 
comes binding  on  households."  (Jaffee,  1972a,  p.  104.) 

What  all  this  is  meant  to  suggest  is  that  the  mortgage  demand  equa- 
tion in  the  FMP  model  has  several  peculiar  features :  the  equality  of 
debt/equity  ratios  on  new  and  existing  homes,  a  very  large  mortgage 
rate  elasticity,  and  implausible  implications  for  much  of  the  period 
since  I960  as  well  the  period  of  simulated  change.  In  light  of  these 
problems  and  in  view  of  the  crucial  role  of  the  equation  in  the  simula- 
tions, one  might  well  be  skeptical  of  Fair-Jaffee's  major  conclusion  of 
little  or  no  adverse  impact  on  housing  and  mortgage  markets. 

HENDERSHOTT 

Patric  Hendershott,  along  with  several  collaborators,  has  developed 
a  large  econometric  model  of  financial  flows  based  on  flows  of  funds 
data.  Hendershott  has  simulated  his  model  to  represent  the  proposed 
FIA  changes.5  Hendershott's  simulations  are  only  partial  simulations 
not  full  simulations  of  his  model.  The  simulations  appear  to  include 
only  the  financial  sector,  flows  of  funds  and  interest  rates.  Levels  of 
production  and  income  are  held  constant.  Even  within  the  financial 
sector  certain  things,  such  as  deposit  rates,  are  also  held  constant.6 

Hendershott's  simulations  suggest  that  there  would  be  a  substantial 
stimulative  effect  on  residential  construction.  Such  a  development 
would  be  expected  to  have  multiplier  effects  on  income  with  associ- 
ated feedback  effects  on  interest  rates  and  financial  flows  that  to  some 
extent  would  undercut  the  original  stimulate  effects  on  residential  con- 
struction. Hendershott's  simulations  do  not  have  these  multiplier  and 
feedback  effects  and  are  thus  not  a  complete  evaluation  of  the  FIA 
proposals. 

The  simulations  are  incomplete  in  another  important  way.  Some  of 
Hendershott's  simulations  show  substantial  decline  in  the  mortgage 
rate.  One  would  usually  expect  that  deposit  rates  at  thrifts  w^ould  also 
decline  in  the  face  of  a  large  decline  in  the  yield  on  mortgages.  If 
deposit  rates  declined,  then  deposit  inflows  would  also  decline  and  the 
final  decline  in  the  mortgage  rate  would  be  smaller.  Unfortunately 
Hendershott's  model  does  not  allow  for  this  effect  as  all  deposit  rates 
are  exogenous. 

Feedbacks  from  the  real  sector  and  from  endogenous  deposit  rates 
would  moderate  any  decline  in  mortgage  rates.  It  seems  unlikely  that 

5  See  P.  Hendershott,  "The  Impact  of  the  Financial  Institutions  Act  of  1975,"  in 
Housing  Goals  and  Mortgage  Credit:  1975-80,  Hearings  before  the  Subcommittee  on 
Housing  and    Lrban  Affairs   of  the  Committee  on  Banking,  Housing  and   Urban  Affairs. 

n!tu  states  Senate,  94th  Congress,  1st  session,  September  22,  23  and  25.  1975.  See  also 
unpublished  appendix.  A  revised  version  of  this  paper,  with  comments  by  Cassidv  and 
bwan,  is  forthcoming  in  a  volume  from  the  Department  of  Housing  and  Urban  Develop- 
ment. 

6  The  exact  simulation  model  is  never  presented.  There  are  references  to  versions  of  the 
morlel  in  other  papers  but  one  is  never  sure  exactly  what  equations  are  in  or  out  of  the 
simulations.  A  related  point  is  that  one  does  not  know  what  the  form  of  the  simulation 
equations  is.  This  latter  point  turns  out  to  have  some  relevance.  See  Cassidy's  discussion 
of  Hendershott's  modification  of  the  estimated  equations. 


they  would,  by  themselves,  result  in  an  increase  in  mortgage  rates. 
However,  failure  to  account  for  these  feedbacks  means  that  the  Hen- 
dershott  simulations  paint  much  too  optimistic  a  picture. 

Hendershott's  simulations  are  only  partial  simulations  in  another 
important  respect.  The  model  is  simulated  in  flow  terms  only  and  iir- 
nores  entirely  the  initial  stock  adjustments  as  institutions  initially 
react  to  expanded  powers  under  the  proposed  FIA  changes.  Hender- 
shott acknowledges  that  the  initial  stock  adjustments  will  be  much 
larger  than  the  flow  adjustment.  However  the  impact  of  these  initial 
stock  adjustments  is  simply  ignored.  Hendershott's  simulations  give 
one  no  idea  what  sorts  of  impacts  these  initial  adjustments  might 
have.7 

Simulation  results  in  the  papers  are  reported  in  a  rather  peculiar 
way.  Instead  of  the  time  paths  of  responses,  Hendershott  reports  a 
single  number,  the  median  response  over  the  last  two  years  of  his  five 
year  simulation  period.  One  simply  has  no  idea  what  is  happening 
over  time.  Are  the  differences  from  the  control  simulation — and  hence 
the  impact  of  the  FIA  proposals — getting  bigger  over  time?  Smaller 
over  time?  Are  they  oscillating  in  some  peculiar  fashion?  One  simply 
does  not  know. 

Another  limitation  of  the  use  of  medians  is  that  one  has  no  idea 
of  how  the  FIA  proposals  would  affect  the  cyclical  responses  of  house- 
holds and  thrift  institutions.  Would  they  tend  to  aggravate  or  mod- 
erate cyclical  tendencies?  There  appears  to  be  an  a  priori  presumption 
that  the  expanded  asset  and  liability  powers  should  moderate  cyclical 
effect,  but  Hendershott  presents  no  simulation  results  that  bear  on  this 
question.  Again  one  simply  does  not  know. 

In  the  Hendershott  model,  portfolio  allocation  decisions  by  mutual 
savings  banks  appear  to  be  substantially  more  sensitive  to  interest 
rate  differentials  than  the  decisions  of  savings  and  loan  associations/ 
Hendershott  adjusts  the  interest  rate  coefficients  to  reflect  the  impact 
of  the  mortgage  investment  tax  credit.  For  both  institutions  the 
result  of  the  tax  credit  is  to  reduce  the  interest  sensitivity  of  their 
portfolio  decisions.  However  the  more  basic  question  is  whether  the 
FIA  proposals,  specifically  the  expanded  investment  powers,  will 
make  savings  and  loans  more  like  mutual  savings  banks?  In 
particular,  will  their  portfolio  allocation  decisions  now  show  inter- 
est rate  sensitivity  like  that  of  mutual  savings  banks?  If  the  answer  to 
this  question  is  yes,  then  there  is  much  more  uncertainty  about  the 
long  run  and  cyclical  impacts  of  new  investment  powers.  The  Hender- 
shott simulations,  like  others,  extrapolates  old  behaviorial  relation- 
ships when  the  proposed  changes  may  imply  fundamentally  different 
relationships. 

7  I  lender-shot  t  argues  timi  the  stock  adjustments  must  eventually  have  Impacts  of  tlie 
name  Blgn  ai  his  flow  Impacts.  Even  In  this  case  there  is  still  the  question  of  timing  which 
Hendershott  does  no  I  address.  Further  the  relation  between  Hendershott's  stock  and  flow 

equations  is  unclear.  On  this  point  see  Cassidy. 

"There  is  gome  confusion  aboul  which  institution  is  more  rate  sensitive.  According  to 
estimates  presented  by  Hendershott  and  Villanl  a  rate  change  induces  mutual  savings  banks 
to  reallocate  only  the  il<>w  of  new  funds  while  Bavlngs  and  loan  associations  reallocate 
a  part  of  their  stockholdings  its  weii  as  the  flow  of  new  funds.  This  asymmetrical  treatmenl 

seems  a  hit  peculiar  and  is  at  variance  with  a  large  part  of  current  work  on  portfolio 
theory,  ignoring  this  asymmetrical  treatment  and  looking  only  at  the  estimated  coefficients 
for  Interest   rate  sensitivity  show's  that   the  coefficient   fur  mutual  savings  hanks  is  over-  200 

times  as  large  as  the  coefficient  for  Bavlngs  and  loan  association-. 
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Hendershott/s  basic  methodology  is  to  shift  his  estimated  asset  de- 
mand functions  to  reflect  the  impact  of  expanded  investment  powers 
and  the  chancres  in  the  determination  of  tax  liabilities.  These  equation 
shifts  also  reflect  expanded  liability  powers  for  thrift  institutions.  The 
precise  nature  of  these  shifts  is  to  a  large  extent  arbitrary  and  ad  hoc. 
To  what  extent  will  savings  and  loan  associations  make  use  of  ex- 
panded powers  to  hold  consumer  credit  and  corporate  debt  instrument  I 
If  they  hold  more  of  these  new  assets,  what  type  of  assets  will  be 
reduced?  Mortgages?  Government  securities?  We  simply  do  not  know 
the  answers  to  these  questions.  It  is  to  Hendershott's  credit  that  he 
tries  various  assumptions,  however  one  could  still  question  some  of 
Hendershott's  alternatives  and  wonder  whether  his  assumed  shifts 
are  not  a  bit  too  optimistic. 

There  are  two  major  areas  where  I  have  questions  about  the  re- 
allocations Hendershott  uses :  One,  the  size  of  demand  deposit  shifts ; 
and  two,  the  use  of  new  investment  powers. 

Hendershott  assumes  that  thrift  institutions  will  end  up  holding  15 
to  35  percent  of  household  demand  deposits.  Using  figures  for  the  end 
of  1973  this  would  amout  to  7.7  to  1G.2  percent  of  total  deposits  of 
thrift  institutions.9  Evidence  from  states  where  thrift  institutions 
now  have  the  power  to  issue  demand  deposits  shows  substantially 
smaller  holdings  of  demand  deposits.  Anderson  and  Eisenmenger 
report  data  for  mutual  savings  banks  that  can  issue  demand  deposits 
in  four  states.  In  1970.  demand  deposits  as  a  percent  of  total  deposits 
ranged  from  1.5  to  6.4  percent.  Additional  evidence  comes  from  the 
development  of  XOW  accounts  in  Massachusetts  and  Xew  Hampshire. 
At  the  end  of  1973,  18  months  after  their  introduction.  XOW  account 
deposits  represented  only  1  percent  of  deposits  at  mutual  savings  banks 
offering  NOW  accounts.  "However,  55  percent  of  these  accounts  were 
opened  by  transferring  funds  from  another  account  which  the  de- 
positor held  with  the  same  institution.  Thus,  even  the  1  percent  figure 
overstates  the  gain  in  savings  banks  deposits  created  bv  XOW  ac- 
counts." (K.  Gibson,  p.  22.) 

It  is  possible  that  expanding  portfolio  powers,  in  particular  the 
ability  to  make  consumer  loans,  might  work  in  a  way  that  makes  de- 
mand" deposits  at  thrift  institutions  more  attractive  then  they  are  at 
the  institutions  surveyed  above.  While  a  possibility,  the  magnitude  of 
this  synergistic  effect  is  difficult  to  measure.  Even  allowing  for  some 
such  effect,  the  evidence  surveyed  above  suggests  that  Hendershott's 
least  favorable  demand  deposit  shift  (15  percent)  may  well  be  too 
optimistic. 

There  is  the  further  question  about  how  these  new  funds  will  be 
invested.  Hendershott  says  that  "the  thrifts  will  [be  expected  to] 
invest  the  funds  [demand  deposits]  in  a  manner  more  similar  to  com- 
mercial banks  (70  percent  in  short  term  assets,  30  percent  in  longs  and 
mortgages)  than  the  normal  pattern  of  thrifts  (5  percent  in  shorts 
and  95  in  longs  and  mortgages).''  (Hendershott,  1975.  p.  330.)  He 
then  goes  on  to  assume  that  only  10  to  30  percent  of  new  checking 
accounts  will  be  invested  in  short  term  assets. 


9  According  to  Federal  Reserve  flow  of  funds  data,  households,  personal  trusts  and 
nonprofit  organizations  held  demand  deposits  and  cnrrenov  of  SI 70.2  billion  at  the  end  of 
1973.  Assume  that  8150  billion  of  that  is  demand  deposits.  (The  resulting  820  billion  in 
currency  translates  into  893  for  everv  man.  woman  and  child.)  Total  deposits  at  thrift 
institutions  at  the  end  of  1973  were  8323.6  billion. 

G2-748— 7G— bk.  I 0 


74 

What  difference  does  it  make  to  the  simulation  results  whether  thrift 
institutions  capture  a  large  or  small  fraction  of  household  demand 
deposits  and  whether  they  invest  a  large  or  small  fraction  in  short 
term  assets?  The  precise  answer  to  this  question  would  require  new 
simulations.  However  an  approximate  answer  is  suggested  by  the 
following. 

The  difference  in  the  mortgage  rate  between  Hendershott's  large 
demand  deposit  share  simulation  (35  percent  of  the  market  with  10 
percent  in  shorts)  and  his  small  demand  deposit  share  simulation 
(15  percent  of  the  market  with  30  percent  in  shorts)  is  15  basis  points. 
That  is.  the  mortgage  rate  is  15  basis  points  higher  in  the  simulation 
where  thrifts  capture  the  smaller  fraction  of  household  demand  de- 
posits and  invest  less  of  those  funds  in  mortgages.  Hendershott  claims 
that  the  35  percent  of  market  with  10  percent  in  shorts  implies  that 
18  percent  of  present  demand  deposits  would  flow  into  home  mort- 
gages. The  15  percent  of  market  with  30  percent  in  shorts  implies  that 
6  percent  of  present  demand  deposits  would  flow  into  home  mortgages. 
Thus  every  1  percent  of  demand  deposits  into  mortgages  appears  to 
lower  the  mortgage  rate  by  1.25  basis  points. 

The  evidence  from  mutual  savings  banks  and  Hendershott's  own 
discussion  suggest  that  his  less  favorable  assumptions,  15  percent  of 
market  with  30  percent  in  shorts,  may  be  too  optimistic.  One  might 
assume  instead  that  thrifts  will  capture  only  10  percent  of  household 
demand  deposits  and  will  invest  TO  percent  of  these  funds  in  short  term 
assets.  The  10  and  70  percent  figures  imply  that  only  about  1.75  percent 
of  existing  demand  deposits  would  flow  into  home  mortgages.  Using 
the  interpolation  developed  above,  the  even  smaller  market  share  and 
larger  holdings  of  shorts  suggests  that  the  mortgage  rate  would  be 
about  5  basis  points  higher  than  in  Hendershott's  unfavorable  Simula  - 
lation  and  20  basis  points  higher  than  in  Hendershott's  favorable 
simulation. 

The  other  major  area  of  uncertainty  has  to  do  with  the  portfolio 
shifts  induced  by  the  new  investment  powers  proposed  by  the  FIA. 
Xo  one  knows  for  sure  to  what  extent  these  new  powers  will  be  used. 
Hendershott  presents  two  alternatives  but  again  one  might  still  won- 
der how  sensitive  the  results  are  to  alternative  portfolio  shifts. 

Some  additional  work  that  Hendershott  performed  for  the  Senate 
Banking,  Housing  and  Urban  Affairs  Committee  suggests  that  the 
results  are  indeed  quite  sensitive  to  alternative  assumptions  about  port  - 
folio  shifts.  The  simulations  for  the  committee  have  two  major  differ- 
ences. One,  the  committee  has  thrifts  exploiting  their  new  powers 
slightly  more,  and  two,  in  order  to  exploit  these  new  Lending  powers, 
the  committee  has  thrifts  making  a  much  more  substantial  shift  away 
frOm  mortgages. 

What  happens  to  the  mortgage  rate  under  these  two  alternatives? 
Hendershott's  assumptions  lead  to  a  reduction  in  the  mortgage  rate 
of  5  basis  points  while  the  committees  assumptions  lead  to  an  increase 
in  the  mortgage  rate  of  45  basis  points.  One  docs  not  have  to  choose 
between  these  two  simulations.  One  just  has  to  note  that  to  rule  out 
any  possible  increase  in  the  mortgage  rate  one  would  have  to  argue 
that  Hendershott's  simulation  is  the  worst  possible  case.  However 
taking  a  weighted  average  of  the  t  wo  results  suggests  that  there  are  a 
wide  range  of  plausible  outcomes — only  slightly  more  pessimistic  than 
Hendershott  but  considerably  less  pessimistic  than  the  committee — 
that  would  result  in  higher  mortgage  rates. 


75 

Further  both  of  these  simulations  incorporate  the  15  percent  of 
household  demand  deposits  with  30  percent  in  shorts  assumption.  One 
might  instead  assume  that  thrifts  will  capture  only  10  percent  of  the 
market  for  household  demand  deposits  and  invest  70  percent  of  these 
funds  in  short  term  assets.  The  discussion  above  suggests  that  these 
alternatives  would  mean  a  mortgage  rate  that  was  another  5  basis 
points  higher. 

Our  basic  point  is  not  that  the  mortgage  rate  will  be  5  basis  points 
higher  or  lower,  but  rather  that  there  is  a  wide  range  of  uncertainty. 
Further,  the  uncertainty  is  not  how  far  the  mortgage  rate  will  fall,  but 
rather  whether  it  may  not  increase. 

APPENDIX  II 
Housing  Prices  and  Income 

Increases  in  housing  prices  have  become  of  increasing  concern. 
Public  policy  has  been  committed  to  seeing  that  all  individuals  be  as- 
sured of  a  decent  home  and  a  suitable  living  environment.  To  further 
this  goal  a  number  of  public  policy  measures  have  been  designed  to 
promote  homeownership.  There  is  a  growing  fear  that  increases  in 
the  price  of  housing  may  make  these  goals  impossible  to  achieve. 
Before  committing  public  policy  and  public  resources  it  is  important 
to  look  carefully  at  the  relevant  numbers. 

Tables  1  to  13  present  data  on  income,  general  prices,  housing  prices 
and  mortgage  payments  since  1960.  It  is  important  to  look  at  data  from 
a  variety  of  sources  because  the  way  different  series  are  constructed 
may  make  them  more  or  less  appropriate  for  particular  uses.  Series 
that  appear  to  measure  the  same  thing  may  show  quite  different  results. 
Sometimes  these  differences  can  be  understood  by  taking  account  of 
the  conceptual  differences  in  the  series. 

INCOME 

All  the  series  on  income  in  Tables  1  and  2  show  a  continuing  in- 
crease in  income  since  1960.  The  Census  series  on  median  family  in- 
come and  the  GNP  series  on  per  capita  disposable  income  tell  roughly 
the  same  story  over  the  period  1965-1970  although  there  are  some 
differences  in  the  two  sub  periods.  Average  per  capita  disposable  in- 
come is  the  broadest  measure  of  income  and  for  many  purposes  is  the 
most  appropriate  measure  of  income.  It  shows  substantial  increases 
in  both  nominal  and  real  income  (nominal  income  adjusted  for  the 
change  in  prices)  over  any  broad  period  of  time.1  Only  in  1974  did  real 
per  capita  disposable  income  fail  to  increase.  Data  on  median  family 
income  shows  a  pattern  similar  to  that  of  average  per  capita  income, 
except  that  the  increase  in  the  nominal  level  of  income  fails  to  match 
the  increase  in  prices  in  three  years,  1970,  1971,  and  1974. 

Data  on  average  spendable  earnings  tells  a  substantially  different 
story — little  or  no  growth  in  real  income  over  the  whole  period  1965 
to  1974.  As  detailed  below  this  series  is  subject  to  several  serious 
shortcomings  that  limit  its  usefulness  as  a  broad  based  measure  of 


1  Percentage    increases   in   real   income   are  approximately    the    difference   between    the 
percentage  increase  in  nominal  income  and  the  percentage  increase  in  prices. 
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purchasing  power.  However  the  figures  do  suggest  that  there  may  be 
a  substantial  group  of  people  who  have  not  shared  in  the  increase  in 
real  income  suggested  by  the  figures  on  both  disposable  income  and 
median  family  income. 

Census  data  on  median  family  income  is  a  measure  of  income  before 
taxes.  The  other  two  series  attempt  to  measure  spending  power  after 
taxes.  Figures  on  disposable  income  average  all  sources  of  income  for 
all  people  and  is  thus  the  most  appropriate,  broad  based  measure  of 
spending  power.  The  series  on  spendable  earnings  attempts  to  measure 
wage  and  salary  income  of  production  and  nonsupervisory  workers  on 
private,  nonagricultural  payrolls.  As  a  result  it  ignores  certain  im- 
portant sources  of  income.  Further,  the  way  in  which  the  series  is 
constructed  introduces  certain  biases. 

The  series  is  derived  from  payroll  data  and  in  essence  averages  the 
earnings  of  full  and  part  time  workers.  The  increasing  proportion  of 
part  time  workers  in  the  basic  data  means  that  the  series  understates 
earnings  for  full  time  workers.  Further,  the  series  excludes  three  im- 
portant categories  of  family  income :  fringe  benefits,  income  earned  by 
other  family  members  and  all  other  sources  of  income. 

To  summarize,  the  data  on  median  family  income  and  average  per 
capita  income  show  substantial  increases  in  both  nominal  and  real 
income.  However  the  series  on  spendable  earnings  suggests  that  there 
may  be  a  group  of  people  who  have  not  shared  to  the  same  extent  in 
the  general  increase  in  real  income. 

HOUSE   PRICES 

When  looking  at  house  prices  one  needs  to  carefully  distinguish  be- 
tween selling  prices  of  houses  and  house  price  deflators.  One  also  needs 
to  distinguish  between  the  housing  units  themselves  and  land.  Indexes 
of  house  selling  prices  measure  what  is  happening  to  selling  prices  of 
houses — structures  and  land — that  are  actually  sold.  As  a  result  they 
capture  not  only  any  inflation  in  house  prices  but  also  any  changes  in 
the  characteristics  of  houses  sold  such  as  a  change  in  size  or  quality 
of  the  structure  and/or  the  land.  House  price  deflators  on  the  other 
hand  attempt  to  measure  only  the  pure  inflation  by  correcting  for 
changes  in  the  quality  of  houses.  There  are  separate  deflators  for  struc- 
t  ures  and  land  as  well  as  ones  that  include  both.  Data  on  house  prices 
and  deflators  are  shown  in  Tables  5  to  8. 

HOUSE   PRICE  DEFLATORS 

The  Census  Bureau  index  attempts  fco  measure  the  pure  inflation 
in  land  and  structure  prices.  It  uses  regression  analysis  to  control  tor 

changes  in  the  characteristics  of  homes.  However  the  index  does  noi 
eorred  for  changes  in  lot  size.  The  Census  Bureau  index  u>es  total 
payments  1'or  land  as  a  measure  of  the  inflation  in  land  prices  and  thus 
understates  the  increase  in  laud  prices  as  lot  size  has  decreased. 

The  GNP  residential  construction  deflator  is  based  on  the  Census 

Bureau  index.  The  residential  construction  deflator  is  a  measure  of 
inflat  ion  in  si  met  ure  prices  only.  The  resident  ial  const  ruct  ion  deflator 
Ls  obtained  by  adjusl ing  the  ( Jensus  Bureau  index  to  exclude  all  effects 
of  land  prices.  A-  a  result  it  is  a  good  measure  of  t  he  inflation  of  con- 
struction costs  but  a  poorer  measure  of  whal  Is  happening  to  house 
prices  because  houses  are  usually  -old  with  land. 
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The  Boeckh  index  is  also  a  measure  of  inflation  in  construction  costs. 
However  there  is  a  major  shortcoming  in  the  Boeckh  index.  As  a  result. 
the  Boeckh  index  overstates  the  inflation  in  building-  costs  and  shows 
considerably  more  increase  than  the  residential  construction  deflator. 
The  Boeckh  index  is  in  essence  an  average  of  wages  and  the  cost  of 
materials.  It  makes  no  allowance  for  increases  in  labor  productivity 
and/or  material  substitution.  As  a  result  the  Boeckh  index  overstates 
the  inflation  in  housing  costs  by  about  iy2  percent  per  year  over  the 
period  1965-1974  and  1  percent  over  the  period  1970-1974:. 

FHA  collects  data  on  the  price  of  land  of  FHA  insured  property. 
This  data  is  subject  to  several  weaknesses  but  strongly  suggests  that 
there  have  been  substantial  increases  in  land  prices. 

What  do  these  different  deflators  show  has  happened  to  construction 
costs  ?  The  available  deflators  confirm  that  there  has  been  a  substantial 
increase  in  construction  costs.  Over  the  period  1965-1970  construction 
costs  of  structures  as  measured  by  the  GXP  residential  construction  de- 
flator rose  in  line  with  overall  prices  as  measured  by  either  the  overall 
GXP  deflator  or  the  consumer  price  index.  All  of  these  indexes  rose 
about  23  percent.  The  rise  was  substantially  less  than  the  increase  in 
average  per  capita  disposable  income  over  the  same  period.  Income 
was  more  than  keeping  pace  with  prices  in  general  and  construction 
costs  in  particular. 

The  Census  Bureau  index,  which  includes  land  prices,  shows  a 
slightly  larger  increase  over  the  same  period.  When  one  considers  the 
limitations  of  the  way  the  Census  Bureau  index  treats  land  prices, 
there  is  a  suggestion  that  the  Census  Bureau  index  might  understate 
the  pure  inflation  in  house  prices  including  land. 

Since  1970,  construction  costs  have  risen  substantially  more  than 
prices  in  general.  A  comparison  of  the  residential  construction  de- 
flator with  the  overall  GXP  deflator  and  the  CPI  suggests  that  over 
the  period  1970-74  construction  costs  rose  by  one  third  more  than 
the  average  of  other  prices.  Structures  were  becoming  relatively  more 
expensive. 

The  Census  Bureau  index,  which  includes  land  prices,  shows  a 
slightly  smaller  increase  over  the  period  1970-1974.  This  result  seems 
especially  surprising  in  view  of  the  FHA  data  on  land  prices  and  is 
most  likely  the  result  of  the  way  the  Census  Bureau  index  treats  land. 
Allowing  for  an  increase  in  land  prices  at  even  faster  rates  than  struc- 
ture prices  suggests  that  house  prices  including  land  showed  a  pure 
inflation  substantially  greater  than  prices  on  average.  Xot  only  was  the 
inflation  in  houses  prices  faster  than  that  of  prices  in  general  over  the 
period  1970-1974,  but  it  exceeded  the  increase  in  income.  Over  the 
period  1970-1974,  construction  costs,  as  measured  by  the  residential 
construction  deflator,  rose  by  about  as  much  as  aA^erage  per  capita 
disposable  income.  The  FHA  data  on  land  prices  shows  an  even  larger 
increase.  Combining  the  data  on  construction  costs  and  land  prices 
suggests  that  the  increase  in  house  prices — structures  and  land — ex- 
ceeded the  increase  in  income. 

HOUSE  PRICES 

There  are  several  series  on  sales  prices  of  homes.  They  are  shown  in 
Tables  7  and  8.  It  should  be  remembered  that  these  series  on  selling 
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prices  measure  not  only  any  pure  inflation  but  also  include  changes  in 
the  characteristics  of  units  and/or  lots.  The  Federal  Home  Loan 
Bank  Board  (FHLBB)  and  the  Census  collect  information  on  the 
sales  price  of  conventionally  financed  new  single  family  homes.  Both 
series  tell  a  similar  in  terms  of  rates  of  increase  although  some  details 
differ.  (The  levels  of  the  two  series  differ  for  a  technical  reason:  the 
Census  figure  is  a  median,  the  FHLBB  series  is  a  mean  which  is  higher 
because  of  the  inclusion  of  some  very  expensive  homes.) 

The  Census  figure  is  probably  the  more  appropriate  figure  to  use 
as  a  measure  of  the  cost  of  an  average  house.  Being  the  median  price 
means  that  one  half  of  all  houses  sold  had  a  sales  price  less  than  or 
equal  to  the  median  price  while  the  other  half  had  sales  prices  greater 
than  or  equal  to  it.  Over  the  period  1965-1970,  both  series  show  an 
increase  in  the  sales  price  of  new  homes  in  excess  of  the  pure  inflation 
as  measured  by  the  house  price  deflators,  suggesting  that  people  were 
buying  bigger  and/better  houses.  The  period  1965-1970  was  also  a 
period  of  strong  gains  in  real  income  and  a  period  when  the  inflation 
in  construction  costs  was  similar  to  general  inflation. 

Over  the  period  1970-1974  increases  in  sales  prices  of  new  homes 
did  not  match  the  increase  in  construction  costs,  suggesting  that  people 
were  buying  smaller  homes  and/or  homes  of  reduced  quaity.  In  con- 
trast to  the  earlier  period,  1970-1974  was  a  period  of  smaller  gains  in 
real  income  and  a  period  when  the  inflation  in  construction  costs  sub- 
stantially exceeded  the  general  rate  of  inflation. 

The  Census  Bureau  also  collects  data  on  sales  prices  of  new  units  with 
FHA  and  VA  financing.  These  data  show  a  slightly  different  picture. 
Over  the  whole  period  1965-1974,  both  series  show  larger  increases 
than  for  conventional  financed  homes.  Further  the  pattern  of  increases 
in  the  two  subperiocls  also  differs  from  the  pattern  for  conventional 
financed  units.  The  figures  for  the  separate  period  are  more  varied 
than  those  for  conventionally  financed  houses  and  reflect  among  other 
things  the  impact  of  the  235  program  as  well  as  the  timing  of  changes 
in  FHA  and  VA  regulations  as  to  maximum  house  prices  and  interest 
rates. 

EXISTING   HOUSES 

Both  the  FHLBB  and  the  National  Association  of  Real  Estate 
Boards  collect  data  on  prices  of  existing  homes.  Tables  7  and  8  present 
the  FHLBB  data  on  sales  prices  of  existing  homes.  Over  the  periods 
1965-1970  and  1970-1974  the  FHLBB  data  for  existing  homes  shows 
virtually  the  same  increases  as  the  FHLBB  data  for  new  homes.  The 
year  to  year  movements  differ  but  the  longer  period  increases  are  quite 
similar.  It  should  be  noted  that  the  data  collected  by  the  National 
Association  of  Real  Estate  Boards  shows  a  slightly  higher  rate  of 
increase. 

The  similar  response  of  prices  of  new  and  existing  homes  should 
not  be  too  surprising.  One  would  expect  that  when  two  goods  are 
close  substitutes  their  prices  should  show  similar  movements.  If  their 
relative  prices  move  far  from  normal  relations  one  type  of  housing 
represents  an  especially  good  buy  when  compared  to  the  other.  In 
such  a  situation  an  economist  would  expect  that  individuals  would 
switch  their  buying  plans  and  reestablish  the  traditional  differentials. 

The  increase  in  prices  of  existing  houses  points  up  another  aspect 
of  the  recent  inflation  in  house  prices  and  that  is  the  large  capital 
gains  that  most  current  home  owners  have  experienced.  In  addition 
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most  homeowners  are  highly  levered  with  mortgage  financing  and  have 
thus  experienced  substantial  rates  of  return  on  the  equity  investment 
in  their  homes. 

MORTGAGE   PAYMENTS 

Monthly  mortgage  payments  are  determined  by  the  interaction 
of  mortgage  terms — interest  rate,  maturity,  loan-to- value  ratio — 
and  house  prices.  If  mortgage  terms  remained  unchanged  monthly 
mortgage  payments  would  rise  in  step  with  house  prices.  Over  the 
period  1965-1974  mortgage  terms  have  not  remained  unchanged.  Data 
from  the  FHLBB  survey  of  conventional  mortgage  lending  allows  one 
to  detail  the  change  in  mortgage  terms.  The  average  maturity  of  con- 
ventional mortgages  for  new  homes  has  increased,  which  by  itself 
would  tend  to  reduce  monthly  mortgage  payments.  The  average  loan- 
to-value  ratio  has  also  increased  which  by  itself  would  tend  to  increase 
monthly  mortgage  pajonents.  However,  dwarfing  both  these  figures 
has  been  the  increase  in  interest  rates  that  has  resulted  in  a  substantial 
increase  in  monthly  mortgage  payments.  The  combination  of  the  in- 
crease in  house  prices  and  the  change  in  mortgage  terms  has  resulted  in 
an  increase  in  mortgage  payments  of  105  to  120  percent  from  1965  to 
1975.  Tables  9  to  11  detail  these  changes. 

Over  the  period  1965-1974  the  increase  in  mortgage  payments  is 
substantially  in  excess  of  the  increase  in  average  incomes.  Using 
Census  data,  the  ratio  of  mortgage  payments  to  income  has  risen  over 
the  period  by  almost  20  percent.  But  this  ratio  needs  to  be  inter- 
preted with  care.  Imagine  a  family  in  1965  with  the  median  family 
income  of  $6,957  buying  a  median  priced  new  home  with  conventional 
financing  at  a  price  of  $22,700.  This  family  would  have  mortgage 
payments  in  1965  of  $1,265  equal  to  18.2  percent  of  its  before  tax 
income.  Imagine  another  family  in  1974  with  the  1974  median  family 
income  of  $12,836,  buying  a  1974  median  price  new  home  with  conven- 
tional financing  for  $38,000.  This  family  would  have  mortgage  pay- 
ments in  1974  of  $2,793,  equal  to  21.8  percent  of  its  before  tax  income. 
The  second  family  thus  has  initial  mortgage  payments  that  take  up 
3.6  percent  more  of  its  before  tax  income  than  was  the  case  for  the  first 
family  (3.6  is  20  percent  of  18.2) . 

However  when  one  considers  the  case  of  the  first  familv  in  1974. 
nine  years  after  it  purchased  its  home,  one  gets  a  decidedly  different 
picture.  If  the  income  of  this  family  kept  pace  with  median  family 
income,  the  ratio  of  mortgage  payments  to  before  tax  income  would 
have  dropped  dramatically.  In  fact  it  would  have  dropped  to  9.9 
percent.  This  is  because  the  traditional  mortgage  contract  fixes  pay- 
ments in  nominal  terms  over  the  life  of  the  mortgage.  The  yearly 
mortgage  payments  remain  at  $1,265.  On  the  other  hand  the  family's 
nominal  income  would  be  expected  to  grow,  reflecting  both  inflation 
and  trend  increases  in  productivity.  As  a  result  the  ratio  of  mortgage 
payments  to  income  would  fall.  The  family  that  bought  a  home  in  1965 
is  now  using  a  smaller  fraction  of  its  income  to  meet  mortgage  pay- 
ments. Further,  the  family  that  bought  a  home  in  1974  can  expect 
a  similar  decline  in  the  fraction  of  its  income  that  must  be  used  to  meet 
mortgage  payments. 

COST   OF   HOMEOWXERSHIP 

Mortgage  payments  are  an  important  cash  outlay  for  homeowners 
but  they  are  not  a  complete  measure  of  the  costs  of  homeowning.  In 
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particular  one  would  want  to  account  for  additional  expenditures 
for  property  taxes,  insurance,  and  maintenance  and  repair.  Detailed 
data  from  the  CPI  series  on  the  cost  of  homeownership  show  that 
the<e  three  categories  of  expenses  have  all  increased  less  than  average 
income.  As  seen  in  Tables  12  and  13,  over  the  period  1965-1974  the  in- 
flation in  maintenance  and  repair  expenditures  was  88  percent,  almost 
as  much  as  the  increase  in  average  income,  while  taxes  increased  by 
65  percent  and  insurance  premiums  by  38  percent. 

An  economist  would  want  to  make  four  further  adjustments  to 
arrive  at  what  he  would  call  the  cost  of  housing.  In  particular  he 
would  want  to  eliminate  the  principal  portion  of  the  mortgage  pay- 
ment— that  is  a  form  of  saving.  Secondly,  lie  would  want  to  allow 
for  the  opportunity  cost  of  the  homeowner's  equity.  If  a  family  rented, 
it  would  invest  its  current  equity  and  earn  a  return  on  that  money. 
Thirdly,  he  would  want  to  make  some  allowance  for  the  capital  gains 
on  houses  which  works  to  reduce  the  cost  of  housing.  Fourthly,  he 
would  want  to  take  account  of  special  income  tax  preferences  for 
homeowners  that  also  work  to  reduce  the  cost  of  housing. 

TABLE  l.-SELECTED  MEASURES  OF  INCOME,  1960-1974 


Year 


Median 
Family 
Income 


Average 
Per  capita 
Disposable 

Income 


Weekly 

Spendable 

Earnings 


1960. 

1961. 

1962. 

1963. 

1964. 

1965. 

1966. 

1967. 

1968. 

1969. 

1970. 

1971 

1972. 

1973. 

1974 


$5,  620 

$1,937 

$72.  96 

5,737 

1,984 

74.48 

5,956 

2,065 

76.  £9 

6,249 

2,138 

/8.  56 

6,569 

2,283 

82.57 

6,957 

2,436 

86.30 

7,500 

2,604 

88.66 

7,933 

2,749 

90.86 

8,632 

2,945 

95.28 

9,433 

3,130 

99.99 

9,867 

3.376 

104.61 

10,  285 

3,605 

112.21 

11,116 

3,843 

120.79 

12,051 

4,296 

127.41 

12,  836 

4,623 

134.37 

Source:  col.  1 :  "Current  Population  Reports,  Consumer  Income,"  Series  P-60,  numbers  49,  93,  98. 
col.  2:  "Economic  Report  of  the  President,  1975,"  table  C-18. 
col.  3:  "Business  Statistics,  1973,"  p.  85;  "Survey  of  Current  Business,"  June  1975,  p.  S-16. 


TABLE  2.-PERCENTAGE  CHANGE  IN  SELECTED  MEASURES  OF  INCOME,  1960-1974 


Year 

Median 
Family 
Income 

Average 

Per  capita 

Disposable 

Income 

Weekly 

Spendable 

Earnings 

1960 

37 

1.7 

2.4 

4.1 

3.5 

6.8 

6.7 

6.9 

5.6 

7.1 

6.3 

7.9 

6.8 

6.6 

11.8 

7.7 

38.6 

36.9 

89.8 

1.5 

1961 

1962 

2.1 

3.8 

2.1 
3.4 

1963      

1964 

49 

5.1 

2.0 
5.1 

1965 

5.9 

4.5 

1966 

7.8 

2.7 

1967 

5.8 

2.5 

1968 

8.8 

4.9 

1969  . 

1970  . 

9.3 
4.6 

4.9 
4.6 

1971 

4.2 

7.3 

1972 

8.1 

7.6 

1973 

8.4 

5.5 

197-1 

6.5 

5.5 

1965  1970         

1970-1974                                         

1965  1974 

41.8 
30.1 
84.5 

21.2 
28.4 
55.7 

Source:  see  Table  1 
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TABLE  3.-SELECTED  MEASURES  OF  GENERAL  PRICES.  1960-1974 


Year 


GNP  Implicit  Consumer 

Price  Deflator         Price  Index 

(1967  =  100)        (1967  =  100) 


1960 

87.8 

88.7 

1961 

89.0 

89.6 

1962 

90.0 

90.6 

1963 

91.1 

91.7 

1964 

92.6 

92.9 

1965... 

94.3 

94.5 

1966.. 

96.9 

97.2 

1967... 

100.0 

100.0 

1968 

.  .   ..                                                             104.0 

104.2 

1969  . 

109.0 

109.8 

1970 

115.0 

116.3 

1971.. 

120.2 

121.3 

1972 

124.3 

125.3 

1973 _ 

131.2 

133.1 

1974 

144.7 

147.7 

Source:  col  1:  "Economic  Report  of  the  President,"  1975,  Table  C-3  (converted  to  1967  base). 
col  2:  "Economic  Report  of  the  President,"  1975,  Table  C-44. 

TABLE  4.— PERCENTAGE  CHANGE  IN  SELECTED  MEASURES  OF  GENERAL  PRICES.  1969-1974 


Year 


GNP  Imolicit 
Price  Deflator 


Consumer 
Price  Index 


1960 

1961 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

1974 

1957-1970. 
1970-1974. 
1965-1974. 


1.6 

1.6 

1.3 

1.0 

1.1 

1.1 

1.3 

1.2 

1.6 

1.3 

1.8 

1.7 

2.8 

2.9 

3.2 

2.9 

4.0 

4.2 

4.8 

5.4 

5.5 

5.9 

4.5 

4.3 

3.4 

3.3 

5.5 

6.2 

10.2 

11.0 

22.0 

23.1 

25.8 

27.0 

53.4 

56.3 

Sources:  see  Table  3. 


TABLE  5.-SELECTED  MEASURES  OF  HOUSE  PRICE  DEFLATORS,  1960-1974 


Year 


Bureau 

of  The 

GNP 

Census  New 

Residential 

One 

Family 

Structures 

Houses 

Deflator 

(Including  Lot) 

(1967  =  100) 

(1967  =  100) 

84.9 

na 

85.3 

na 

86.7 

na 

88.5 

90.2 

91.2 

91.1 

92.8 

93.2 

95.4 

96.6 

100.0 

100.0 

105.4 

105.1 

111.9 

113.6 

113.9 

117.4 

119.7 

123.2 

127.9 

131.0 

141.3 

144.8 

155.6 

158.1 

Boeckh  Index     FHA  Land  Prices 

Residences         (Median  price 

(1967  =  100)      per  square  foot) 


1960. 
1961. 
1962. 
1963. 
1964. 
1965. 
1966. 
1967. 
1968. 
1969. 
1970. 
1971. 
1972. 
1973. 
1974. 


81.8 

82.0 

83.4 

85.2 

87.6 

90.4 

94.3 

100.0 

102.3 

116.2 

122.4 

132.8 

145.3 

159.2 

172.0 


na 

na 

na 

na 

$.36 

.36 

.36 

.38 

.42 

.45 

.57 

.65 

.75 

.85 

.85 


Source:  col.  1 :  "Economic  Report  of  the  President,"  1975,  Table  C-3. 

col.  2:  "Construction  Review,"  April  1975,  Table  E  4. 

col.  3:  Business  Statistics,  1973,  p.  55;  "Survey  of  Current  Business,"  June  1974,  p.  S-10. 

col.  4:  "HUD  Yearbook,"  various  years;  FHA,  data  is  for  the  first  three  quarters  of  each  year. 
Na:  not  available. 
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TABLE  6.-PERCENTAGE  CHANGE  IN  SELECTED  MEASURES  OF  HOUSE  PRICE  DEFLATORS,  1960-1974 


Bureau  of  The 

GNP  Residential   Census  New  One 

Structures 

Fam 

ily  Houses       Boeckh  Index 

FHA  Land 

Year 

Deflator 

(Including  Lot) 

Residences 

Prices 

1960. 

1.4 

na 

1.6 

na 

1961. 

.5 

na 

.2 

na 

1962.. 

1.6 

na 

1.7 

na 

1963. 

2.1 

na 

2.2 

na 

1964. 

3.1 

1.0 

2.8 

na 

1965.. 

1.7 

2.3 

3.2 

na 

1966.. 

2.8 

3.6 

4.3 

0 

1967.. 

4.9 

3.5 

6.0 

5.5 

1968. 

5.4 

5.1 

7.3 

10.5 

1969. 

6.2 

8.1 

8.8 

7.1 

1970. 

1.8 

3.3 

5.3 

26.7 

1971. 

5.1 

4.9 

8.5 

14.0 

1972.. 

6.8 

6.3 

9.8 

15.4 

1973.. 

11.1 

10.5 

9.2 

13.3 

1974.. 

10.1 

9.2 

8.0 

0 

1965-1970 

22.8 

26.0 

35.4 

58.3 

1970-1974 

36.6 

34.7 

40.5 

49.1 

1960-1974 

67.7 

69.6 

90.2 

136.1 

Source:  see  Table  5. 

Na: 

not  available. 

TABLE  7.-SELECTED  MEASURES  OF  HOUSE  PRICES,  1963- 

-1974 

FHLBB  Survey  Average  Price 

Bureau  of  the  Census  Median  Price  of  New 

of  Home  with  Conventional 

One  Family  Homes  Sold 

Financing 

Conventional 
financing 

FHA 
financing 

VA 

financing 

Year 

New 

Existing 

1963.. 

$22,500 

$17,800 

$20,  400 

$15,  500 

$15,700 

1964.. 

23,700 

18,900 

21,300 

15,  600 

16,  200 

1965. 

25,100 

21, 

600 

22,  700 

16,  500 

17,900 

1966.. 

26,600 

22,  200 

24,  400 

17,  500 

18,  000 

196/.. 

28,000 

24, 

,100 

26,  600 

17,800 

18,  700 

1963.. 

30,700 

25,  600 

28,  500 

19,  200 

19,800 

1969. 

34,100 

28,  300 

30,  400 

19,  300 

21,800 

1970.. 

35,500 

30,  000 

30, 800 

19,  200 

23,  700 

19/L. 

36,300 

31, 

700 

31,900 

19,800 

25,  300 

1972.. 

37,300 

33,  400 

31,600 

20,  500 

25, 100 

1973.. 

37,100 

31, 

,200 

35, 100 

22, 100 

27,  200 

1974.. 

40,100 

34, 

700 

38,  000 

29, 800 

31,  300 

Source:    cols  1  and  2:  "Federal  Home  Loan  Bank  Board  Journal,"  various  issues;  Federal  Reserve  Bulletin,  February 
1969. 
cols  3,  4,  and  5:  "Construction  Reports,  New  One-Family  Homes  Sold  and  For  Sale,"  Series  C25,  various 
issues. 

TABLE  8.-PERCENTAGE  CHANGE  IN  SELECTED  MEASURES  OF  HOUSE  PRICES,  1964-1974 


FHLBB  Survey  Average  Price 

Bureau  of  the  Census  Median  Price  of  Now 

of  Home  with  Conventional 

One- 

Family  Homes  Sold 

Financing 

Conventional 
financing 

FHA 

VA 

Year 

New 

Existing 

financing 

financing 

1964 

5.3 

6.2 

4.4 

0.6 

3.2 

1965 

5.1 

14.3 

6.6 

5.8 

10.5 

1966 

6.0 

2.8 

7.5 

6.1 

0.6 

1967 

5.3 

8.6 

9.0 

1.7 

3.9 

1968 

9.6 

6.2 

7.1 

7.9 

5.9 

1969 

11.1 

10.5 

6.7 

0.5 

10.1 

1970 

4.1 

6.0 

1.3 

-0.5 

8.7 

1971 

2.3 

5.7 

3.6 

3.1 

6.8 

197? 

2.8 

5.4 

-.9 

3.5 

-0.8 

1973 

-.5 

-6.6 

11.1 

7.8 

8.4 

1974 

8.1 

11.2 

8.3 

34.8 

15.1 

1965- 

1970    

41.4 

38.9 

35.7 

16.3 

32.4 

1970- 

1974 

13.0 

15.7 

23.0 

55.2 

32.1 

1965- 

1974 

59.8 

60.6 

67.4 

80.6 

74.9 

Source:  see  Table  7. 
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TABLE  9.-SELECTED  MEASURES  OF  MONTHLY  MORTGAGE  PAYMENTS  FOR  NEW  HOMES,  1963-1974 


Conventional  Financing 


Year 


Based  on 

Based  on 

FHA  Financing 

FHLBBdata 

Census  data 

(Section  203) 

$106. 59 

$96. 64 

$92.  45 

111.13 

99.87 

94.19 

116.58 

105.43 

97.46 

127.51 

116.96 

105. 16 

136.59 

129.77 

117.14 

156.74 

145.51 

124.85 

184.84 

164. 79 

144.57 

200.  83 

174.24 

174.41 

198. 10 

174.08 

174.40 

205. 12 

173.77 

169.96 

213.65 

202. 13 

169.40 

245.61 

232.74 

200.  26 

1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 


Note:  col  1  &  col  2:  Principal  and  interest  payments  calculated  from  FHLBB  survey  data  on  characteristics  of  conven- 
tional mortgage  loans.  Column  1  uses  FHLBB  data  on  average  price  of  new  homes.  Column  2  uses  Census  data  on  median 
price.  Col  3:  FHA  data,  based  on  average  price. 

Source:  col  1:  "Federal  Home  Loan  Bank  Board  Journal",  various  issues 

col  2:  "Construction  Reports,  New  One-Family  Homes  Sold  and  For  Sale,"  series  C25,  various  issues 
col  3:  "HUD  Yearbook,"  various  issues 


TABLE  10. 


-PERCENTAGE  CHANGE  IN  SELECTED  MEASURES  OF  MONTHLY  MORTGAGE  PAYMENTS  FOR  NEW  HOMES, 

1964-1974 


Conventional  Financing 


Year 


Based  on 

Based  on 

FHA  Financing 

FHLBB  data 

Census  data 

(Section  203) 

4.3 

3.3 

1.9 

4.9 

5.6 

3.5 

9.4 

10.9 

7.9 

7.1 

10.9 

11.4 

14.8 

12.1 

6.6 

17.9 

13.2 

15.8 

8.6 

5.7 

20.6 

-1.1 

-.1 

-0.0 

3.5 

-.2 

-2.5 

4.2 

16.3 

-0.3 

15.0 

15.1 

18.2 

72.3 

65.3 

79.0 

27.3 

33.6 

14.8 

110.7 

120.8 

105.5 

1S64 

1955 

1965 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

1974 

1965-1970 
1970-1974 
1965-1974 


Source:  See  Table  9. 


TABLE  ll.-MONTHLY  MORTGAGE  PAYMENTS 


1965 


1974 


Purchase  Price... 

Loan  to  value  ratio 

Maturity  (years).. 

Interest  rate  (percent) 

Monthly  mortgage  payment 


Monthly  mortgage  payment  if: 

1965  mortgage  terms,  1974  purchase  price 

1965  purchase  price,  1974  mortgage  terms 

1965  purchase  price,  L/V,  interest  rate,  1974  maturity 
1965  purchase  price,  maturity,  interest  rate,  1974  L/V 
1965  purchase  price,  maturity,  LA/,  1974  interest  rate. 
1974  purchase  price  and  mortgage  terms 


$25, 100 

$40, 100 

.739 

.753 

25 

26.8 

5.74 

8.71 

$116.58 

$245.61 

Percentage 

change  from 

Payment 

1965 

$186.25 

59.8 

153.74 

31.9 

113.95 

-2.3 

119.58 

2.5 

151.99 

30.4 

245.61 

110.7 

Note:  calculated  from  data  from  FHLBB  survey  of  conventional  mortgage  lending. 
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TABLE  12.-SELECTED   MEASURES  OF  THE  COST  OF  HOMEOWNERSHIP   FROM  THE   CONSUMER    PRICE    INDEX 

1960-1974 


Year 


Overall 

Index  of 

Cost  of 

Mortgage 

Home- 

Rate 

Property 

Maintenance 

ownership 

(1967-100) 

Taxes 

Insurance 

and  Repair 

86.3 

95.3 

na 

76.9 

84.6 

86.9 

92.8 

na 

77.2 

85.9 

87.9 

91.1 

na 

77.7 

86.5 

89.0 

90.0 

na 

80.0 

87.7 

90.8 

89.4 

87.9 

84.1 

89.5 

92.7 

89.7 

91.5 

89.8 

91.3 

96.3 

95.3 

94.4 

94.6 

95.2 

100.0 

100.0 

100.0 

100.0 

100.0 

105.7 

106.7 

1C5.6 

104.7 

106.1 

116.0 

120.0 

111.9 

109.3 

115.0 

128.5 

132.1 

121.0 

113.4 

124.0 

133.  7 

120.4 

131.1 

119.9 

133.7 

140.1 

117.5 

145.7 

123.2 

140.7 

146.7 

123.2 

152.3 

124.4 

151.0 

163.2 

140.2 

151.2 

124.7 

171.6 

1960. 
1961. 
1962. 
1963. 
1964. 
1965. 
1966. 
1967. 
1968. 
1969. 
1970. 
1971. 
1972. 
1973. 
1974. 


Source:  all  cols.:  "BLS  Handbook  of  Labor  Statistics,  1973,  Monthly  Labor  Review,"  January  and  March  1975. 
Na:  not  ava  lable. 

TABLE  13.-PERCENTAGE   CHANGE   IN   SELECTED   MEASURES   OF  THE   COST  OF  HOMEOWNERSHIP  FROM   THE 

CONSUMER  PRICE  INDEX,  1960-1974 


Overall 

Index  of 

Cost  of 

Home- 

Mortgage 

Property 

Maintenance 

Year 

ownership 

Rate 

Taxes 

Insurance 

and  Repair 

1960 

2.3 

4.6 

na 

-0.3 

1.7 

1961 

0.7 

-2.6 

na 

0.4 

1.5 

1962 

1.1 

-1.8 

na 

0.6 

0.7 

1963 

1.3 

-0.2 

na 

3.0 

1.4 

1964 

2.0 

-0.7 

na 

5.1 

2.1 

1965 

2.1 

0.3 

4.1 

6.8 

2.0 

196S 

3.9 

6.2 

3.2 

5.3 

4.3 

1967 

3.8 

4.9 

5.9 

5.7 

5.0 

1968 

5.7 

6.7 

5.6 

4.7 

6.1 

1969 

9.7 

12.5 

6.0 

4.4 

8.4 

1970 

10.8 

10.1 

8.1 

3.8 

7.8 

1971 

4.0 

-8.9 

8.3 

5.7 

7.8 

197? 

4.8 

-2.4 

11.1 

2.8 

5.2 

1973 

4.7 

4.9 

4.5 

1.0 

7.3 

1974 

11.2 

13.8 

-0.7 

-0.2 

13.6 

1965- 

1970 

38.6 

47.3 

32.2 

26.3 

35.8 

1970 

1974 

27.0 

6.1 

25.0 

9.5 

38.4 

1965- 

1974 

76.1 

56.3 

65.2 

38.3 

88.0 

Source:  See  Table  11. 
Na:  not  available. 


APPENDIX  III 


Who  Can  Afford  a  New  HottseI 

"Who  can  afford  a  new  house?"  has  become  a  popular  question  in 

107.").  ('aria  Hills.  Secretary  of  HUD,  was  reported  by  the  Associated 

Press  as  saying  that  in  1975  only  31  percent  of  Americans  could  afford 
a  new  median  priced  home.  A  study  for  The  Joint  Economic  Commit- 
tee (JEC)  reports  that  ii  required  an  annual  income  of  at  least 
S-j;. :;:;<)  to  afford  a  new  median  priced  home  in  11)7-1.  as  contrasted  wit  h 
;i  median  family  income  of  $12,8  tO.1  These  sets  of  figures  have  led  some 
observers  to  he  quite  pessimistic  about  the  future  of  bomeownership. 


A  detailed  critique  <>f  this  .study  is  attached. 
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I  want  to  stress  two  major  points.  One,  the  question  "who  can 
afford  a  new  house  P,  is  incapable  of  being  answered  in  any  meaning- 
ful sense,  and,  two,  the  answers  that  have  been  offered  present  a 
false  and  extremely  misleading  impression  of  precision.  These  points 
are  important  because  of  the  possibility  that  the  answers  that  have 
been  offered  could  lead  to  one  of  two  unfortunate  responses,  either 
the  enactment  of  hasty  and  ill  conceived  policies  to  meet  what  is 
perceived  as  a  national  disaster  or,  perhaps  worse,  a  sense  of  impo- 
tence and  resignation  in  the  face  of  such  a  large  problem  with  a 
consequent  failure  to  attempt  to  solve  any  part  of  the  problem. 

A  lot  of  studies,  including  the  JEC  study,  take  data  on  average 
or  median  home  prices,  interest  rates,  etc.,  and,  using  rules-of-thumb, 
derive  how  much  income  is  necessary  to  be  able  to  afford  this  house. 
This  median  or  average  house  and  the  associated  income  then  become 
implicit  standards  for  public  policy.  The  use  of  the  median  priced 
home  as  a  standard  neglects  the  fact  that  half  of  new  homes  sold  had 
even  lower  sales  prices.  The  use  of  the  average  price  means  even  more 
homes  had  a  lower  price.  For  example,  in  1973,  the  Census  Bureau 
reported  that  the  median  sales  price  of  new  one  family  homes  sold 
was  $32,500.  For  the  same  year  the  Federal  Home  Loan  Bank  Board 
reported  an  average  sales  price  for  new  homes  of  $37,100.  A  linear 
interpolation  of  the  census  figures  suggests  that  over  64  percent  of 
new  homes  sold  had  sales  prices  of  less  than  $37,100. 

I  do  not  mean  to  imply  that  all  new  homes,  regardless  of  sales 
prices,  provide  decent  housing.  Undoubtedly  some,  especially  at  very 
low  prices,  do  not.  All  I  mean  to  suggest  is  that  it  is  not  at  all 
clear  that  a  concern  for  providing  decent  housing  for  all  families 
means  that  each  family  should  be  entitled  to  the  average  or  median 
of  all  new  construction. 

This  question  about  what  provides  decent  housing  is  at  the  heart 
of  why  it  is  so  difficult  to  answer  the  question  "Who  can  afford  to 
buy  a  new  house?"  Every  time  anyone  tries  to  answer  this  question 
their  use  of  a  particular  house  price  implicitly  introduces  their  own 
value  judgment  as  to  what  is  a  reasonable  and  proper  house.  I  do 
not  know  how  one  can  avoid  this  problem.  I  would  suggest  that  this 
problem  should  be  faced  openly  and  the  inherent  ambiguity  acknowl- 
edged from  the  beginning.  I  would  also  suggest  that  most  reasonable 
people,  if  asked  to  decide  what  provides  decent  housing,  would  decide 
on  a  house  that  is  significantly  less  expensive  than  the  average  or 
median  of  all  new  constructions. 

It  is  perhaps  instructive  to  redo  some  of  the  mechanical  computa- 
tions of  earlier  studies  using  data  for  houses  sold  with  FHA  insurance 
under  Section  203.  This  exercise  is  not  offered  in  defense  of  the  average 
of  FHA  construction  as  the  right  and  proper  standard  for  decent 
housing,  but  rather  to  demonstrate  the  variation  in  answers  from 
adopting  different  standards  and  a  personal  belief  that  an  explicit 
public  policy  commitment  to  decent  homes  for  everyone  would  prob- 
ably end  up  closer  to  the  average  of  FHA-insured  homes  than  all  new 
construction. 

The  results  of  this  exercise  are  shown  in  Table  1.  The  basic  data 
comes  from  FHA  figures  on  average  total  monthly  housing  expenses 
which  includes  mortgage  payments,  taxes,  insurance,  utilities,  and 
maintenance  and  repair.  In  line  with  earlier  studies  these  monthly 
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figures  are  then  multiplied  by  48  to  determine  "required  income."  This 
procedure  is  thus  consistent  with  the  rule  of  thumb  of  25  percent  of 
income  for  housing.  Finally  these  figures  are  compared  to  measures 
of  income  distribution. 

Let  me  offer  an  interpretation  of  these  numbers  realizing  that  the 
same  numbers  can  mean  different  things  to  different  people.  One  thing 
that  impresses  me  is  that  stability  of  these  numbers.  Over  the  entire 
period  since  1950  roughly  40  to  50  percent  of  families  could  have 
"afforded"  an  average  new  FHA  house.  Further  there  is  no  conclusive 
indication  that  the  situation  is  getting  substantially  worse.  The  drop 
in  1974  in  the  percent  of  families  with  incomes  above  the  25  percent 
standard  is  nothing  to  cheer  about.  But  at  the  present  time,  it  is  diffi- 
cult to  determine  whether  this  represents  the  start  of  a  new  trend  or  is 
the  result  of  the  increase  in  unemployment  during  1974.  Earlier  years 
of  recession  have  shown  similarly  low  percentages. 

These  figures  do  not  mean  that  50  to  60  percent  of  families  are  un- 
able to  buy  decent  homes.  For  one  thing  many  existing  homes,  offering 
decent  housing,  sell  for  less  than  the  median  price  of  a  new  FHA 
house.  In  recent  years  prospective  housing  expenses  for  existing  houses 
with  FHA  insurance  have  averaged  90  percent  of  expenses  for  new 
homes.  Further,  the  use  of  income  figures  for  all  families  is  likely  to 
be  misleading.  Both  family  income  and  family  housing  needs  show 
definite  lifecycle  patterns.  Median  family  income  rises  with  the  age  of 
the  head  of  household  to  about  age  55  and  then  declines  slightly.  Many 
young  and  old  families,  before  and  after  years  of  child  raising,  choose 
not  to  own  their  own  home  but  prefer  to  rent.  The  effect  of  differing 
housing  needs  and  rising  incomes  can  be  illustrated  using  data  from 
1973  and  1974.  If  one  looks  only  at  families  headed  by  an  individual 
aged  35  to  55,  the  percentage  of  families  which  could  afford  an  aver- 
age new  FHA  house  in  1973  rises  from  49.7  percent  to  62.7  percent. 
For  1974  the  proportion  rises  from  43.7  to  57.2  percent. 

These  figures  are  not  meant  to  understate  the  problem  many  families 
have  in  affording  decent  housing.  They  are  meant  to  illustrate  some 
of  the  problems  and  pitfalls  associated  with  trying  to  measure  who 
can  afford  a  new  house.  Because  of  the  ambiguity  surrounding  any 
social  standard  of  what  provides  decent  housing,  there  is  a  natural 
ambiguity  surrounding  any  related  income  figures.  Further,  using  in- 
come data  for  all  families  results  in  an  implied  group  that  cannot 
afford  decent  housing  which  includes  many  families  who  do  not  want 
to  own  a  house — very  young  and  very  old  families.  The  use  of  a  new 
house  as  the  implied  standard  for  public  policy  ignores  the  whole  stock 
of  existing  homes  that  provides  housing  for  most  of  the  population. 
The  maintenance  and  upgrading  of  the  exist  ing  stock  is  a  viable  option 
and  should  be  part  of  any  national  housing  program.  There  is  the 
danger  that  this  option  could  be  ignored  with  the  continual  emphasis 
on  new  housing. 
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TABLE  1 -THE  COST  OF  BUYING  AN  AVERAGE  NEW  FHA-INSURED  SINGLE  FAMILY  HOME 

Average  Percent  of 

Monthly  families  with 

Prospective  Median    income  greater 

Average            Housing  Required              Family      than  required 

Year                                                 Sales  Prices            Expense  Income*              Income               income 


1950 

na 

$75.86 

$3,641 

$3,  319 

40.9 

1955.. 

$12,113 

98.02 

4,705 

4,421 

44.8 

1960 

14,662 

130.  82 

6,253 

5,620 

42.4 

1961 

14,894 

134. 12 

6,438 

5,737 

42.4 

1S62 

15,169 

133.48 

6,407 

5,956 

45.1 

1963 

15,878 

138.  31 

6,639 

6,249 

46.1 

1964 

16,216 

142. 13 

6,822 

6,569 

47.5 

1965.... 

16,815 

147.  54 

7,082 

6,957 

48.7 

1966 

17,605 

159.  74 

7,668 

7,  SCO 

48.5 

1967.. 

18,611 

174.  80 

8,390 

7,933 

46.3 

1968. 

19,568 

185.93 

8,927 

8,632 

47.8 

1969. 

20,563 

208.  87 

10,  026 

9,433 

45.8 

1970... 

23,056 

245.  92 

11,804 

9,867 

39.4 

1971 

23,835 

249.  28 

11,965 

10,  285 

41.0 

1972 

24,788 

256.  30 

12,  302 

11,116 

44.0 

1973 

24,672 

254.  45 

12,214 

12,051 

49.7 

1974 

26,864 

295.  06 

14, 163 

12,  836 

43.7 

Sources:  col.  1,  2:  "HUD  Statistical  Yearbook,"  various  years;  FHA. 
col.  3:  col.  2  X  48. 

col.  4:  "Current  Population  Reports,  Consumer  Income",  Series  P-60,  numbers  49,  93,  98. 
col.  5:  Linear  interpolation  of  distributions  in  the  col.  4  sources. 
Na:  not  available. 

Technical  Notes  on  "Availability  of  Homes  for  Middle-Income 

Families."  2 

This  paper  by  The  Congressional  Kesearch  Service  (CBS)  presents 
two  sorts  of  estimates :  (1 )  The  number  of  new  homes  available  for 
middle  income  families  and  (2)  The  cost  of  owning  a  new  home.  There 
are  serious  shortcomings  in  both  these  estimates  which  will  be  dis- 
cussed separately. 

THE   NUMBER  OF   NEW  HOMES  AVAILABLE  FOR  MIDDLE  INCOME  FAMILIES 

This  part  of  the  study  attempts  to  estimate  the  number  of  homes 
available  for  middle  income  families.  It  should  be  made  clear  from  the 
beginning  that  the  CRS  study  fails  to  achieve  this  objective.  A  major 
source  of  data  used  in  the  CES  study  is  from  the  sales  of  new  and 
existing  housing  units.  Thus  this  part  of  the  study  is  really  a  measure 
of  sales  by  purchase  price  not  availability.  Once  it  is  collected,  the 
data  on  sales  is  contrasted  to  the  stock  of  families.  The  result  is  a  very 
low  fraction.  It  can  only  measure  the  fraction  of  middle  income  fami- 
lies that  bought  a  house.  As  a  measure  of  availability  it  can  only  be 
called  spurious  and  misleading.  All  families  have  some  type  of  hous- 
ing. In  this  sense  the  ratio  of  available  housing  to  families  is  1.0, 
by  definition.  To  repeat,  the  ratios  on  page  CRS-17  are  only  estimates 

2  "Availability  of  Homes  for  Middle  Income  Families."  Prepared  by  The  Congressional 
Research  Service  for  The  Joint  Economic  Committee,  April  28,  1975. 


of  sales  by  sales  price  as  a  proportion  of  all  families,  they  are  not  esti- 
mates of  availabuity. 

Even  as  an  estimate  of  sales  by  sales  price,  the  study  suffers  from  a 
number  of  shortcomings.  The  number  of  subsidized  starts  is  elimi- 
nated from  the  number  of  new  homes  sold.  Why  these  units  are  sub- 
tracted is  not  clear.  They  do  provide  housing  for  the  subsidized 
families.  Further,  it  appears  that  the  number  of  subsidized  families  is 
not  subsequently  subtracted  from  the  number  of  families  needing 
housing. 

The  data  on  the  distribution  of  new  homes  by  sales  price  is  suspect 
as  it  appears  to  contain  several  errors.  One  such  error  is  illustrated  by 
L'ence  to  the  study's  subtraction  of  subsidized  units.  On  page 
CRS-5,  the  study  estimates  "than  only  6,400  Section  235  units  were  sold 
for  more  than  $21,000,"  However  data  from  Tables  215  and  175  of  the 
1973  HUD  Yearbook  shows  over  15,000  Section  235  units  with  a  total 
acquistion  cost  of  over  $21,000.  The  table  at  the  bottom  of  the  page 
CRS-4  implies  that  there  were  no  non-subsidized  units  sold  in  1973 
with  a  sales  price  under  $20,000.  However  data  from  Tables  208  and 
1  7;>  of  the  1973  HUD  Yearbook  shows  that  almost  5,000  imits  with 
FIFA  insurance  under  Section  203  had  a  sales  price  of  under  $20,000. 
FHA  insurance  under  Section  203  is  not  a  subsidy  program.  Further 
the  study  ignores  mobile  homes  entirely.  Table  354  of  the  1973  HUD 
Yearbook  reports  that  5G6,920  mobile  home  units  were  shipped  in  1973. 
Retail  sales  in  1973  were  estimated  at  $4.4  billion.  These  two  figures 
imply  an  average  price  of  $7,912.  (This  figure  is  not  to  be  taken  as  a 
precise  measure  of  average  price.  The  data  on  total  sales  is  only  an 
estimate  and  the  data  on  units  is  a  measure  of  shipments  not  sales.) 
While  not  a  precise  estimate  of  average  price,  the  $8,000  figure 
is  surely  in  the  ball  park  and  suggests  that  a  substantial  number  of 
mobile  homes  were  available  with  a  sales  price  of  under  $20,000. 

The  figures  on  new  homes  sold  are  combined  with  an  estimate  of 
sales  of  existing  homes  to  derive  an  estimate  of  total  sales.  How- 
ever, the  estimate  of  the  number  of  existing  homes  sold  makes  little 
sense.  Data  on  the  distribution  of  sales  of  existing  homes  by  sales 
price  comes  from  the  National  Association  of  Realtors  but  there  re- 
mains the  question  of  what  base  does  one  apply  these  percentages  to. 
The  CRS  study  uses  an  estimate  of  net  new  units  built  (total  housing 
starts  minus  an  estimate  of  the  number  of  removals.)  This  is  neither 
an  estimate  of  total  sales  of  existing  homes  nor  is  it  a  good  proxy 
for  total  sales.  The  use  of  the  number  of  net  new  units  as  a  proxy 
for  total  sales  makes  little  sense. 

A  better,  but  still  indirect,  indication  of  the  volume  of  existing 
home  sales  can  be  derived  from  the  HUD  survey  of  mortgage  lending. 
HUD  surveys  mortgage  lenders  and  asks  them  whether  loans  were 
made  on  new  or  existing  homes.  Of  the  mortgage  lenders  surveyed  for 
the  year  1973,  the  HUD  survey  shows  loan  originations  for  existing 
1  I  family  non-farm  homes  of  $46.8  billion  or  1.9  times  the  volume  of 
Loan  originations  for  new  1—4  family  units.  If  this  ratio  of  mortgage 
financing  is  representative  of  the  ratio  of  units  sold,  it  suggests  that 
perl iap-  2, 150.8  million  existing  homes  were  sold  in  1973.  This  num- 
ber is  1.9  times  the  number  of  single  family  starts  in  1973. 

This  number  of  2.1  million  sales  is  only  an  estimate  and  not  a 
precise  measure.  It  is  subject  to  several  sorts  of  errors  of  unknown 
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magnitude.  It  is  relatively  easy  to  think  of  some  types  of  errors  that 
make  the  number  too  large  and  others  that  make  it  too  small.  Whether 
these  errors  just  cancel  out  or  can  not  be  determined,  but  the  estimate 
of  total  sales  of  existing  single  family  units  of  around  2  million  units 
is  surely  closer  to  the  mark  than  the  CRS  study's  estimate. 

Using  the  data  on  the  distribution  of  sales  by  sales  price  and  the 
estimate  of  2.1  million  sales  in  total  suggests  that  408,000  existing 
homes  sold  in  1973  had  a  sales  price  of  less  than  $20,000  (19  percent  of 
2,150,800  units).  This  figure  of  over  400,000  is  in  sharp  contrast  with 
the  124,800  homes  in  the  CRS  study. 

THE    COST   OF   OWNING   A    NEW   HOME 

The  second  major  part  of  the  CRS  study  presents  estimates  of  the 
cost  of  owning  a  new  home.  The  table  on  page  CRS-19  summarizes 
this  effort.  The  numbers  on  this  page  purport  to  correspond  to  the 
costs  of  and  associated  required  income  for  a  median  priced  home  for 
various  years.  This  exercise  is  analogous  to  the  estimates  presented 
above  for  new  FHA  insured  houses.  However  there  are  several  serious 
weaknesses  that  result  in  a  substantial  overestimate  of  costs  and 
required  income. 

While  not  a  technical  error,  there  is  the  question  of  what  sort  of  a 
house  families  should  be  able  to  afford.  The  CRS  study  answers  that 
question  by  using  figures  for  the  average  of  all  homes  built.  It  should 
be  reemphasized  that  there  is  no  scientific  answer  to  the  question,  "How 
big  a  house  should  families  be  able  to  afford?"  The  numbers  presented 
above,  while  recognizing  that  there  is  no  precise  answer  to  the  ques- 
tion, illustrated  an  answer  that  used  the  average  of  new  FHA  insured 
homes  as  a  standard.  The  CRS  choice  of  the  more  expensive  average 
of  all  homes  sold  naturally  raises  the  required  income.  The  CRS  study 
uses  a  house  price  of  $41,300  for  1974.  (There  is  a  timing  problem  asso- 
ciated with  this  number  that  is  discussed  below.)  By  contrast  the 
Census  Bureau  reports  an  average  price  of  a  new  FHA  insured  house 
in  1974  at  $29,800.  The  increase  in  sales  price  of  over  35  percent  would, 
by  itself,  raise  the  associated  required  income  by  roughly  35  percent. 

The  CRS  study  purports  to  report  data  for  a  median  price  house. 
That  is  a  home  priced  such  that  50  percent  of  homes  had  higher  prices 
and  50  percent  had  lower  prices.  But  in  fact  the  study  uses  data  from 
a  Federal  Home  Loan  Bank  Board  (FHLBB)  survey  that  reports 
the  average  price  of  homes  sold  with  conventional  financing.  The  use 
of  the  average  rather  than  the  median  raises  the  selling  price  and  im- 
parts an  upward  bias  to  the  results  as  a  few  very  expensive  homes 
make  the  average  exceed  the  median.  Further,  the  use  of  homes  sold 
with  conventional  financing  also  results  in  a  figure  higher  than  one 
that  includes  homes  sold  with  FHA  and  VA  financing. 

It  is  easy  to  illustrate  the  impact  of  these  points.  For  1974  the 
FHLBB  reports  an  average  price  of  new  homes  with  conventional 
financing  at  $40,100.  The  Census  reports  a  median  price  for  new  homes 
with  conventional  financing  of  $38,000,  over  $2,000  less.  The  Census 
also  reports  median  prices  for  new  homes  with  FHA  and  VA  financ- 
ing of  $29,800  and  $31,300.  The  overall  median  price,  regardless  of 
type  of  financing,  as  reported  by  the  Census  is  $35,900.  Clearly  the 
choice  of  average,  rather  than  median,  and  the  use  of  only  conven- 
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tionally  financed  homes  lias  a  substantial  effect  on  the  sales  price. 

The  CRS  study  next  assumes  that  their  typical  home  is  bought 
"with  a  10  percent  downpayment.  In  1974,  homes  with  low  down- 
payments  tended  to  be  homes  with  FHA  or  VA  financing,  homes  that 
are  excluded  from  the  CRS  average.  In  fact  the  average  downpayment 
for  the  average  FHLBB  house  was  not  10  percent,  but  rather  was 
24.2  percent.  The  change  in  downpayment  b}^  itself  means  monthly 
mortgage  payments  that  are  18  percent  higher. 

The  interest  rate  data  in  the  CRS  study  has  two  problems.  First 
of  all.  it  is  an  inappropriate  rate  and.  second  of  all,  the  choice  of  time 
periods  results  in  a  misleadingly  large  increase  for  1974  as  compared 
with  1973.  Dealing  with  the  second  issue  first,  the  data  for  1973  and 
earlier  years  is  the  average  of  rates  over  the  year  while  the  data  for 
1974  is  for  only  one  month.  November.  (This  is  the  same  timing  prob- 
lem mentioned  above  in  connection  with  purchase  price  and  it  has  a 
similar  effect.)  Mortgage  rates  rose  continuously  throughout  1974,  so 
data  for  November  represent  a  much  higher  figure  than  the  average 
for  the  year.  However  consistency  with  the  earlier  figures  suggests 
using  an  average  over  the  whole  year  rather  than  one  month. 

Dealing  with  the  first  issue,  in  computing  the  monthly  payment 
the  CRS  study  uses  the  FHLBB  series  on  effective  mortgage  rates, 
rather  than  the  series  on  the  contract  rate  of  interest.  The  difference 
between  the  two  series  is  that  the  series  on  effective  rates  is  the  result 
of  adjustments  to  the  contract  rate  by  the  FHLBB  to  reflect  the  impact 
of  fees  and  charges  associated  with  making  the  loan.  The  effective  rate 
thus  exceeds  the  contract  rate.  The  problem  with  using  the  effective 
rate  to  determine  monthly  mortgage  payments  is  that  these  payments 
are  determined  by  the  contract  rate,  not  the  effective  rate.  The  fees  and 
charges  are  all  paid  when  the  loan  is  originated.  They  are  costs  of 
buying  the  house  but  are  more  like  the  downpayment  than  they  are 
the  monthly  payment.  With  the  procedure  used  in  the  CRS  study  the 
use  of  the  effective  mortgage  rate,  rather  than  the  contract  rate,  results 
in  higher  monthly  mortgage  payments  and  thus  a  higher  required 
income. 

All  of  these  technical  errors  suggest  that  the  CRS  study  substan- 
tially overestimates  the  required  income  to  buy  a  house.  The  extent  of 
this  overestimation  can  be  illustrated.  The  CRS  study  concludes  that 
it  takes  an  annual  income  of  $23,330  to  buy  a  house  in  1974,  Data  on 
mortgage  characteristics  for  the  year  1974 — contract  rate,  principal, 
maturity — the  average  price  for  the  year  1974  and  estimated  other 
expenses,  derived  from  the  CKS  study,  suggests  a  required  income  of 
SiiO.lT^.  almost  It  percent  less  than  the  CRS  figure.  Using  the  rule 
of  25  percenl  of  income  for  housing  this  income  would  support  an 
average  priced  new  home  bought  in  1974  with  conventional  financing. 
I  f  one  subst  il  ntcs  t  he  (  Vnsus  figure  for  a  median  priced  new  home,  but 
still  assumes  the  use  of  conventional  financing,  the  required  income 
drops  to  $19,121,  or  L8  percent  below  the  CKS  figure.  Using  FIFA  data 
for  homes  insured  under  Section  203  (luring  the  first  nine  months  of 
i:»7!  suggests  a  required  income  of  $14,163,  almost  40  percent  below 
the  CRS  (iirurc. 
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A  PROGRAM  TO  PROTECT  MORTGAGE  LENDERS 
AGAINST  INTEREST  RATE  INCREASES 

(By  Dr.  James  L.  Pierce x) 

The  wide  fluctuations  and  protracted  rise  in  interest  rates  over  the 
last  decade  has  brought  into  question  the  viability  of  thrift  institu- 
tions (mutual  savings  banks  and  savings  and  loan  associations)  that 
are  highly  specialized  in  mortgage  lending.  These  institutions  have 
large  portfolios  of  mortgage  loans  that  carry  interest  rates  far  below 
current  interest  rates.  When  market  interest  rates  rise,  the  low  income 
from  these  mortgages  has  often  made  it  difficult  for  the  thrifts  to  offer 
interest  rates  on  their  deposits  that  are  competitive  with  alternatives 
that  are  available  to  many  savers.  This  situation  has  led  to  a  Federal 
program  of  interest  rate  ceilings  (Regulation  Q)  that  gives  thrifts  an 
advantage  relative  to  commercial  banks  and  that  often  keeps  interest 
rates  on  thrift  accounts  below  market  interest  rates.  When  market  in- 
terest rates  are  above  Regulation  Q  ceiling  rates,  "Disintermediation" 
occurs  in  which  depositors  (or  at  least  large  and  sophisticated  deposi- 
tors) withdraw  their  savings  to  purchase  Treasury  bills,  money  mar- 
ket mutual  fund  accounts  and  other  higher  yielding  assets.  Thus,  when 
market  interest  rates  are  high,  thrift  institutions  find  themselves  in  an 
untenable  situation  because  Regulation  Q  ceiling  rates  prevent  them 
from  competing  with  market  interest  rates.  But  even  if  there  were  not 
Regulation  Q.  the  thrifts  would  still  be  in  a  difficult  situation  because 
the  outstanding  stock  of  low-yielding  mortgage  loans  could  prevent 
them  from  effectively  competing  for  household  savings. 

It  is  this  situation  that  has  led  to  proposals  that  thrift  institutions  be 
allowed  broader  powers  to  invest  in  assets,  such  as  consumer  loans,  that 
have  shorter  maturities  than  mortgage  loans  and  to  accept  a  wider 
range  of  deposits,  including  demand  deposits.  With  these  greater 
powers  would  come  the  lifting  of  Regulation  Q  ceiling  rates.  There 
appear  to  be  two  important  concerns  about  the  implications  of  these 
reforms.  First,  in  light  of  the  large  portfolios  of  low-yielding  mort- 
gage loans  currently  held  by  the  thrifts,  could  they  survive  in  a  com- 
petitive world  without  Regulation  Q  ceilings  until  these  loans  mature 
or  are  paid  off  ?  Second,  can  we  be  sure  that  the  thrift  institutions  will 
continue  to  play  a  key  role  in  mortgage  finance  if  they  have  wider  in- 
vestment powers  ?  This  study  addresses  these  concerns  and  recommends 
solutions. 

Some  observers  have  recommended  that  thrift  institutions  offer  vari- 
able rate  mortgage  loans  as  a  solution  to  their  problems.  With  variable 
rate  mortgages,  if  market  interest  rates  rise,  interest  rates  on  both  new 
and  outstanding  mortgage  loans  would  also  rise.  It  is  argued  that  vari- 

1  Consultant  and  Director  of  the  FINE  Study,  Committee  on  Banking,  Currency  and 
Housing,  U.S.  House  of  Representatives. 

(93) 


94 

able  rates  would  make  mortgage  lending  more  attractive  and  profitable 
to  thrifts  and  that  with  widespread  use  of  these  mortgages,  the  thrifts 
would  not  require  the  protection  of  Regulation  Q.  The  proposal  has 
been  criticized,  however,  on  the  grounds  that  the  variable  rate  mort- 
gage loan  shifts  the  risk  and  burden  of  interest  rate  increases  from  the 
thrifts  to  mortgage  borrowers  who  can  ill  afford  such  risk.  The  interest 
rate  expense  of  a  mortgage  is  too  large  a  proportion  of  the  income  of 
most  households  to  subject  these  mortgage  borrowers  to  such  risk. 

There  will  always  be  interest  rate  risk  and  someone  must  bear  it. 
However,  it  is  possible  to  determine  who  bears  the  risk  and  design  pro- 
grams to  shift  it  away  from  those  least  able  to  shoulder  it.  If  thrift 
institutions  are  to  hold  large  proportions  of  their  total  assets  in  long- 
term  mortgage  loans,  a  way  must  be  found  to  protect  them  against  the 
risk  of  unexpected  interest  rate  increases.  Since  it  has  been  deemed 
socially  undesirable  to  shift  the  burden  of  risk  to  households,  and  since 
the  thrifts  cannot  compete  for  funds  if  they  bear  all  the  risk,  there  is 
only  one  alternative  left — the  government  must  bear  at  least  some  of 
the  risk.  It  can  do  so  by  offering  a  form  of  interest  rate  insurance  in 
which  the  Federal  Government  insures  the  thrifts  against  unexpected 
interest  rate  increases. 

Such  an  insurance  scheme  should  be  designed  in  such  a  way  that 
the  government  bears  the  risk  but  does  not  subject  itself  to  large  and 
continuing  expenditures.  This  turns  out  to  be  quite  feasible.  When  a 
thrift  institution  originates  a  new  mortgage  loan  (with  a  fixed  interest 
rate  over  the  life  of  the  instrument),  the  government  could  offer  to  the 
thrift  institution  another  instrument  with  the  same  principle  but  with 
interest  payment  based  on  short-term  interest  rates.  The  thrift  would 
turn  over  to  the  government  the  fixed-interest  income  from  the  original 
mortgage  loan.  Thus,  the  thrift  has,  in  essence,  obtained  the  income 
from  a  variable-rate  mortgage  and  has  given  up  the  income  from  a 
fixed-rate  mortgage.  The  thrift  would  continue  to  hold  the  fixed-rate 
mortgage,  would  service  it,  and  would  bear  all  risks  of  costs  of  default, 
late  payment,  etc. 

The  key  to  this  proposal  is  tying  the  government's  payments  (to 
thrifts)  to  current  short-term  interest  rates  and  tying  the  govern- 
ment's income  to  the  less  volatile  long-term  mortgage  rate.  By  this 
arrangement  the  government  insures  the  thrifts  against  any  unex- 
pected increases  in  interest  rates.  If  interest  rates  rise,  then  the  income 
of  thrifts  will  rise  commensurately.  But  if  interest  rates  fall,  the 
income  of  thrifts  will  also  fall.2  Thus,  it  is  only  "up-side"  risk  that 
thrifts  are  guarded  against  The  public  is  unaffected  by  the  arrange- 
ment in  the  sense  thai  households  would  continue  to  be  offered  a  fixed- 
interest  late,  fixed-maturity  mortgage  loan.  The  public  would  benefit 
however,  because  the  thrifts  would  be  able  to  pay  higher  deposit  rates 
when  interest  rates  rise.  Because  the  interest  income  obtained  from 
their  portfolios  would  rise  with  short-term  interest  rates,  the  thrifts 
could  pay  interest  rates  on  their  deposits  that  would  be  competitive 
with  short-term  market  interest  rates.  The  rationale  for  Regulation 
Q  would  disappear !  Furthermore,  by  being  able  to  compete  effectively 
for  savings,  the  thrifts  would  be  able  to  maintain  a  more  constant  flow 
of  funds  into  housing* 


•Thrift!  might   try  in  drounivont  this  tecllne  In  earnings  by  attempting  to  swap  back 
to  the  original  fixed-rate  income.  A  solution  to  this  problem  is  discussed  later. 
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As  a  practical  matter,  it  would  be  only  the  difference  in  income 
between  a  short-term  interest  rate  instrument  and  a  fixed-rate  mort- 
gage that  would  change  hands  in  the  transactions  between  the  thrifts 
and  the  government.  For  any  given  mortgage  loan  which  a  thrift  has 
entered  into  the  insurance  program,  the  fixed  interest  income  would 
be  compared  to  the  income  based  on  short-term  interest  rates ;  if  the 
income  from  the  fixed-rate  mortgage  loan  exceeded  the  income  com- 
puted from  short-term  interest  rates,  the  thrift  would  pay  the  differ- 
ence to  the  government.  If  the  interest  income  from  the  fixed-rate 
mortgage  were  less  than  the  income  based  on  short-term  interest  rates, 
the  government  would  pay  the  difference  to  the  thrift. 

It  might  appear  on  first  blush  that  this  arrangement  would  be  a 
losing  proposition  for  the  government  because  interest  rates  have  been 
on  an  upward  trend  for  years.  Eventually,  it  would  seem  that  short- 
term  rates  would  exceed  the  the  original  fixed  rate  on  the  mortgage 
loan.  It  must  be  recalled,  however,  that  if  interest  rates  are  expected 
to  rise  in  the  future,  current  long-term  interest  rates  must  exceed 
current  short-term  rates  sufficiently  to  compensate  lenders  of  long-term 
funds.  This  occurs  because  in  the  market,  individuals  have  the  option 
of  either  borrowing  or  lending  long  term  or  of  borrowing  and  lend- 
ing in  a  succession  of  short-term  contracts.  Because  of  this  flexibility, 
the  long-term  interest  rate  will  be  an  average  of  expected  future  short- 
term  interest  rates.  Thus,  if  short-term  interest  rates  are  expected  to 
rise  in  the  future,  the  current  long-term  rate  will  exceed  current  short- 
term  interest  rates. 

Lenders  of  long-term  funds  lose  out  only  if  they  underestimate 
the  rise  in  short-term  interest  rates.  Such  underestimates  can  and  do 
occur.  For  instance,  there  was  no  way  for  lenders  of  long-term  funds 
in  the  early  1960's  to  have  anticipated  the  inflationary  pressures  and 
special  factors  that  produced  high  interest  rates  in  the  late  1960's 
and  most  of  the  1970's.  Thus,  these  lenders  underestimated  the  interest 
rate  risk  and  have  been  hurt  as  a  result.  It  is  precisely  this  kind  of  in- 
jury that  the  proposal  would  eliminate  for  the  lender.  It  is  also  true, 
however,  that  historically,  investors  have  been  roughly  correct,  on 
average,  concerning  their  expectations  of  the  future  course  of  interest 
rates.  And  it  is  because  of  this  that  the  government,  on  average,  will 
not  have  large  expenditures  for  this  program.  This  assertion  will  be 
demonstrated  below. 

But  before  turning  to  that,  it  is  necessary  to  discuss  three  important 
problems.  The  first  problem  involves  the  outstanding  stock  of  mort- 
gage loans.  The  scheme  described  above  would  protect  thrift  institu- 
tions from  the  risk  of  unexpected  increases  in  interest  rates  on  new 
mortgage  loans  because  they  could  swap  the  fixed-interest  income  from 
new  moitgages  for  income  based  on  short-term  interest  rates.  There 
still  remains  the  large  stock  of  mortgage  loans  with  relatively  low  in- 
terest income  held  by  thrift  institutions.  So  long  as  these  mortgage 
loans  are  held,  the  thrifts  will  have  difficulty  in  competing  for  deposits 
when  short-term  interest  rates  rise  above  the  average  yield  on  the 
mortgage  portfolio. 

This  problem  can  be  solved  by  applying  the  same  kind  of  swap 
arrangement  to  old  mortgage  loans.  Here,  however,  the  swap  would 
not  occur  dollar  for  dollar.  To  do  so  would  involve  great  expense 
to  the  government  because  short-term  interest  rates  are,  and  probably 


96 

will  remain,  above  the  interest  rates  on  mortgage  loans  granted  prior 
to  the  mid-1960's.  It  is  proposed,  therefore,  that  the  income  stream 
based  on  current  short-term  interest  rates  offered  by  the  government 
be  auctioned  off  to  thrift  institutions.  Thus,  a  thrift  might  be  willing 
to  exchange  a  $10,000  fixed-interest  rate  mortgage  for  an  $8,000  instru- 
ment whose  interest  return  would  be  based  on  short-term  interest  rates. 
In  essence,  the  thrifts  would  offer  their  fixed-interest  income  from  old 
mortgage  loans  at  a  discount  in  order  to  earn  a  return  based  on  short- 
term  interest  rates.  The  discount  on  the  old  mortgage  loan  should  be 
sufficient  to  equate  the  income  on  the  fixed-rate  mortgage  with  the  ex- 
pected income  on  the  government's  instrument.  It  is  the  expected  in- 
come on  the  government's  instrument  (which  is  tied  to  short-term 
interest  rate  movements)  that  is  relevant  because  short-term  interest 
rates  would  vary  over  the  life  of  the  contract.  Thus,  the  actual  income 
from  this  instrument  could  not  be  known  with  certainty.  However, 
once  the  swap  is  made,  the  thrift  would  have  protection  against  un- 
expected increases  in  interest  rates.  If  interest  rates  rise  by  more  than 
was  expected,  the  income  from  the  short-term  interest  rate  contract 
would  rise  commensurately.  Thus,  with  this  income  protection  thrifts 
could  afford  to  compete  for  deposits  when  interest  rates  rise.  This 
special  treatment  of  the  stock  of  outstanding  mortgage  loans  is  best 
viewed  as  a  method  of  expediting  the  transition  to  a  regime  in  which 
Regulation  Q  is  completely  abolished.  It  need  only  be  used  once;  as 
the  old  mortgage  loans  are  paid  off,  only  new  mortgage  loans  would 
be  eligible  for  the  income  swap  with  the  government. 

The  second  problem  involves  potential  attempts  by  thrift  institu- 
tions to  avoid  declines  in  income  when  short-term  interest  rates  fall 
below  mortgage  rates  on  those  instruments  which  were  entered  into 
the  swap  program.  This  avoidance  could  be  accomplished  by  the 
thrifts  if  they  were  to  institute  an  automatic  refinancing  of  those  out- 
standing mortgage  loans  in  the  income-swap  program  whose  fixed 
income  exceeded  the  income  on  the  instrument  based  on  short-term 
interest  rates.  The  thrifts  could  offer  a  lower  fixed  rate  to  mortgage 
borrowers  which  would,  under  appropriate  circumstances,  still  exceed 
short-term  interest  rates.  The  thrifts  could  then  keep  these  loans  out  of 
the  income-swap  program  and  earn  a  higher  income.  If  short-term 
interest  rates  subsequently  rose,  the  outstanding  mortgage  loans  out- 
side of  the  program  could  be  refinanced  or  rolled  over  again  and  the 
"new"  instrument  placed  in  the  program.  If  this  practice  became  wide- 
si  >read,  the  government  would  incur  costs  even  when  short-term  inter- 
nes fall  below  the  rates  received  on  outstanding  mortgage  loans. 
The  government  would  not  receive  the  income  from  the  original  fixed 
rate  mortgage  loan  but  from  a  loan  with  a  lower  fixed  rate. 

There  appear  to  be  two  solutions  to  this  problem.  First,  the  govern- 
ment could  prohibit  the  thrifts  from  engaging  in  the  practices  of  re- 
financing or  rolling  over  mortgage  loans  when  these  activities  serve  to 
circumvent  the  income-swapping  program.  Such  prohibitions  obviously 

would  involve  some  cost  of  enforcement. 

The  second  solution  involves  a  different  approach  to  the  program. 
Bather  than  swapping  income,  the  government  could  simply  recognize 
the  asymmetry  of  the  situation  and  actually  issue  insurance  against 
interest  rale  increases  bj  paying  to  thrift  institutions  the  difference 

Let  ween  the  rate  on  mortgage  loans  and  short -term  interest  rates  when 
the  latter  exceeds  the  Former.  No  money  would  change  hands  when  the 
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mortgage  rate  exceeded  short-term  interest  rates.  The  government 
would  receive  in  return  an  insurance  fee  that  would  be  sufficient  to 
make  the  program  self -financing  on  average.  The  fee  could  be  calcu- 
lated from  the  historical  average  differential  between  short-term  and 
long-term  interest  rates.  This  differential  is  appropriate  because  it 
represents  the  premium  that  lenders  of  funds  at  long-term  have  re- 
quired to  protect  them  against  the  risk  of  unexpected  interest  rate 
movements  and  of  illiquidity.  For  example,  the  yield  on  long-term 
corporate  bonds  exceeded  yields  on  4-6  month  commercial  paper  by  an 
average  of  about  20  basis  points  over  the  period  1950-74.  This  differen- 
tial, combined  with  the  average  maturity  of  mortgage  loans,  could  be 
used  as  the  basis  for  assessing  insurance  premiums.  The  total  premium 
would  have  to  be  paid  in  advance  to  avoid  the  refinancing  problems 
encountered  in  the  income-swap  program.  Thus,  the  thrift  institutions 
would  have  to  pay,  say.  the  discounted  present  value  of  20  percent 
times  the  average  maturity  of  mortgage  loans  on  every  dollar  of  mort- 
gage loans  insured.  If  the  difference  between  short-term  interest  rates 
and  long-term  rates  remains  a  good  average  predictor  of  future  short- 
term  rates,  the  program  should  be  self -financing  on  average. 

The  third  problem  has  equal  relevance  for  both  the  income-swap 
and  the  pure  insurance  program.  Mortgage  loans  granted  in  states 
that  have  relatively  low  usury  ceiling  interest  rates  will  complicate  the 
situation.  In  those  states  where  usury  ceilings  are  binding,  the  fixed 
interest  rate  on  new  mortgage  loans  will  be  lower  than  in  states  in 
which  such  ceilings  are  not  binding.  The  income-swap  program  would 
go  into  deficit  sooner  or  the  insurance  payments  would  occur  sooner  if 
mortgage  loan  rates  are  kept  artificially  low  by  usury  ceiling  rates. 

A  promising  solution  to  this  troublesome  problem  would  lie  in  using 
an  index  of  the  national  average  mortgage  rate,  rather  than  the  actual 
mortgage  loan  rate  in  those  states  with  binding  ceiling  rates,  as  the 
fixed-interest  rate  for  either  program.  Thus,  thrift  institutions  in 
states  with  binding  usury  ceiling  rates  would  receive  additional  income 
nnder  either  the  income-swap  or  the  pure  insurance  programs  only  if 
short-term  interest  rates  rose  above  the  index  of  national  average 
mortgage  loan  rates.  This  solution  might  appear  to  discriminate 
against  institutions  in  those  states.  However,  to  do  otherwise  would 
give  states  a  great  incentive  to  set  usury  ceiling  interest  rates  or 
mortgage  loans  arbitrarily  low  on  the  grounds  that  the  federal  gov- 
ernment would  make  up  the  income  differences  to  thrifts  in  the  state. 

While  it  is  difficult  to  calculate  accurately  what  the  future  cost  to  the 
government  would  be  of  either  the  income-swap  or  the  pure  insurance 
program — because  the  calculations  would  depend  upon  the  assumed 
future  course  of  both  short-term  interest  rates  and  mortgage  rates — 
it  is  possible  to  provide  estimates  of  what  the  costs  would  have  been 
to  the  government  if  the  program  had  been  introduced  in  1950  and 
allowed  to  continue  to  the  present.  For  purposes  of  this  calculation,  it 
is  assumed  that  all  income  from  mortgage  loans  outstanding  at  the 
beginning  of  1950  were  swapped  dollar  for  dollar  for  income  from  the 
government's  short-term  interest  rate  instrument  and  all  income  on 
mortgage  loans  made  after  that  date  was  also  swapped.3  In  practice, 
it  is  unlikely  that  all  mortgage  loan  holders  would  have  fully  exercised 

3  Only  the  costs  of  the  income-swap  program  are  shown  here.  The  calculations  for  the 
pure  insurance  program  would  have  been  similar. 
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the  option  to  convert  to  the  short-term  interest  rate  instrument  or 
would  have  purchased  insurance.  This  extreme  assumption  was  made 
in  order  to  obtain  an  upper  limit  to  the  estimated  cost  of  the  program.4 
It  was  also  assumed  that  the  income  from  the  short-term  interest  rate 
instrument  was  based  on  a  simple  average  of  the  Treasury  bill  rate  and 
the  commercial  paper  rate  and  that  fixed-rate  mortgages  earned  a  sim- 
ple average  of  interest  rates  on  long-term  government  and  corporate 
bonds  prevailing  at  the  time  the  mortgage  loan  was  originated.  These 

jl  <  r^  o    o  ~ 

long-term  interest  rates  were  used  rather  than  the  mortgage  rate  be- 
cause mortgage  rates  during  the  period  were  affected  by  the  institu- 
tional structure  that  actually  prevailed,  which  presumably  would  not 
have  existed  if  the  proposed  program  were  in  effect.  It  is  likely  that  the 
mortgage  rate  over  the  period  would  have  behaved  like  other  long-term 
interest  rates. 

It  is  further  assumed  that  when  the  government  had  a  positive  net 
income  from  the  program,  (i.e.,  when  it  was  a  net  receiver  of  funds 
from  mortgage  lenders)  it  invested  the  proceeds  in  a  payment  fund  at 
the  Treasury  bill  rate  aud  that  when  it  exhausted  its  accumulated  earn- 
ings in  the  fund,  it  borrowed  at  the  then  existing  Treasury  bill  rate. 
[Mortgage  loan  repayments  by  households  were  assumed  to  follow  a 
path  consistent  with  HUD  and  Federal  Reserve  Board  figures. 

As  is  illustrated  in  the  attached  table,  for  most  of  the  period  the 
government  would  have  run  a  surplus  from  the  program :  The  surplus 
may  be  interpreted  as  the  insurance  premium  from  insuring  against 
interest  rate  increases.  It  is  only  in  1974.  a  highly  unusual  year  by  any- 
one's standards,  that  the  payment  fund  would  have  gone  into  deficit. 
The  government  would  have  paid  out  more  than  it  took  in  for  the 
years  1966,  1968-69  and  1973-74.  These  were  the  years  when  thrifts 
were  experiencing  difficulties  in  competing  for  deposits.  The  results 
clearly  suggest  that  the  program  would  not  have  been  a  drain  on  the 
Treasury  even  when  it  is  assumed  that  all  mortgage  loans  would  be 
covered  by  the  program.  On  the  basis  of  these  calculations,  it  would 
appear  that  the  proposal  is  viable  from  a  fiscal  viewpoint. 

In  the  calculations,  it  is  assumed  that  all  mortgage  loans  were  entered 
into  the  program.  It  is  highly  likely  that  mortgage  lenders  would  not 
want  to  swap  all  of  their  fixed -interest-rate  income  for  the  short-term 
interest  rale  income.  After  all,  short-term  interest  rates  can  fall  as 
well  as  rise.  Thus,  the  scope  of  the  program  is  exaggerated  in  the  calcu- 
lations. The  scope  could  be  reduced  further  by  limiting  the  program 
only  to  those  lenders  who  hold  sizeable  proportions  of  their  assets  in 
mortgage  loans,  more  than,  say,  50  percent  of  their  assets  in  such  loans. 

Thus,  with  these  refinements  we  could  have  a  change  in  substance 
without  form.  Savings  and  loan  associations  and  mutual  savings  banks 
Mould  be  able  to  retain  their  commitment  to  mortgage  lending  but 
could  do  SO  without  trying  to  rely  on  Regulation  Q  and  other  federal 
resl  rid  ions  to  keep  them  viable.  By  receiving  the  going  short-term  rate 

on  their  mortgage  loans,  these  institutions  COltld  always  pay  enough  to 
retain  their  deposits  under  these  circumstances;  depositors  would  have 
no  incentive  to  shi  i'l  into  Treasury  hills,  money  market  funds  or  other 
Competing  assets  when  short-term   rates  rise.  The  thrift    institutions 


4  it  is  nn  upper  limited  program  because  it  is  assumed  that  no  significant  refinancing 

occurs. 
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could  compete  effectively  for  lioushoid  savings  and  be  assured  of  a 
much  steadier  and  more  reliable  source  of  funds  for  mortgage  lending. 
While  the  proposals  made  in  this  paper  deserve  further  study  and 
elaboration,  they  suggest  that  a  federal  program  that  protects  thrift 
institutions  against  interest  rate  increases  would  greatly  reduce  the  pos- 
sible deleterious  effects  on  housing  of  financial  reform. 

HYPOTHETICAL  COSTS  OF  PROPOSED  GOVERNMENT  MORTGAGE  INCOME  PROGRAM 
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1  The  difference  between  the  income  from  fixed  rate  mortgage  loans  and  income  based  on  short-term  interest  rates.  A 
positive  figure  indicates  a  net  flow  to  the  government,  a  negative  figure  indicates  a  net  flow  to  financial  institutions. 

2  The  cumulative  sum  of  the  net  income  flows  plus  interest  income  on  investment  of  the  fund  and  less  interest  cost  vvher> 
the  fund  is  in  deficit. 
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EVALUATIONS  OF  SELECTED  SUBSIDIZED 
HOUSING  PROGRAMS 

(By  Richard  L.  Wellons*) 

This  paper  presents  a  general  description  of  several  major  Federal 
subsidized  housing  programs  and  a  brief  review  of  various  analyses 
of  the  effectiveness  of  these  programs.  Included  are  the  most  signifi- 
cant subsidized  programs  of  the  Department  of  Housing  and  Urban 
Development,  Section  235  homeownership  assistance,  Section  236 
rental  housing  assistance,  and  the  low-rent  public  housing  programs, 
and  the  major  housing  program  of  the  Farmers  Home  Administration, 
the  Section  502  homeownership  loan  program.  For  each  program,  a 
general  description  is  given  of  the  kind  of  assistance  provided  and  per- 
sons benefited,  followed  by  activity  levels  (volume  of  unit  production 
and  outlays)  as  available  for  recent  years.  Factual  data  on  costs,  impact 
and  equity  are  shown  where  applicable  together  with  a  brief  review 
of  critical  and  favorable  analyses  in  terms  of  program  costs,  efficiency, 
equity,  and  positive  or  adverse  secondary  effects  resulting  from  the 
program. 

HUD  Subsidy  Programs 

SECTION    2  3  5. HOMEOWNERSHIP   ASSISTANCE   PROGRAM 

Established  by  the  Housing  and  Urban  Development  Act  of  1968, 
as  amended,  Sec.  235  provides  subsidized  home-buying  assistance  to 
moderate  and  lower-income  families.  Two-thirds  of  the  families 
served  in  1973  had  adjusted  incomes  between  $3,600  and  $8,400.  Eli- 
gible families  must  have  incomes  not  exceeding  80  percent  of  the 
median  area  income.  (The  former  eligibility  standard  effective  before 
the  1974  Housing  Act  was  based  upon  135  percent  of  public  housing 
income.)  Payments  are  made  to  lenders  on  behalf  of  homebuyers  to 
reduce  mortgage  interest  rates  to  as  low  as  1  percent.  The  homebuyer 
must  make  monthly  debt-service  payments  totaling  20  percent  of 
family  income.  New  commitments  were  suspended  administratively 
in  January  1973.  A  modified  Sec.  235  program,  which  reduces  inter- 
est rates  to  as  low  as  5  percent,  is  to  be  reinstated  by  HUD  effective 
January  1976,  with  the  release  of  $264.1  million  in  previously  appro- 
priated funds. 

ACTIVITY  LEVELS 
Total  Production  (units)  (new  starts  plus  rehabs  begun)  Cumulative  through  June  30, 1974  (thousands) 


Cumulative  (est.)  Approval  of  Use  of  Housing 

Fiscal  Year  1969-74    Fiscal  Year  1975       Fiscal  Year  1976     Contract  Authority  Contract  Authority       Payments  Outlays 


395,058  1,801  $665,000  $400,883  $901,835 


♦Economic  Analyst,  Congressional  Research  Service,  The  Library  of  Congress.  Paper 
prepared  for  the  Financial  Institutions  and  the  Nation's  Economy  (FINE)  Study  of  the 
House  Committee  on  Banking,  Currency  and  Housing. 
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Evaluations: 

1.  Cost  considerations. 

Total  cost  per  unit,  1972 x  1,  051 

Direct  subsidy  cost  per  unit : 

1072 948 

1973 576 


1974   (1st  half). 


DO 


1  (Including  administrative  expenses,  taxes  foregone  and  GNHA  1<> 

Some  evaluations  have  considered  total  budgetary  and  per  unit  costs 
to  be  excessive.  Others  have  pointed  out  that  such  costs  are  misleading 
when  based  on  costs  of  the  program's  earliest  years.  Since  experience 
indicates  that  owners'  incomes  rise  and  subsidy  payments  are  reduced 
as  owner-occupancy  continues,  the  average  payment  over  an  average 
11-year  life  might  be  about  one-half  of  the  $948  cited  for  just  1972. 
In  fact,  the  average  subsidy  payment  per  family  was  $552  for  those 
recertified  in  the  first  half  of  1974,  down  from  $576  in  1973.  This 
reduction  was  associated  with  a  slight  increase  in  average  income  of 
the  families,  and  other  changes.  The  unit  cost  of  $948  shown  above 
appeared  in  a  HUD  assessment  called  Housing  in  the  Seventies,  a 
Report  of  the  National  Housing  Policy  Review,  first  published  in 
October  1973. x  This  HUD  report  derived  an  average  unit  cost  of  ■- 
from  a  relatively  small  sample  of  Sec.  235  units,  many  of  which  were 
located  in  high  cost  areas.  Such  a  sample  may  have  skewed  the  1972 
unit  cost  to  a  relative!}'  high  figure,  and  may  account  in  part  for  the 
discrepancy  between  the  1972  cost  and  the  lower  1973  and  1974  aver- 
age costs  derived  from  much  larger  and  more  diverse  samples. 

Another  cost  consideration  is  how  prices  of  new  235  units  compare 
with  those  of  comparable  new  conventionally  financed  units.  The  HUD 
study  Housing  hi  the  {Seventies  did  not  demonstrate  that  235  con- 
struction costs  were  higher.  The  Technical  Record  study  found,  in 
tact,  that  235  units  sold  for  $1.55  less  per  square  foot  than  comparable 
unsubsidized  homes.  A  1,200  square  foot  house  under  the  Sec.  235 
program  sold  for  $1,860  less  than  comparable  unsubsidized  houses. 
This  may  be  because  235  homes  are  generally  produced  in  quantity 
for  a  practically  assured  market.  Both  greater  mass  production  and 
Easter  selling  time  would  tend  to  hold  down  builders  costs  and  result 
in  a  lower  selling  price.  Evaluations  sympathetic  to  235  also  contend 
that  even  if  new  conventional  units  were  available  at  lower  prices 
their  volume  would  not  be  sufficient  to  meet  the  objectives  of  the  235 
program,  nor  could  they  reach  lower  income  families  without  the 
,-ui  sidy. 

Since  rehabilitation  is  sometimes  cheaper  than  new  construction, 
some  consider  it  more  efficient  for  housing  large  families  in  that  it  can 

ilr  more  space  per  dollar  invested.  However,  other  evaluations 
question  whether  it  is  possible  to  produce  enough  rehabilitated  units 
to  meet  the  needs  Sec.  235  was  designed  to  serve.  The  state  of  the 
rehabilitation    industry,  being  relatively  undeveloped,  may  not  be 

Me  of  responding  to  a  policy  emphasizing  rehabilitation.  More- 
oxer,  only  new  units  can  achieve  dispersal  and  certain  other  subsidy 
object  Lves. 

I  Rome   of   tli-   Bgnrei   listed    throughout    thll   paper   under  the   sections   on   cost,   equity 
and  efficiency  considerations  are  taken  from  the  urn  Reporl  Housing  In  the  Seventies,  and 
.  indicated.  Also  Prom  the  Bousing  In  the  Beventiee  report  are  tables  on  income  dis- 
tribution  thai   appear  under  each  section  on  equity  considerations. 
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2.  Equity  considerations: 

TABLE  1.— DISTRIBUTION  OF  SECTION  235  HOUSING,  BY  INCOME  CLASS,  AS  OF  DECEMBER  31,  1972 


Gross  Income 


(1) 


Percent 

Distribution  of 

Households 

Served  by  235 

(2) 


235  Households 

as  Percent  of  all 

Households 

(3) 


Direct  Annual 

Subsidy  Per 

Household 

Served 

(4) 


Direct  Annual 

Subsidy  Per 

Household 

in  the 

Income  Class* 

(5) 


$0-999. Less  than  0. 05  Less  than  0. 05 

1,000-1,999 Lessthan  0.05  Less  than  0.05 

2,000-2,999 0.3  Less  than  0.05 

3,000-3,999 2.1  0.2 

4,000-4,999... 10.2  1.0 

5,000-5,999.. 23.7  2.3 

6,000-6,999 26.4  2.7 

7,000-7,999 19.3  1.9 

8,000-9,999 15.9  0.8 

10,000  or  more 2.1  Less  than  0.05 


$720 
768 
780 
768 
768 
792 
828 
864 


$0.19 

1.52 

7.70 

18.03 

20.83 

14.80 

6.71 

0.21 


♦Total  subsidy  paid  to  an  income  class  spread  among  all  households  in  that  income  class. 

Source:  Department  of  Housing  and  Urban  Development.  National  Housing  Policy  Review  estimates  based  on  data  from 
Department  of  Housing  and  Urban  Development  and  Department  of  Commerce.  Bureau  of  the  Census.  Current  Popula- 
tion Reports.  Series  P-60.  Nos.  84  and  87,  and  1970  Census  of  Population. 

TABLE  2.— SECTION  235  REGIONAL  DISTRIBUTION,  AS  OF  DECEMBER  31,  1972 


'ional  Office 


HUD 
Region 


(1) 


Percent 

of  235  Units 

Produced 

(2) 


Percent 

of  U.S. 

Households 

(3) 


Percent  of 

U.S. 

Households 

Having 

Between 

$3,000 

and  $7,000 

Annual 

Income 

(4) 


Units  to 

Target  Group 

(Col.2-rCol.4) 

(5) 


Boston I  1.9  5.7 

NewYork II  3.8  13.7 

Philadelphia.. Ill  3.0  11.3 

Atlanta IV  29.2  15.2 

Chicago V  17.6  21.1 

Dallas -VI  19.4  9.7 

Kansas  City VII  4.8  5.6 

Denver.... VIII  4.3  2.6 

San  Francisco IX  10.4  11.7 

Seattle .-  X  5.3  3.3 

Total  United  States 100.0  100.0 


5.1 

12.4 
11.3 
18.7 
18.0 
11.4 
6.2 
3.0 
10.8 
3.1 


0.4 
0.3 
0.3 
1.6 
1.0 
1.7 
0.8 
1.5 
1.0 
1.7 


100.0 


1.0 


Note:  Detail  may  not  add  to  totals  because  of  rounding. 

Source:  Department  of  Housing  and  Urban  Development.  National  Housing  Policy  Review  estimates  based  on  data  from 
Department  of  Housing  and  Urban  Development  and  Department  of  Commerce,  Bureau  of  the  Census.  1970  Census  of 
Population. 

In  Table  1,  column  3  shows  that  very  few  of  the  income-eligible 
families  in  each  income  class  receive  Sec.  235  subsidies.  According  to 
some  analyses,  this  shows  that  there  is  a  serious  horizontal  inequity  in 
the  program.  Others  counter  that  it  does  not  follow  that  all  those  not 
receiving  a  housing  subsidy  are  being  treated  inequitably.  Many  may 
not  need  a  235  subsidy,  such  as  those  who  already  own  standard 
quality  homes  or  those  receiving  other  Federal  assistance  for  housing 
through  their  State  welfare  payments  for  housing.  Simply  because  a 
family  has  a  low-income  does  not  necessarily  mean  it  needs  housing 
aid ;  it  may  instead  need  income  maintenance.  Also,  certain  households 
are  statutorily  excluded  from,  and  not  intended  to  be  beneficiaries  of, 
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housing  subsidies.  Evaluations  making  such  points  contend  that  235 
equity  cannot  be  considered  simply  in  relation  to  income  levels  and 
numbers  of  low-income  people.  In  any  event,  adding  to  the  supply  of 
housing  available  to  low  and  moderate  income  families  tends  to  loosen 
the  housing  supply  for  others  in  the  same  income  class. 

The  concept  of  vertical  equity  is  illustrated  in  column  5  of  Table 
1.  The  fact  that  those  earning  $6,000  to  $7,000  receive  larger  subsidies 
than  those  earning  less,  is  seen  by  some  as  inequity  in  the  program. 
This  view,  according  to  others,  fails  to  allow  for  the  influence  of  varia- 
tion in  family  size.  Those  with  higher  incomes  and  larger  benefits  may 
not  be  less  needy.  The  bigger  subsidies  may  reflect  the  needs  of  larger 
families.  This  effect  is  not  considered  by  some  evaluations  to  be  a 
matter  of  inequity. 

Most  evaluations  generally  agree  that  geographic  inequity  does  exist 
because  proportions  of  low-income  families  who  obtain  235  housing 
vary  geographically.  Specifically,  the  South  got  a  more  than  propor- 
tionate share  of  235  housing.  With  about  30  percent  of  the  nation's 
households  in  the  $3,000-7,000  income  group,  the  South  received  48.6 
percent  of  all  Sec.  235  units  produced  through  1972.  Some  studies 
point  out  that  in  some  areas  this  results  from  high  construction  costs 
and  low  mortgage  limits  which  make  it  difficult  to  produce  subsidized 
housing.  Another  reason  cited  is  the  lack  of  local  public  housing 
authorities  in  some  regions. 

Studies  sympathetic  to  the  235  program  often  concede  that  there  is 
an  inequity  in  that  not  all  who  are  in  need  are  served  at  once,  but  that 
this  is  true  of  most  programs  that  have  resource  constraints.  They 
argue  that  inequities  will  be  reduced  as  long  as  units  are  being  added 
to  the  low-income  housing  supply  b}-  such  programs  as  Sec.  235.  It  has 
not  been  demonstrated,  they  state,  that  alternative  programs  could 
provide  a  greater  number  of  standard  lower-income  housing  units 
more  rapidly  at  the  same  or  lower  cost.  (Per  unit  annual  costs  of  the 
new  Section  8  leased  housing  program  are  currently  estimated  by 
HUD  at  $3,900  for  new  units  and  $2,520  for  existing  units.) 
3.  Efficiency  considerations : 
— Construe! ion  efficiency:  HUD  study  indicated  235  units  sold  for 

$1.55  less  per  square  foot  (exclusive  of  land)  than  comparable 

unsubsidized  homes. 
— Total  Government  costs  are  about  10  percent  greater  than  the  cost 

of  the  subsidy.  Difference  accounted  for  by  foregone  taxes  and 

administrative  costs. 
— Overall  program  efficiency:  One  dollar  spent  by  Government  on 

235  program  results  in  82  cents  worth  of  benefits  to  the  recipient — 

1 1  I'D  study. 
— Program  viability:  In  1972  the  final  default  termination  rate  was 

calculated  at  18.6  percent.  Sec.  235  insurance  fund  was  found  to 

be  actuarially  sound  but  at  the  break-even  point,  in  197:').  ( lumula- 

tive  default  terminations  as  a  percentage  of  msurance  written 

under  this  program  were  actually   L5.3  percent  through  June 

L975.  Another7  percent  were  in  default. 
—  Inadequate  administration  alleged  to  be  cause  for  some  scandals 

and    failures,    particularly   failure  to   provide   the   authorized 

counseling  program  for  new  home-owners. 
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The  accuracy  of  measures  of  efficiency  when  applied  to  the  235  pro- 
gram has  been  a  debatable  point  in  the  various  evaluations.  Such 
measures  as  construction,  production  and  transfer  efficiency  are  af- 
fected by  sample  limitations.  Some  studies  contend  that  although  sam- 
ples did  not  show  that  235  units  cost  more  than  similar,  private  units, 
this  does  not  necessarily  imply  that  235  construction  is  as  efficient  as 
conventional  construction.  According  to  alternate  explanations,  235 
units  may  be  located  on  less  desirable  and  lower  cost  land.  Some  critics 
say  that  235  builders  accept  a  lower  profit  margin  because  of  the  lower 
risk  involved  in  selling  subsidized  units.  If  true,  this  would  appear  to 
be  an  argument  in  favor  of  the  program. 

Overall  program  efficiency  depends  upon  whether  development  costs 
are  equal  to  or  less  than  unsubsidized  costs,  and  on  how  much  the  bene- 
fit in  kind  is  worth  to  the  recipient.  Because  the  HUD  study  measured 
worth  based  on  the  utility  of  subsidies  to  public  housing  tenants,  235 
benefits  may  be  higher  than  the  82  cents  per  dollar  cited  if  families 
value  a  benefit  in  kind  for  homeowership  more  highly  than  one  for 
public  housing  occupancy,  according  to  evaluations  defending  the  235 
program. 

While  default  and  foreclosure  rates  have  been  high,  the  Section  235 
insurance  fund  was  considered  actuarially  sound  in  1972.2  Supporters 
of  the  program  contend  that  high  default  rates  and  various  fraudulent 
practices  can  be  reduced  with  tightened  administration  of  the  pro- 
gram, such  as  approving  better  quality  mortgages  and  improving 
counseling  services,  and  that  they  are  not  the  result  of  an  inherently 
unworkable  program. 

In  any  event,  default  and  mortgage  termination  rates  for  lower 
income  families  in  subsidized  housing  such  as  Sec.  235  could  be  ex- 
pected to  be  higher  than  for  housing  occupied  by  higher  income 
families  who  can  afford  market  prices  and  interest  rates.  The  real 
question  is  whether  the  defaults  and  terminations  due  to  default  are 
unreasonably  high  for  a  high  risk  program.  If  4  out  of  5  families 
assisted  under  Sec.  235  continue  to  meet  their  obligations,  is  the  pro- 
gram unsuccessful  ? 
~  4.  Effects. 

Producton  impact :  "For  every  100  subsidized  units  built,  86  unsub- 
sidized units  previously  planned  were  canceled." — 1973  Federal  Home 
Loan  Bank  study. 

Housing  quality  impact:  "Housing  quality  of  recipients  improved 
bv  35  percent  and  non-housing  expenditures  increased  8  percent." — 
HUD  study. 

Social  effect:  Various  studies  found  impact  on  individual  families 
and  on  communities  to  be  generally  favorable,  although  minimal. 

At  midyear  1975,  469.289  mortgages  had  been  insured  and  382,566 
were  still  in  force.  How  many  were  a  net  addition  to  the  housing  sup- 
ply and  how  many  merely  substituted  for  units  that  would  otherwise 
have  been  constructed?  In  finding  that  Sec.  235  production  was  more 
of  a  substitute  for  private  non-subsidized  production  than  a  supple- 
ment to  it,  the  FHLBB  study  explained  that  this  was  primarily  be- 

2  However,  in  1975.  the  Special  Risk  Insurance  Fund,  which  includes  the  Sec.  235  pro- 
gram, w,ts  running  at  a  deficit.  Since  premiums  will  continue  to  be  paid  throughout  thp 
life  of  all  insured  mortgages,  the  final  financial  status  of  the  Fund  cannot  be  determined 
at  this  time. 
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cause  subsidized  starts  reduce  the  limited  amount  of  mortgage  market 
funds  available  for  unsubsidized  starts.  Another  study  points  out  that 
this  explanation  fails  to  recognize  that  in  tight  money  periods  mort- 
gage availability  and  interest  rates  are  affected  more  by  non-housing 
demands  than  by  housing  demands  for  funds.  Data  are  cited  to  show 
that  new  home  sales  rose  in  the  wake  of  increased  production  of  low- 
priced  new  subsidized  homes,  and  that  when  such  production  was  cut 
back,  there  was  an  even  greater  decline  in  total  1-family  starts  and 
sales.  It  would  appear  that  the  total  level  of  housing  starts  is  primarily 
a  function  of  the  general  availability  and  price  of  loan  funds,  along 
with  increased  consumer  demand. 

Case  studies  on  the  social  impact  of  subsidized  housing  (effects  on 
family  stability,  physical  and  mental  health,  psychological  security, 
economic  improvement,  motivation  and  school  activities  of  children) 
indicate  a  generally  positive  impact,  with  the  exception  that  height- 
ened aspirations  did  not  accompany  perceived  betterment.  Indirect 
impact  on  the  community  (effects  on  crime  rates,  lower  welfare  rolls, 
i  lu  ational  levels  and  property  values)  was  found  to  be  mixed.  Intro- 
ducing subsidized  housing  into  a  community  did  not  appear  to  affect 
property  values.  However,  some  people  viewed  it  as  an  inequitable 
intrusion  into  the  affairs  of  the  local  community.  Some  evidence  was 
found  that  programs  contribute  to  racial  mixing,  although  the  effect 
was  small  when  compared  to  the  racial  imbalances  already  existing. 

SECTTOX    23  6 RENTAL   HOUSING   ASSISTANCE 

Interest  subsidies  are  paid  to  sponsors  of  low-  and  moderate-income 
rental  or  cooperative  housing  to  reduce  their  debt  payments  to  as  low 
as  those  that  would  prevail  at  a  1  percent  rate.  Savings  are  intended  to 
be  passed  on  to  the  tenant  in  the  form  of  reduced  rents.  Tenants  must 
pay  either  a  basic  monthly  rental  sufficient  to  cover  debt  service  at  one 
percent  and  operating  costs,  including  utilities,  or  25  percent  of  their 
income,  whichever  is  greater.  Eligible  families  must  have  incomes  not 
greater  than  80  percent  of  the  median  area  income  (135  percent  above 
public  housing  income  limits  prior  to  1074).  New  commitments  under 
Sec  236  were  suspended  administratively  in  January  1973.  The  1974: 
Act  extended  the  program  and  consolidated  the  rent  supplement  pro- 
gram within  Sec.  236  by  requiring  additional  assistance  for  20  percent 
of  families  in  all  new  developments  who  cannot  afford  to  pay  the  basic 
rentals  within  25  percent  of  their  incomes. 


ACTIVITY  LEVEL 

Total  production  (ur 

lits)  (new  starts  plus 

Fiscal  Year 
1975 

rehabs  begun) 

(est.) 

Fiscal  Year 

1976 

Cumulative  through  June  30, 1974  (thousands) 

Cumulative 

Fiscal  Year 

1969-74 

Approval  of 
Contract 
Authority 

Use  of 
Contract 
Authority 

Housing 
Payments 
Outlays 

479,430 

19,421 

40,  000 

$700,  000 

$518,637 

$546, 131 
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Evaluations  : 

1.  Cost  considerations. 

Annual  costs  per  Sec.  236  unit,  1972. 


Sec.  236  Rent 
Sec.  236        Supplement 


$907 

$1,757 

29 

29 

16 

16 

Direct  subsidy - 

Foreclosure  costs — 

Administrative  costs ... 

Total $S52  $1,802 

Although  the  above  figures  (estimated  by  HUD)  show  the  average 
cost  per  Sec.  236  unit  for  1972.  they  may  not  reflect  the  average  annual 
payments  over  all  the  years  in  which  such  payments  would  be  made. 
For  appropriation  hearings,  HUD  estimates  of  projected  total  assist- 
ance payments  indicated  that  they  would  be  about  $200  less  per 
unit.  This  would  reflect  rising  incomes  of  tenants  and  subsidy  pay- 
ments being  reduced. 

2.  Equity  considerations. 

TABLE  3.— DISTRIBUTION  OF  SECTION  236  (INCLUDING  236  RENT  SUPPLEMENT)  HOUSING,  BY  INCOME  CLASS,  AS 

OF  DECEMBER  31,  1972 


Households  Served  by  235 

235  Households 

as  Percent 

of  all  Households 

(4) 

Residual 
Need  * 

(5) 

Direct  Annual 

Subsidy   Per 

Household 

Served 

(6) 

Gross  Income 
(1) 

Number 
(2) 

Percent 
Distribution 

(3) 

$0-9S9 

220 

0.2 
2.3 
8.2 
12.0 
20.1 
23.9 
18.6 
9.6 
4.5 
0.5 

Less 

0.01 

$S56 

1,000-1,999.... 

2,000-2,999 

3,200 

11,590 

0.08 
0.27 
0.43 
0.74 
0.90 
0.73 
0.35 
0.09 
than  0.005 

1,800,000 
5,  300,  000 
9,  300,  000 
13,100.000 
16,  700,  000 
20,  300,  000 
23,  700,  000 
27,  400,  000 
34,  600,  000 

974 
1,081 

3,000-3,9S9. 

16, 980 

1,021 

4,000-4,999.... 

28,  370 

980 

5,000-5,999. 

6,000-6,999 

33,710 

26,  290 

1,011 
1,093 

7,000-7,999   .. 

13,  590 

1,233 

8,000-9,999 

6,410 

1,455 

10,000  or  more 

640 

1,189 

*  Number  of  households  living  in  unsubsidized  housing  earning  less  than  lower  limit  for  that  income  class,  as  given  in 
column  1. 

Source  Department  of  Housing  and  Urban  Development,  National  Housing  Policy  Review  estimates  based  on  data  from 
Department  of  Housing  and  Urban  Development,  Department  of  Agriculture  and  Department  of  Commerce,  Bureau  of  the 
Census,  Current  Population  Reports,  Series  P-50,  Nos.  84  and  87,  and  1970  Census  of  Population. 

As  shown  in  the  table,  nearly  three-fourths  of  all  Sec.  236  families 
have  annual  incomes  in  the  $4,000  to  $8,000  range.  This  is  due  to  a 
combination  of  high  costs  for  the  bulk  of  236  units  that  are  newly  con- 
structed, and  the  limited  size  of  the  subsidy.  As  rentals  rise,  very  low 
income  families  tend  to  be  excluded.  Congressional  intent  as  to  income 
groups  to  be  served  recognized  that  the  lowest  incomes  served  would 
depend  upon  assistance  made  available.  It  is  also  recognized  in  various 
•evaluations  that  other  assistance  programs  (such  as  public  housing) 
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serve  lower  income  groups,  that  not  all  low  income  families  need 
housing  rental  assistance,  and  that  other  Federal  benefits  are  made 
available  to  poor  families. 

Other  constraints  specific  to  Sec.  236  include  the  fact  that  sponsors 
have  an  incentive  to  serve  tenants  with  a  more  stable  income  and  to 
avoid  "problem"  families  in  order  to  maintain  rental  income  sufficient 
to  meet  management  costs..  Also  reducing  the  number  of  lower  income 
families  served  is  the  fact  that  not  all  eligible  families  wish  to  accept 
236  housing.  With  respect  to  vertical  equity,  some  analyses  point  out 
that  the  correlation  of  larger  benefits  with  higher  income  is  accounted 
for  by  local  difference  in  development  costs.  Additionally,  some  higher- 
income  families  may  be  more  in  need  of  aid  than  some  with  lower 
incomes  due  to  differences  in  family  size. 
3.  Efficiency  considerations. 

— Construction  efficiency :  On  average,  236  units  cost  $3  more  per 
square  foot,  or  about  20  percent  more,  to  construct  than  com- 
parable privately  financed  units. 
— Price  competitive :  Market  rents  of  Sec.  236  units  were  found  to 

be  10  percent  higher  than  conventional  rents. 
— Transfer  efficiency:  A  236  subsidy  is  worth  65  to  TO  percent  as 

much  to  a  tenant  as  its  market  value. 
— Program  viability :  About  20  percent  of  all  236  units  may  fail  in 
the  first  ten  years  of  operation.  It  is  questionable  whether  the 
program  is  actuarially  sound. 
( — Findings  of  HUD  study  Hovsing  hi  the  Seventies — ) 
The  reliability  of  the  above  HUD  findings  is  considered  question- 
able by  some  evaluations  due  to  sample  limitations  and  factors  that 
may  not  have  been  fully  considered  in  interpreting  survey  results.  The 
higher  cost  per  square  foot  of  236  units  might  be  accounted  for,  one 
study  contends,  by  a  deficiency  in  HUD's  square  foot  cost  comparison. 
The  square  foot  cost  of  a  unit  will  decrease  as  the  size  of  a  unit  is 
increased,  since  the  cost  of  bathroom  and  kitchen  facilities  will  be 
spread  over  a  greater  number  of  square  feet.  Living  rooms  and  bed- 
rooms in  conventional  units  are  generally  larger  than  those  in  sub- 
sidized units.  Since  the  number  of  square  feet  per  unit  was  a  variable 
not  considered  in  HUD's  cost  comparisons,  this  may  account  for  the 
HUD  finding  that  236  units  had  a  higher  square  foot  cost  than  con- 
vent ional  units.  Rents  for  236  units  would  also  be  higher  if,  as  charged, 
newly  built  236  units  were  compared  with  conventional  units  in  some- 
what older  buildings.  HUD's  forecast  of  program  viability,  conceded 
to  be  based  on  a  small  1972  sample,  is  challenged  by  some  as  to  whether 
if  provides  an  appropriate  estimate  of  future  losses.  (In  1974,  cumula- 
tive  default   terminations   amounted   to   5.3   percent  of  cumulative 
insurance  written;  and  the  default  rate  was  7.19  percent.) 

Reflected  in  the  various  efficiency  evaluations  is  an  underlying  de- 
bale  on  whether  program  efficiency  could  be  unproved,  i.e.  more  fami- 
lies served  from  the  same  budget,  if  emphasis  were  switched  from  new 
construction  to  using  existing  housing.  Through  1972  over  90  percent 
of  236  units  were  newly  constructed,  and  costs  per  unit  were  high,  re- 
quiring higher  rents  than  the  lowest  income  families  could  afford. 
Proponents  of  new  construction  argue  that  because  of  the  short  supply 
sting  housing  in  the  places  where  they  are  needed,  low  incom6 
needs  would  not  be  better  served  by  a  reliance  on  the  existing  inven- 
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tory  that  would  tend  to  inflate  local  rents  and  cancel  out  any  benefits 
of  lower  subsidy  costs  for  existing  units. 

Since  1973,  many  Sec.  236  projects  have  encountered  increasing 
financial  difficulty  due  to  sharply  rising  utility  costs  and  other  operat- 
ing expenses,  while  income  and  rents  of  tenants  have  not  kept  up.  In 

1974  Congress  authorized  the  payment  of  operating  subsidies  to  such 
projects  to  reflect  higher  utility  costs  and  local  property  taxes,  but  the 
Administration  has  thus  far  declined  to  utilize  funds  for  such 
subsidies. 

4.  Effects. 

Housing  quality:  According  to  HUD  calculations,  the  average 
tenant  family  in  a  Sec.  236  unit  (without  rent  supplement)  improves 
its  quality  of  housing  by  about  51  percent  over  what  it  would  have 
occupied  in  the  absence  of  the  program.  Expenditures  on  other  goods 
are  virtually  unchanged,  according  to  these  calculations. 

Value  of  "extra  housing"  received :  The  average  1972  assistance  pay- 
ment of  $952  was  valued  by  a  Sec.  236  tenant  at  $741,  i.e.,  the  value  of 
the  cash  subsidy  is  alleged  to  be  greater  than  the  value  of  the  housing 
received. 

Since  the  236  program  appears  to  be  providing  improved  quality  of 
housing  to  participants,  the  social  impact  upon  the  community  should 
be  beneficial.  However,  comprehensive  studies  to  document  this  are 
lacking.  Some  studies  have  indicated  that  while  most  236  units  have 
been  built  within  central  cities,  they  have  not  been  concentrated  where 
needs  are  greatest  in  the  lower-income  neighborhoods.  The  lower  value 
to  the  tenant  of  the  subsidy  than  its  cash  equivalent  is  explained  in 
some  analyses  by  the  inflexible  nature  of  the  transfer- in-kind  required 
under  the  program. 

The  production  of  a  relatively  large  number  of  housing  units  under 
Sec.  236  (along  with  units  made  available  through  related  programs 
such  as  Sec.  235)  may  have  played  some  part  in  keeping  down  rents 
and  maintaining  a  fairly  normal  vacancy  ratio.  Since  1967,  rents  have 
risen  about  38  percent  compared  with  a  63  percent  increase  in  the 
overall  Consumer  Price  Index ;  and  vacancies  in  the  second  quarter  of 

1975  remained  about  6  percent,  despite  a  sharp  drop  in  multifamily 
starts  in  1974  and  1975. 

LOW   RENT   PUBLIC   HOUSING 

The  conventional  public  housing  program  originated  with  the 
United  States  Housing  Act  of  1937,  with  the  Federal  role  that  of 
making  annual  contributions  to  local  authorities  to  amortize  capital 
costs  of  public  housing  projects.  In  recent  years  supplemental  Federal 
contributions  have  also  been  made  to  help  meet  operating  costs  in 
projects  where  tenant  income  is  extremelv  low.  Eligibility  for  public 
housing  is  determined  locally,  subject  to  HUD  approval,  but  since  1974 
at  least  20  percent  of  each  project's  units  must  be  rented  to  families 
with  incomes  not  more  than  50  percent  of  the  median  area  income. 
Minimum  rent  must  be  not  less  than  either  5  percent  of  a  family's  gross 
income  or  that  portion  of  its  welfare  payment  (if  any)  designated  for 
housing,  whichever  of  the  two  is  higher.3  Aggregate  rents  charged  must 

*  Provided  for  by  the  Housing  and  Community  Development  Act  of  1974. 
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equal  at  least  20  percent  of  the  aggregate  income  of  tenants  in  a  local 
housing  authority's  jurisdiction. 

ACTIVITY  LEVELS 
Units  Eligible  for  Payments  Housing  Payments  Outlays  (thousands)' 


Cumulative  (est.)  Cumulative  (est.) 

June  30,       Fiscal  Year     Fiscal  Year  June  30,       Fiscal  Year      Fiscal  Year 

1974  1975  1976  1974  1975  1976 


1,109,000      1,151,000      1,197,000 

Operating  Subsidies 

$6,  099,  013        $946,  664 
870,329          339,015 

$1,  082,  000 
500,  000 

Total 

$6,969,342    $1,285,679 

$1,582,000 

Evaluations: 

1.  Cost  considerations. 

Monthly  Annual 

1971  costperunit $193  $2,314 

Mean  rent  paid  by  tenants 56  672 

Government  cost $137  $1,644 

— Total  cost  of  public  housing  services,  1971 :  $2.3  billion 
Percent  borne  by : 

Public  housing  tenants 26  percent 

Federal  and  local  government 74  percent 

■ — Of  cost  borne  by  government,  42  percent  appears  explicitly  in 

HUD   appropriations   and   expenditure   records;   36  percent  is 

attributable  to  taxes  foregone  from  tax-exempt  bond  financing; 

22  percent  attributable  to  partial  local  property  tax  exemption. 

2.  Equity  Considerations. 

Table   4. — The    Distribution    of    Benefits    Among    Low    Rent    Public    Housing 
Tenants,  by  Income  Class,  1071 

Mean  . Innval  Benefit  To 

dross  Income  Public  Housing  Tenants 

!999 $g;h; 

$1,000  to  $1,999 900 

$2,000  to  $2,999 1,044 

$3,000  to  $3,999 1,008 

$4,000  to  $4,999 972 

$5,000  to  ±r,,<.)<)<) (548 

$6,000  to  $6,999 Tos 

$7,000  to  S7,«)!M> 504 

)  or  more 624 

Source:   Department  of  Housing  ami    Urban   Development,   National   Housing   Policy 
Review. 
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TABLE  5.— DISTRIBUTION  OF  LOW  RENT  PUBLIC  HOUSING  BY  INCOME  CLASS,  AS  OF  DECEMBER  31,  1972 

Public  Housing 

Households        Households  as 

Total  Served  by         Percent  of  all 

Gross  Income  Households      Public  Housing  Households 

$0-999 1,800,000 

1,000-1,999 3,800,000 

2,000-2,999 4,300,000 

3,  0C0-3,  9S9 4,000,000 

4,000-4,999 3,  £00,000 

5,000-5,999 3,800,000 

6,000-6,999 .  3,600,000 

7,000-7,999 3,800,000 

8,  000  or  more 39,600,000 


25,910 

1.5 

283, 120 

7.4 

248,  520 

5.8 

183,  860 

4.7 

124,  290 

3.2 

73, 260 

2.0 

45,760 

1.3 

27,  900 

0.7 

42,  420 

0.1 

Total.. 68,500,000  1,055,050  1.5 

Note:  Detail  may  net  add  to  totals  because  of  rounding. 

Source:  Department  of  Housing  and  Urban  Development,  National  Housing  Policy  Review  estimates  based  on  data  from 
Department  of  Housing  and  Urban  Development  and  Department  of  Commerce,  Bureau  cf  the  Census,  Current  Popula- 
tion Reports,  Series  P-60,  Nos.  84  and  87,  and  1970  Census  of  Population. 

The  distribution  of  housing  services  is  generally  regarded  as  more 
equitable  under  the  public  housing  programs  than  under  other  sub- 
sidized programs  (Sections  235  and  236)  by  most  evaluations.  Tins 
view  is  probably  a  result  of  the  fact  that  families  served  by  public 
housing  are  preponderantly  in  the  poverty-income  class.  In  1973  the 
median  family  income  of  all  families  was  about  $12,000 ;  for  families 
occupying  public  housing  it  was  about  $3,000.  Also  reinforcing  this 
view  are  positive  indications  of  vertical  equity :  among  families  living 
in  public  housing,  benefits  tend  to  increase  as  family  income  decreases. 

However,  some  studies  criticize  horizontal  equity  deficiencies  in  pub- 
lic housing,  pointing  out  that  most  families  in  the  lowest  income  groups 
(95  percent  earning  less  than  $3,000)  are  not  served,  while  some  fami- 
lies with  higher  incomes  are  served.  In  other  studies  this  is  not  seen  as 
a  clear  indication  of  inequity  because  the  figures  do  not  account  for  the 
many  low-income  families  who  do  not  want  or  need  housing  assistance 
or  who  may  be  receiving  other  Federal  assistance  benefits. 

Inequity  in  the  geographic  distribution  of  public  housing  units  is 
recognized  as  a  problem  by  some  evaluations.  In  high  density  metro- 
politan counties  in  1972  there  was  one  public  housing  unit  for  every 
five  poverty  level  households;  low  density  nonmetro  counties  had  just 
one  unit  for  every  16  poverty  households.  Other  Federal  programs, 
however,  are  directed  toward  needs  in  lower-density  metro  and  non- 
metro  areas,  such  as  the  subsidized  housing  programs  of  the  Farmers 
Home  Administration,  under  which  production  has  been  relatively 
substantial. 

3.  Efficiency  considerations. 
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Program  efficiency  :  Tenant  welfare  is  increased  by  55  cents  for  every 
dollar  spent  (the  ratio  of  the  benefit  as  viewed  by  the  tenant,  $76,  and 
the  full  cost  to  the  government,  $137) .  (HUD  study) .  This  discrepancy 
is  due  to : 

— Administrative  costs:  $9  more  per  unit  per  month  to  administer 
public  housing  than  private  housing ; 

— Technical  inefficiency :  $27  more  to  produce  the  same  housing  serv- 
ice as  in  the  private  market ; 

— Transfer  inefficiency :  $25  more  because  tenant  welfare  is  not  in- 
creased to  the  extent  it  would  be  if  he  were  free  to  spend  a  cash 
equivalent  benefit  as  he  pleased. 

The  difference  between  the  cost  of  public  housing  to  the  Government 
and  its  value  to  tenants  depends  on  what  market  value  is  assigned  to  a 
public  housing  unit,  and  the  inherently  lower  value  of  a  transfer-in- 
kind  than  a  cash  benefit.  In  the  absence  of  public  housing,  some  studies 
contend,  the  greater  demand  by  unserved  low-income  families  for  units 
in  the  private  market  could  increase  all  market  values.  In  this  situation 
an  even  higher  cash  benefit  might  be  required  to  yield  the  housing  im- 
provement now  found  in  public  housing. 

4.  Effects. 

Housing  quality :  The  percentage  of  improvement  in  housing  ranged 
between  59  and  82  percent  for  the  HUD  study  samples.  Tenants  were 
found  able  to  purchase  from  5  to  19  percent  more  nonhousing  goods 
and  services. 

A  basic  positive  impact  of  public  housing  is  recognized  as  its  signifi- 
cant contribution  to  the  volume  of  the  overall  housing  stock  and  its 
administrative  oversight.  While  delivering  services  well  in  smaller 
communities,  its  fundamental  deficiency  in  large  cities  is  a  tendency  to 
concentrate  large  numbers  of  very  poor  households  in  the  same  neigh- 
borhoods. Public  housing  is  generally  viewed  as  a  sound  instrument 
for  providing  decent  housing  units  for  households  with  low  incomes, 
but  with  no  major  social  problems.  It  is  generally  recognized  that 
housing  alone  cannot  solve  all  the  difficulties  of  multiproblem  families. 

Farmers  Home  Administration  Housing  Programs 

sectton  5  0  2 — homeowners  mit*  u  'an  progr  n  m 

Loans  can  be  used  to  purchase  a  new  or  existing  structure  or  to  build, 
rehabilitate,  or  relocate  an  owner-occupied  single  family  dwelling.  The 
loan  can  include  the  cost  of  buying  a  ''minimum  but  adequate  site." 
Low  and  moderate  income  families  are  eligible.  There  is  no  specific 
maximum  income  limit  and  levels  vary  state  to  state,  but  participants 
are  generally  families  with  incomes  over  $5,000  who  can  support  a 
loan  at  1  percent  interest.4  Loans  are  made  to  those  who  cannot  obtain 
credit  on  reasonable  terms  elsewhere.  Housing  must  be  located  in  "rural 
areas,"  i.e..  places  under  20,000  population.8  Interest  credit  is  available 
to  those  eligible.  Section  502  loans  have  accounted  for  over  90  percent 
of  all  recent  housing  loans  and  grants  made  by  Farmers  Home. 


*  "Non-lnterett-Credit"    loans   currently   carry   a   9   percent   rate.   However,    the  borrower 

■may  receive  a  small  "premium  subsidy"  if  the  rate  at  which  FmHA  must  borrow  Iti  funds 

"■Rural  area  defined  aa  under  10,000  prior  to  tbe  1974  Homing  nnd  Community  Develop- 
ment Art. 
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Interest  Credit  Program :  The  maximum  interest  credit  which  can 
be  provided  is  that  which  reduces  the  effective  rate  on  the  loan  to  1  per- 
cent or  20  percent  of  the  family's  adjusted  income,  whichever  is  less. 
These  loans  are  made  mostly  to  applicants  with  incomes  of  less  than 
$8,000.  Additional  restrictions  are  imposed,  such  as  limiting  loans  to 
houses  not  greater  than  1,200  square  feet  of  living  area,  Loans  can 
be  made  only  when  the  needs  of  the  applicant  cannot  be  met  with 
financial  assistance  from  other  sources.  While  interest  credit  is  also 
available  under  other  FmHA  programs  (rural  rental  and  farm  labor 
housing) ,  the  bulk  of  interest  credit  loans  are  made  under  the  Section 
502  program. 

ACTIVITY  LEVELS 


Number  of  Units 
(initial  loans  obligated) 


Amount  (in  thousands) 


Cumulative 


(est.) 


Fiscal  year 
1969-74 

Fiscal  year 
1975 

Fiscal  year 
1976 

Fiscal  year 
1969-74 

Fiscal  year 
1975 

Fiscal  year 
1976 

514,  577 

94,  589 

87,  725 

$7,  388,  997 

$1, 926, 643 

$1,  973,  000 

EVALUATIONS 

502  Interest 
credit 

502  Non-interes 
credit 

1.  Cost  considerations. 

1972  Total  annual  per  unit  govt,  plus  owner  cost. 
Total : 

Government  cost. 

Subsidy  amount _. 

Administrative  cost 

Foreclosure  cost 

2.  Equity  Considerations. 


$1,  837 


$1,702 


813  ISO 

695  92 

113  91 

5  7 


TABLE  6.— DISTRIBUTION  OF  SECTION  502  LOANS,  BY  INCOME  CLASS,  LOANS  MADE  FISCAL  YEAR  1972 


Gross  Income 
(1) 


Households  served  by 

Households  served  by 

502  IC*  loans 

502  NIC*  loans 

Percent  - 
Distri- 

Concen- 

Concen- 

Cumulative 

bution 

Per-        tration 

Per-         tration 

Number 

Number 

of 

cent          Ratio 

cent            Ratio 

of  Rural 

of  Rural 

Rural 

Num-     Distri-    (Col.  6-^- 

Num-     Distri-      (Col.  9-i- 

Families 

Families 

Families2 

ber     bution        Col.  4) 

ber     bution          Col.  4) 

(2) 


(3) 


(4) 


(5) 


(6) 


(7)  (8) 


(3) 


(10) 


$0-999 450.000  450,000  5.1 

1,000-1,999 726,000  1,176,000  8.3 

2,000-2,999 838,000  2,014,000  9.6 

3,000-3,999.. 873,000  2,887,000  10.0 

4,000-4,999 873,000  3,760,000  10.0 

5,000-5,999. 981,000  4,741,000  11.2 

6,000-6,999.. 999,000  5,740,000  11.4 

7,000-7,999.. 1,044,000  6,784,000  11.9 

8,000-8,999 1,048,000  7,832,000  12.0 

9,000-9,999.. 930,000  8,762,000  10.6 

10,000  or  more p)  (2)  (2) 

Total 100.0 


3,575 


6.1 


0.3 


260 


0.6 


58,294      100.0. ....46,881      100.0 


<0.05 


7,187 

12.3 

1.2 

504 

1.1 

0.1 

12,  857 

22.1 

2.2 

1,194 

2.5 

0.3 

13,  608 

23.3 

2.1 

2,804 

6.0 

0.5 

11,701 

20.1 

1.8 

6,341 

13.5 

1.2 

7,508 

12.9 

1.1 

11,800 

25.2 

2.1 

1,727 

3.0 

0.2 

15,  165 

32.3 

2.7 

131 

0.2 

<0.05 

6,506 

13.9 

1.3 

0 

0.0  . 

2,307 

4.9  .. 

1  Covers  48  contiguous  States. 

2  No  families  are  shown  in  the  $10,000  or  more  class  in  order  to  allow  suitable  comparisons  with  the  subsidized  pro- 
grams. 

*  Interest  credit. 

*  Noninterest  credit. 

Note:  Detail  may  not  add  to  totals  because  of  rounding. 

Source:  Department  of  Housing  and  Urban  Development,  National  Housing  Policy  Review  estimates  based  on  data  from 
Department  of  Agriculture  and  Department  of  Commerce,  Bureau  of  the  Census,  1979  Census  of  Population. 
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TABLE  7— PERCENT  OF  ELIGIBLE  FAMILIES  SERVED  BY  SECTIONS  502  LOANS,  LOANS  MADE  FISCAL  YEAR  1972  I 

502  IC 2  Households  502  NIC3  Households 

Number  Number    As  Percent  of  Number      As  Percent  of 

of  Rural  Served  all  Rural  Served  all  Ruras 

Gross  income  Families  by  Loans  Families  by  Loans  Familiel 

(1) (2) (3) (4) (5) (6) 

$0-999 450,000 

1,000-1,999 726,000  3,575       0.18        260        0.01 

2,000-2,999. 838.000 

3,000-3,999 873,000  7,187                  0.82                    504                    0.06 

4,000-4,999. 873,000  12,857                   1.47                 1,194                    0.14 

5,000-5,999 981,000  13,608                  1.39                2,804                   0.29 

6,000-6,999 999,000  11.701                   1.17                 6,341                    0.63 

7,000-7,999... 1,044,000  7.508                  0.72               11,800                    1.13 

8,000-8,999 1,048,000  1,727                  0.16               15,165                    1.45 

9,000-9,999. 930,000  131                  0.01                6,506                   0.70 

10,000ormore (4)                      0 2,307  

Total 58,294 46,881 

1  Covers  48  contiguous  States. 

2  Interest  credit. 

3  Noninterest  credit. 

4  No  families  are  shown  in  the  $10,000  or  more  class  in  order  to  show  suitable  comparisons  with  the  subsidized  programs. 

Source:  Department  of  Housing  and  Urban  Development.  National  Housing  Policy  Review  estimates  based  on  data  from 
Department  of  Agriculture  and  Department  of  Commerce,  Bureau  of  the  Census,  1970  Census  of  Population. 

The  greatest  concentration  of  Section  502  interest  credit  loans  in 
1072  was  in  the  $4,000-5,000  income  group,  with  those  in  the  $7,000- 
8.000  range  most  likely  to  receive  non-interest  credit  loans.  In  fiscal 
1975  two-thirds  of  the  families  receiving  interest  credit,  under  Sec.  50*2 
had  incomes  between  $6,000  and  $9,000.  (See  Table  8.)  Although  many 
families  earning  less  than  $4,000  occupy  substandard  rural  housing 
(approximately  2.5  million  estimated  by  U.S.D.A.),  relatively  few 
were  served  by  interest  credit  loans;  virtually  none  by  non-interest 
credit  loans.  This  inequity  is  attributed  in  part  to  budgetary  levels,  the 
depth  of  the  subsidies  and  the  administration  of  the  program.  Most 
evaluations  recognize  the  inequity  in  serving  so  few  when  the  extent  of 
rural  housing  need  is  so  great,  but  point  out  that  other  forms  of  Fed- 
eral assistance  reach  many  of  these  families;  that  many  units  could  be 
brought  up  to  standard  by  expanding  the  home  repair  programs  (Sec 
504  )  :  and  that,  since  the  program  reaches  more  families  in  lower-cost 
areas  (such  as  the  Southwest  and  Southeast) ,  there  is  a  need  for  greater 
subsidy  in  high-cost  areas. 

TABLE  8.-INC0MES  OF  FAMILIES  ACQUIRING  HOMES  THROUGH  SECTION  502  IN  FISCAL  YEARS  1973,  1974,  1975 

Families  receiving  intarest  credits 
All  Families  (percent)  (percent) 

Fiscal  year     Fiscal  year     Fiscal  year     Fiscal  year     Fiscal  year       Fiscal  year 
1973  1974  1975  1973  1974 1975 

Netfamily  income: 

UrMer  $3,000... 2.5  1.0  0.8  4.1  2.0  1.2 

$3,000-3,999  4.9  1.9  1.3  8.1  3.6  1.9 

J4.000- 4,999       .                 ...  10.2  4.9  3.8  16.9  9.5  5.7 

$5,000-5,999 13.5  9.3  7.7  22.2  18.0  11.5 

$6,000-6,999       ....  16.0  14.0  12.3  25.3  26.7  18.4 

$7,000-7,999 17.2  16.8  15.6  18.3  25.8  23.3 

8,999  15.0  14.1  16.3  4.1  10.1  24.3 

$9,000    9,999      ...                      .  10.5  13.6  12.3  C.7  3.4  11.8 

$10,000  and  Over  10.3  24.5  30.0  (')  0^8 2J) 

Average  income $7,303  $8,318  $8,741  $6,506  $7,312 

Median  Income ....         $7,109  $3,148  $8,520  $5,941  $6,631  $7,484 

1  Less  than  0.5  percent. 

Source:  Farmers  Home  Administration,  U.S.D.A.  Medians  computed  by  CRS. 
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It  has  been  argued  by  the  Administration  that  by  shifting  emphasis 
from  new  construction  to  use  of  the  existing  stock,  more  families 
could  be  served  at  lower  cost,  making  the  program  more  equitable. 
Studies  by  the  Department  of  Agriculture,  however,  have  shown 
that  the  existing  supply  may  not  be  adequate  to  provide  the  required 
amount  of  standard  housing  in  places  where  it  is  most  needed  and 
at  needed  costs.  This  fact  may  be  a  reason  for  the  relatively  unsuccess- 
ful efforts  by  FmHA  in  recent  years  to  expand  its  loan  volume  for 
existing  and  rehabilitated  housing.  But  some  shift  has  occurred  in  the 
proportion  of  Sec.  502  units  consisting  of  existing  homes  receiving 
interest-credits :  17.9  percent  in  fiscal  1975  compared  with  10  percent 
and  6.3  percent  in  fiscal  1974  and  1973  respectively. 

3.  Efficiency  Considerations. 

— Program  efficiency :  Non-interest  credit  program — One  dollar  of 
government  expenditure  is  worth   (increases  borrower  welfare 
by)  16  cents.  Interest  credit  program — One  dollar  is  worth  70 
cents. 
— Technical  efficiency :  Government  administrative  costs  were  rela- 
tively high  in  1972 :  14  percent  of  total  government  costs  for  the 
interest-credit  program,  and  48  percent  for  the  non-interest- 
credit  program.6"  If  administrative  costs  were  excluded,  the  cost  to 
the  government  would  almost  be  equal  to  the  cost  of  a  unit  pro- 
duced in  the  private  market. 
— Foreclosure  losses  are  low,  due  in  part  to  high  administrative 
costs  for  counselling,  appraisals,  inspections,  closing  and  loan 
servicing. 
Measures  of  efficiency  for  non-interest  credit  loans  may  indicate 
relatively  low  efficiency  (particularly  production  efficiency)  because 
of  high  administrative  costs  relative  to  the  size  of  the  subsidy.  The 
administrative  cost  is  similar  for  the  interest-credit  program  but,  be- 
cause a  much  larger  subsidy  is  provided,  the  program's  efficiency  is 
higher.  One  of  the  benefits  not  taken  into  account  in  statistical  mea- 
sures of  efficiency  is  that  these  programs  increase  the  availability  of 
mortgage  credit  for  lower  income  families  in  credit-short  areas. 

4.  Effects. 

1972  Housing  quality  improvement : 

48  percent  improvement  for  non  interest  credit  program. 

85  percent  improvement  for  interest  credit  program 
Nonhousing  expenditures : 

3  percent  decrease  for  non  interest  credit 

9  percent  decrease  for  interest  credit 

Recipients  of  loans  in  both  homeownership  programs  benefitted 
from  a  great  increase  in  housing  quality,  but  at  the  expense  of  ex- 
penditures for  other  goods  and  services.  The  programs  appear  to  have 
had  a  substantial  beneficial  impact  in  easing  access  to  credit,  and  thus 
to  improved  housing,  in  rural  areas. 

6  However,  the  total  government  cost  per  non  interest-credit  unit  is  relatively  small,  and 
will  vary  depending  on  the  spread  between  the  rate  at  which  FmHA  must  borrow  and 
the  rate  at  which  it  lends. 


CREDIT  UNIONS  AS  VIABLE   FINANCIAL 
INTERMEDIARIES 

(By  David  I.  Fand*) 

Introduction 

A  new  approach  is  needed  if  our  depository  institutions  are  to  com- 
pete effectively  for  funds  and  avoid  disintermediation  crises  and  credit 
crunches.  Disintermediation  occurs  when  market  interest  rates  rise 
above  the  dividends  and  yields  that  the  depository  intermediaries  are 
allowed  to  pay  on  time  and  savings  deposits.  The  result  is  an  unstable, 
and  sometimes  erratic,  flow  of  funds  into  those  sectors  of  the  economy, 
such  as  housing,  that  rely  on  depository  intermediaries  to  meet  their 
credit  needs. 

Regulation  Q.  and  the  interest  rate  ceilings  have  not  protected  the 
thrift  institutions  from  disintermediation.  For  while  these  rate  ceilings 
prevent  the  thrifts  from  engaging  in  rate  competition  with  the  com- 
mercial banks,  they  do  not  stop  market  interest  rates  from  rising. 
Consequently,  both  the  thrifts  and  the  commercial  banks  lose  funds 
when  market  rates  rise  above  the  ceilings. 

There  are  other  problems  concerning  the  efficient  allocation  of  capital 
funds.  Statutory  specialization  imposed  on  financial  intermediaries 
may  not  lead  to  appropriate  allocation  of  funds.  The  regulatory  ap- 
paratus governing  our  financial  intermediaries  is  a  confusing  and 
lopsided  construction :  The  comptroller  of  the  currency  supervises  na- 
tional banks,  the  Fed  supervises  state  banks,  the  FDIC  supervises 
non-member  state  banks ;  and  there  are  different  agencies  responsible 
for  the  supervision  of  savings  and  loans,  mutual  savings  banks,  and 
rredit  unions.  The  present  system  of  overlapping  and  sometimes  con- 
flicting jurisdictions  has  resulted  in  a  "competition  in  laxity"  among 
regulators  that  poses  a  danger  to  the  public  interest. 

Another  factor  which  suggests  a  need  to  restructure  our  financial 
intermediaries  is  the  coming  of  an  electronic  funds  transfer  system 
(EFTS).  This  new  technology  will  mark  substantial  changes  in  the 
kinds  of  money  balances  we  keep,  in  the  clearing  of  funds,  in  the  grant- 
ing of  credit,  and  will  automate  and  expedite  processes  which  now 
take  time.  The  distinctions  between  demand,  time,  and  savings  ac- 
counts will  tend  to  be  narrowed,  and  many  of  the  non-bank^  interme- 
diaries will  inevitably  be  involved  in  third  party  payments,  NOW 
accounts,  and  even  demand  deposits. 

The  Hunt  Commission  in  1971  made  extensive  recommendations  for 
the  reform  of  our  financial  intermediaries.  Before  that,  the  Report  of 


♦Professor  of  Economics.  Wavne  State  University.  Background  for  the  Financial  Insti- 
tutions and  the  Nation's  Economy  (FINE)  Study  of  the  House  Committee  on  Banking, 
Currency  and  Housing. 
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the  Committee  of  Financial  Institutions  to  the  President  of  the  United 
States,  the  Heller  Keport,  in  19G3,  and  the  Commission  on  Money  and 
Credit  in  1961  also  made  recommendations  for  financial  reforms  that 
would  be  desirable  and  helpful  in  promoting  our  national  economic 
objectives. 

Two  factors  propel  the  restructuring  of  our  financial  institutions  at 
this  time.  On  the  one  hand,  we  have  the  recurring  problems  of  disin- 
termediation  crises  and  credit  crunches,  when  market  rates  rise  above 
the  ceilings,  which  threaten  the  viability  of  our  thrift  intermediaries. 
On  the  other  hand,  we  have  the  emerging  EFTS  which  requires  a 
suitable  framework  in  which  to  structure  financial  institutions  so  that 
chey  can  harmonize  with  the  new  technology. 

In  this  paper  we  assume  (a)  that  new  legislation  will  be  forthcom- 
ing which  will  change  the  present  financial  structure;  (b)  that  the 
evolving  financial  framework  will  grant  extended  powers,  both  on  the 
asset  and  liability  side,  to  depository  intermediaries  and  other  finan- 
cial institutions;  and  (c)  that,  as  a  result  of  these  changes,  the  thrift 
intermediaries  will  become  more  like  commercial  banks  in  many 
respects. 

The  specific  focus  of  this  paper  is  on  the  role  of  credit  unions  in  this 
new  financial  environment.  A  credit  union  may  be  thought  of  as  a  de- 
pository intermediary ;  it  differs  from  the  thrifts  in  that  it  has  a  spe- 
cific and  unique  philosophy  of  service  to  its  members  that  has  been 
historically  committed  to  facilitating  consumer  loans.  Credit  unions, 
like  thrifts,  must  be  given  these  additional  powers  if  they  are  to  com- 
pete effectively  and  survive  in  our  evolving  financial  environment. 
The  specific  problem  of  this  paper  is  how  to  restructure  credit  unions 
so  that  they  become  viable  institutions  and  yet  maintain  their  historic 
mission  of  pioneering  new  approaches  and  techniques  that  would  be 
especially  helpful  to  their  low  and  middle  income  members. 

The  approach  adopted  here  is  to  favor  the  granting  of  additional 
powers  to  the  credit  unions  similar  to  those  that  will  be  granted  to  the 
thrifts,  and  that  also  they  be  taxed  on  a  similar  basis.  On  the  other 
hand,  if  the  credit  unions  do  receive  favorable  tax  treatment,  it  may  not 
be  unreasonable  for  them  to  innovate  in  some  areas  today.  Moreover, 
we  believe  that  there  are  today  two  problem  areas  where  there  may  be 
considerable  scope  for  such  new  initiatives.  Consequently,  if  we  grant 
the  credit  unions  the  kind  of  extended  powers  needed  to  remain  viable 
in  today's  financial  environment,  they  may  lose  their  identity.  To  main- 
tain the  historic  purpose  and  thrust  of  the  credit  union  movement,  Ave 
need  to  encourage  them  to  pioneer  and  develop  new  intiatives  to  help 
remedy  some  of  our  current  problems. 

Some  salient  features  of  the  credit  union  sector  are  reviewed  in  Sec- 
tion J;  the  emerging  challenge  of  EFTS  for  the  credit  unions  is 
discussed  in  Section  IT;  an  approach  toward  regulatory  reform  is 
developed  in  Section  III;  sonic  specific  changes  in  credit  union 
regulation  arc  proposed  in  Section  IV;  the  provisions  in  the  U.S. 
Senate  bill.  The  Financial  Institutions  Act  of  1975  are  summarized' 
in  Section  V.  Our  conclusions  on  Credit  Unions  and  New  Frontiers 
cites  two  areas  where  there  may  be  scope  for  remedial  credit  union, 
initial  Lves. 
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I.    THE    CREDIT   UNION    SECTOR 


Credit  unions  are  cooperative  institutions  owned  by  their  member- 
customers,  both  borrowers  and  savers.  They  differ  from  the  commer- 
cial banks  which  are  owned  by  the  stockholders  and  from  the  mutual 
thrift  intermediaries  which  are  owned  by  the  savers  alone. 

Credit  unions  developed  in  the  last  century  to  meet  the  specific 
credit  and  savings  needs  of  the  urban  working  class  which  had  been 
largely  neglected  by  the  other  financial  institutions.  They  were  set  up 
to  deal  almost  exclusively  with  the  consumer  sector.  This  historic  ori- 
entation is  still  reflected  in  credit  union  laws  and  operations.  The  first 
American  credit  union  was  founded  in  1909. 

Credit  unions  are  limited  to  serving  members  by  accepting  passbook 
deposits  (shares)  and  making  consumer  loans  on  terms  that  are  as 
favorable  as  possible  to  borrowing  members.  Indeed,  the  provision  of 
consumer  loans  on  favorable  terms  has  been  traditionally  viewed  as 
the  more  important  function.  The  allowable  interest  rate  on  loans 
(12%  APE)  and  the  6%  paid  on  deposits  is  prescribed  in  the  charter 
and  laws  of  both  state  and  federal  associations.  A  credit  union  may. 
under  specified  circumstances,  invest  excess  funds  in  a  limited  number 
of  other  assets ;  these  include  government  securities,  S&L  shares,  bank 
deposits,  and  loans  to  other  credit  unions. 

Credit  unions  are  severely  restricted  with  respect  to  their  allowable 
portfolio  composition  and  in  the  manner  in  which  they  can  bid  for 
deposit  funds.1 

The  credit  union  industry  is  the  most  rapidly  growing  segment  of 
the  financial  system,  and  in  terms  of  the  number  of  institutions,  it  is 
the  largest.  There  are  more  than  23,000  credit  unions  in  operation.  In 
terms  of  financial  resources,  the  credit  union  industry  is  rather  small, 
accounting  for  about  $36  billion  in  assets. 

Credit  unions  are  distinguished  from  other  depository  intermedi- 
aries by  the  common  bond  of  their  customers.  Credit  unions  serve  indi- 
viduals who  are  affiliated  by  a  common  bond  of  employment,  place  of 
residence,  or  membership  in  some  fraternal  or  social  organization. 

Credit  unions  hold  liabilities  primarily  in  the  form  of  savings  de- 
posits or  shares.  Their  assets  are  mostly  held  in  the  form  of  personal 
and  consumer  installment  loans.  A  few  state  chartered  credit  unions 
hold  assets  in  the  form  of  long-term  residential  mortgages. 

Federally  chartered  credit  unions  are  supervised  and  regulated  by 
the  National  Credit  Union  Association  (NCUA),  while  state  char- 
tered credit  unions  are  regulated  by  the  appropriate  state  regulatory 
body.  All  federally  insured  credit  unions,  whether  federally  chartered 
or  state  chartered,  are  also  regulated  and  supervised  by  ihe  XCUA 
which  administers  the  Federal  Credit  Union  Insurance  Program.2 

Total  deposits  at  the  depository  institutions — commercial  banks, 
savings  and  loan  associations  (SLA's),  mutual  savings  banks 
(MSB's),  and  credit  unions — since  1945  are  shown  in  Table  1. 

1  Federal  share  Insurance.  Introduced  in  1970.  has  essentially  eliminated  the  legal  dis- 
tinction between  shares  and  deposits.  Shares  earn  interest  on  a  monthly  basis,  and  tli^re 
Is  no  provision  for  fixed  maturity  term  accounts  which  have  become  so  popular  in  otbpr 
depository  intermediaries.  Some  state  chartered  institutions  offer  passbook  deposits,  but 
thev   comprise  onlv   a  verv  small   proportion   of  aggregate  credit  union  assets. 

2*See  The  Financial  Institutions  Act  of  1975,  U.S.  Senate  S.  1267.  pp.  7-9. 
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TABLE  1.— TOTAL  DEPOSITS  OF  VARIOUS  DEPOSITORY  FINANCIAL  INSTITUTIONS,  1945-1975 
[In  millions  of  dollars) 

Savings  Mutual 

Commercial  and  loan  savings  Credit 

Year  banks       associations  banks  unions 

1945 5147,811 

1946 - 137,029 

1947 135,981 

1948 140,683 

1949 143,194 

1950 153,498 

1951 163,172 

1S52 171,357 

1953 175,083 

1954...     183,309 

1955    190,989 

1956.      196,507 

1957 200,485 

1958 215,169 

1959 213,012 

1960 228,993 

1261 247,905 

1962.. 261,444 

1963.... 274,647 

1964 306,230 

1965    331,513 

1966.    352,840 

1967      395,796 

1968... 434,652 

1969           426,990 

1970 479,174 

1971 537,950 

1972. 616,040 

1973 681,850 

1974 747,900 

1975*.... 733,970 

*The  1975  figures  for  commercial  banks  and  credit  unions  are  as  of  October;  for  savings  and  loan  associations,  SeD- 
tember;  and  mutual  savings  banks,  August. 

Source:  "Hunt  Commission  Report,"  Federal  Reserve  Board,  and  NCUA. 

A.  The  Bond  of  Association 

Credit  unions  are  organized  around  a  common  bond  of  association. 
When  members  of  a  credit  union  are  related  to  one  another  in  an 
important  way,  it  is  assumed  that  they  are  better  able  to  conduct  suc- 
cessful lending  operations  with  one  another.  The  federal  chartering 
law  of  1934  and  most  state  laws  allow  for  three  types  o,f  associations. 
The  relative  importance  of  the  three  types  of  credit  unions  is  shown 
in  Table  2. 

The  occupational  type  is  composed  of  individuals  who  work  at  the 
same  plant  or  for  the  same  firm.  This  is  the  most  common  type  of 
credit  union,  and  it  has  proven  to  be  the  most  effective  operationally. 
An  associational  type  is  based  on  membership  in  an  organization  such 
as  a  church  or  labor  union.  The  residential  type  is  composed  of  people 
living  in  a  "well-defined"  geographic  area.  This  organizational  form 
has  been  used  at  neighborhood  level  to  provide  credit  to  low-income 
urban  residents,  Some  residential  credit  unions  have  been  chartered  to 
serve  entire  cities  and  even  broader  geographic  areas,  but  this  situation 
seems  to  violate  the  basic  premise  of  a  common  bond  association.3 


$7,  365 

515,334 

$369 

8,548 

16,813 

429 

9,753 

17,759 

510 

10,  964 

18,  400 

605 

12,471 

19,287 

703 

13,992 

20, 025 

850 

16, 107 

20,  900 

1,040 

19, 195 

22,610 

1,356 

22, 846 

24,  388 

1,688 

27,252 

26,  351 

2,039 

32, 142 

38, 182 

2,447 

37, 148 

30,  026 

2,914 

41,912 

31,  684 

3,382 

47,  926 

34,  031 

3,870 

54,  583 

34,977 

4,436 

62,142 

36.  343 

4,975 

70,  885 

38,277 

5,636 

80,  236 

41,336 

6,331 

91,  308 

44,  605 

7,166 

101,887 

48,  849 

8,242 

110,335 

52,  443 

9,249 

113,969 

55,  006 

10,  106 

124,531 

60, 121 

11,324 

131,618 

64,  507 

12,324 

135,670 

67,  086 

13,673 

146,  744 

71,580 

15,480 

174,472 

81,440 

18,  358 

207,  305 

91,613 

21,687 

226,  970 

96,  500 

24,510 

242, 960 

98,  700 

27,  550 

277, 190 

106,  750 

32,  110 

•Federal  low-Income  credit  unions  were  chartered  under  the  auspices  of  the  Office  of 
Economic  Opportunity  in  the  sixties.  See  'I'.  V.  Cargill,  "Credit  Unions  and  the  Low 
Income  Consumer,"  Journal  of  Consumer  Affairs,  Fall  1!»T.'>. 
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TABLE  2.— CREDIT  UNIONS  BY  TYPE  OF  COMMON  BOND  (DECE    BER  31,  1972) 


Institutions 

Assets 

Number 

Percent 
of  total 

Millions 
of  dollars 

Percent 
of  total 

Occupational 

AssociationaL 

Fesidential... 

18,373 

3,858 

929 

79.3 
16.7 
4.0 

22,  852 

1,330 

503 

92.5 
5.4 
2.1 

Total 

23,160 

100.0 

24,  685 

100.0 

Note:  These  data  are  taken  from  the  1973  Credit  Union  National  Association  "Yearbook"  and  the  1973  "Annual  Report" 
of  the  National  Credit  Union  Administration. 

Source:  M.  J.  Flannery,  "Credit  Unions  as  Consumer  Lenders  in  the  United  States,"  "New  England  Economic  Review," 
July-August  1974,  p.  4. 

Credit  unions  receive  both  public  and  private  aid  because  of  their 
image  of  helping  the  small,  naive  borrower  and  investor.  Credit  unions 
benefit  from  having  their  retained  earnings  exempt  from  income  taxes 
and  are  not  subject  to  reserve  requirements.  Moreover.  Congress  has 
created  an  Insurance  Fund,  similar  to  the  FDIC  and  the  FSLIC, 
to  insure  shares.  The  organization  costs  in  setting  up  this  fund  were 
assumed  by  the  Federal  Government,  and  the  Fund's  borrowings  are 
federally  guaranteed.  There  is,  therefore,  a  distinct  element  of  public 
subsidy  to  the  credit  unions  as  a  result  of  the  provision  of  the  XCUA 
Insurance  Fund. 

Subsidies  by  private  sponsors  are  even  more  important  to  the  suc- 
cess of  the  credit  union  movement.  A  sponsor  often  provides  free  office 
space  and  accounting  services,  including  provision  for  payroll  deduc- 
tion plans.  Credit  unions  are  viewed  as  a  relatively  inexpensive  fringe 
benefit  that  can  be  of  considerable  value  to  many  employees. 

Credit  unions  also  depend  on  their  members  to  provide  a  sizeable 
amount  of  volunteer  labor,  both  officers  and  clerical  staff.  Except  for 
the  treasurer,  all  officers  are  required  by  law  to  serve  without 
compensation. 

The  value  of  these  subsidies  are  difficult  to  measure.  Private  sub- 
sidies appear  to  underwrite  a  high  proportion  of  the  expenses  of  the 
smaller  credit  unions.  This  may  suggest  that  the  effectiveness  or  tight- 
ness of  the  bond  of  association  tends  to  decline  with  the  size  of  the 
institution. 

Public  and  private  subsidies  given  to  credit  unions  result  in  lower 
operating  costs.  This  enables  them  to  pay  high  dividend  rates  on 
savings  and  to  charge  lower  consumer  loan  rates. 


62  748  -  76— bk.  I- 
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TABLE  3.-SAVINGS  INFLOWS  AT  DEPOSITORY  INSTITUTIONS  1930-75 
(In  billions  of  dollars] 


Savings  Mutual 

Commercial  and  loan  savings  Credit 

Year  banks       associations  banks  unions 


I960... 
1961... 
1962... 
1963... 
1964... 
1965... 
1966... 
1967... 
1968... 
1969... 
1970... 
1971... 
1972... 
1973.  . 
1974: 

I... 

IL 

III. 

IV. 
1975: 

I.. 


5.8 

7.6 

1.4 

0.5 

9.4 

8.7 

1.9 

.7 

15.6 

9.4 

3.1 

.7 

14.3 

11.1 

3.3 

.8 

14.5 

10.6 

4.2 

1.1 

20.0 

8.5 

3.6 

1.0 

13.3 

3.6 

2.6 

.8 

23.8 

10.6 

5.1 

1.2 

20.6 

7.4 

4.2 

1.1 

-9.7 

3.9 

2.6 

1.4 

37.6 

10.9 

4.4 

1.7 

41.1 

27.8 

9.9 

2.9 

42.8 

32.6 

10.2 

3.4 

50.3 

20.5 

4.7 

2.9 

48.2 

27.3 

8.9 

3.7 

81.7 

11.1 

1.5 

3.8 

38.2 

4.0 

-.9 

1.2 

59.1 

21.4 

3.0 

3.4 

18.5 

46.5 

14.3 

6.6 

18.3 

51.3 

14.4 

7.3 

Note:  Savings  inflows  are  the  year-end  to  year-end  and  quarter-end  to  quarter-end  changes  in  time  and  savings  deposits 
of  commercial  banks,  savings  shares  of  S&L  associations,  and  savings  deposits  of  mutual  savings  banks,  and  shares  at 
credit  unions.  Quarterly  changes  are  annualized. 

Source:  Federal  Reserve  Board. 

B.  The  Consumer  Loan  Market 4 

At  the  end  of  1972  there  were  23,160  credit  unions  in  the  U.S., 
with  an  average  asset  size  of  more  than  $1  million.  Despite  their  record 
growth  in  the  past  decade,  credit  unions  still  lag  behind  the  other 
intermediaries  and  control  only  about  4%  of  the  household  savings 
market.  The  savings  inflows  at  depository  intermediaries  since  I960 
are  shown  in  Table  3.  Credit  unions  constitute  the  third  largest  source 
of  consumer  credit  in  this  country  with  15%  of  the  market.  The  vol- 
ume of  consumer  installment  credit  outstanding  classified  by  the 
lenders  for  1965,  and  1970-1974  is  shown  in  Table  4.  The  credit  union 
movement  has  its  greatest  aggregate  importance  in  the  consumer 
lending  sector. 


*  M.  J.  Flannery,  "Credit  Unions  as  Consumer  Lenders  In  the  United  States."  Xcta 
England  Economic  Review,  .Tulv-Auprust  1974;  D.  I.  Fand,  Savings  Intermediaries  and 
Consumer  Credit  Markets,  FHLBB,  1970  ;  and  D.  I.  Fand.  "Consumer  Credit,"  Encuclo- 
pcdia  Brittanica,  1974. 
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TABLE  4.— CONSUMER  INSTALLMENT  CREDIT  OUTSTANDING  BY  HOLDER,  1965,  1970-1974 
[In  billions  of  dollars] 


1965 

1970 

1971 

1972 

1973 

1974 

Outstanding  at  year  end.. 

70.9 

102.1 

111.3 

127.3 

147.4 

156.1 

Commercial  banks 

29.0 

45.4 
27.7 
13.0 
2.1 
13.9 

51.2 
28.9 
14.8 
2.3 
14.1 

59.8 
32.1 
16.9 
2.6 
15.9 

69.5 
37.2 
19.6 
3.0 
18.1 

72.  & 
38.9 
22.1 
3.1 
19.5 

Finance  companies 

23.8 

Credit  unions. 

Miscellaneous  lenders*. 

7.3 
1.0 

Retail  outlets 

9.8 

•Figures  for  mutual  savings  banks  and  savings  and  loan  associations  constitute  the  group  "miscellaneous  leaders." 
Note:  Parts  may  not  add  to  totals  due  to  rounding. 
Source:  Federal  Reserve  Board. 

The  role  of  the  credit  union  movement  in  the  U.S.  is  better  under- 
stood if  we  consider  the  financial  difficulties  that  characterize  con- 
sumer loan  markets.  Credit  union  success  has  been  based  on  their 
ability  to  supply  credit  to  consumers  at  "reasonable"  interest  rates 
in  a  market  that  is  characterized  by  high  costs  for  both  borrowers 
and  lenders. 

The  costs  of  making  and  servicing  consumer  loans  do  not  van'  with 
the  size  of  the  loan.  First,  it  is  expensive  to  collect  and  validate  finan- 
cial information  on  an  applicant;  second,  the  lender  must  bear  the 
cost  of  receiving  and  processing  the  monthly  repayments  on  an  install- 
ment loan  contract;  and  third,  lenders  must  absorb  operating  costs 
aspociatod  with  defaults  and  delinquencies  (which  are  high  for  con- 
sumer loans)  and  special  collection  costs  (which  are  often  incurred 
prior  to  writing  off  the  loan  at  a  loss).  AH  these  costs  are  largely 
unrelated  to  a  loan  size. 

Because  of  the  fixed  nature  of  these  costs,  lenders  must  charge  very 
high  effective  rates  on  small  loans  to  recoup  their  expenses  and  to 
make  a  profit.  Some  magnitude  of  this  effect  is  indicated  in  Table  5 
based  on  the  cost  structures  of  commercial  banks  and  consumer  finance 
companies — the  two  major  consumer  credit  lenders.  This  table  sug- 
gests that  lenders  must  charge  very  high  rates  in  order  to  make  a 
profit  on  loans  under  $1,000.  The  maximum  legal  rate  that  a  credit 
union  may  charge  is  12%  (APE). 

TABLE  5.— ANNUAL  PERCENTAGE  RATE  NECESSARY  TO  RECOVER  TOTAL  ESTIMATED  COST  OF  CONSUMER 

INSTALLMENT  LOANS 


Maturity  of  loan 

Size  of  loan 

1  year 

2  years 

3  years 

$100 

102.3 

82.0 
24.4 
17.2 
13.6 
12.4 

74.9 

$500 

28.5 

23.0 

$1,000 

19.2 

16.5 

$2,000 

14.6 

13.2 

$3,000 

13.1 

12.2 

Note:  This  table  is  based  on  the  following  assumptions,  which  are  meant  to  be  illustrative  only  (although  they  are  in 
general  accord  with  cost  estimates  of  the  National  Commission  on  Consumer  Finance  and  the  Federal  Reserve's  "Func- 
tional Cost  Analysis"):  the  initial  cost  of  granting  a  loan,  regardless  of  size,  is  $25.  The  annual  cost  of  processing  install- 
ment payments  is  $25.  The  lender's  cost  of  funds  (interest  on  borrowed  money,  cost  of  equity  funds,  allowance  for  bad 
debt  losses,  etc.)  is  10  percent.  The  reader  should  note  that  these  percentages  are  derived  by  dividing  the  lender'?  costs 
by  the  average  outstanding  size  of  the  loan  which  is  something  over  half  of  the  initial  amount  of  the  loan.  For  example, 
the  average  size  of  a  1-year,  $100  installment  loan  is  $54.17  and  the  finance  charge  is  $55.42  ($50  in  fixed  costs  plus  $5.42 
as  the  lender's  cost  of  funds),  making  the  annual  percentage  rate  necessary  to  recover  the  lender's  total  cost  102.3  percent, 

Source:  M.  Flannery,  "Credit  Unions  as  Consumer  Lenders  in  the  United  States,"  "New  England  Economic  Review," 
July-August  1974,  p.  7. 
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Borrowers  too  arc  confronted  with  a  sizeable  fixed  cost  as  they  seek 
to  obtain  a  loan.  They  must  fill  out  application  forms  and  present 
credentials  when  finding  a  lender  willing  to  grant  a  loan.  Often  the 
availability  of  credit  is  a  greater  concern  to  the  borrower  than  the 
interest  rate  being  charged.  Indeed,  these  considerations  may  account 
for  the  relative  interest  insensitivity  that  tends  to  characterize  con- 
sumer borrowing.  »  '/" 

The  prevalence  of  large  fixed  costs  for  both  lenders  and  borrowers 
has  limited  the  supply  of  consumer  credit  in  some  areas  for  some 
groups.  Also,  the  high  interest  costs  have  been  an  important  social 
concetti.  Indeed,  this  situation  led  to  the  introduction  of  the  first 
credit  union  laws  in  the  U.S.  in  the  early  20th  century.  The  supply 
and  distribution  of  consumer  loans  in  the  economy  has  improved  sig- 
nificantly as  a  result  of  credit  union  operations. 

C.  Credit  Union  Lending* 

There  would  be  no  need  for  a  financial  intermediary  based  on  com- 
mon bond  of  association  in  a  world  of  perfect  information.  But 
in  the  real  world  a  credit  union  may  have  a  great  advantage  in  lend- 
ing operations  because  it  may  have  more  accurate  information  about 
its  members.  An  effective  common  bond  gives  a  credit  union  Loan 
Committee  a  better  understanding  of  the  applicant's  jobs,  living  stan- 
dards and  credit.  A  credit  union  may  not  need  to  rely  on  more  general 
credit  criteria. 

A  second  advantage  of  an  effective  common  bond  is  that  credit 
unions  may  experience  lower  default  rates  than  other  lenders.  Group 
allegiance  may  induce  credit  union  borrowers  to  be  more  conscientious, 
and  the  availability  of  payroll  deduction  plans  reduces  collection  costs 
and  delinquencies. 

A  third  advantage  of  credit  unions  over  other  depository  intermedi- 
aries is  their  location — auto  plants,  churches,  and  union  headquar- 
ters— which  reduces  the  inconvenience  of  carrying  on  one's  financial 
business.  Their  payroll  deduction  plans  make  routine  transactions  for 
both  borrowers  and  savers  automatic  and  effortless. 

Credit  unions  thus  appear  to  be  lower  cost  consumer  lenders  than 
are  banks  and  finance  companies.  This  is  suggested  by  an  analysis  of 
1072  income  statements  and  balance  sheet  data  for  a  sample  of  1,016 
federal  credit  unions  showing  very  low  average  operating  costs.6 
The  low  average  operating  expenses  result  from  organizational  fea- 
tures unique  to  credit  unions.  And  the  prevalence  of  payroll  deduc- 
tion plans  and  the  influence  of  common  bond  tend  to  reduce  delin- 
quency and  loan  losses. 

Credit  unions  have  also  been  found  to  have  relatively  constant 

that  appear  to  be  independent  of  size.  A  small  credit  union 

can  make  a  loan  about  as  cheaply  as  a  large  institution.  This  is  a 

Surprising  result  since  unit  costs  for  other  lenders  tend  to  decrease 

rapidly  m  the  size  range  of  most  credit  unions— i.e.,  less  than  $5  mil- 

•  NT.  3.  Flannery,  op.  cic. 

'JTJ&mngv  annual  cost  of  making  and  servicing  nn  Installment  loan  Is  about  $20  at 

S«««!i    ;l:.  ,?•  K  "Sy*™!*0  •',i,0,,lt  *48  at  a  commercial  bank  and  abont  $51  at  consumer 

finance  companies,    rhe  estimate  for  consumer  (inai.ro  companies  is  given  In  the  Report 

of  thJ  National  Commieeion  on  Consumer  Finance.  The  estimate  for  commercial  hanks  Is 

lluSS^n^T*1  t  •,mi^s:'*'   l'J71  Aicr«0c  Banks  ami  refers  to  banks  with  less 
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lion  of  deposits.7  The  explanation  for  tliis  "constant  returns  to  scale^ 
is  that  small  credit  unions  have  a  greater  share  of  their  costs  borne 
by  sponsors  and  members.  Large  credit  unions  tend  to  operate  on  a 
more  commercial  and  self-sufficient  basis,  paying  a  larger  proportion 
of  their  total  operating  expenses. 

AVe  have  assumed  that  credit  unions  are  a  homogenous  group  and 
that  their  operating  characteristics  are  similar.  There  are  some  sig- 
nificant differences  among  the  various  types  of  credit  union  insti- 
tutions which  will  now  be  considered. 

D.  Operating  Differences  Among  Types  of  Credit  Unions  8 

Credit  unions  differ  appreciably  with  respect  to  the  average  size  of 

deposits,  lending  characteristics,  delinquency  rates  on  loans,  and  the 

use  of  payroll  deductions. 

The  1972  data  for  average  deposit  size  at  Federal  credit  unions  were 

as  follows : 

Average  deposit  size 

Occupational  $623 

Assoeiational 379 

Residential 275 

Average 574 

The  most  striking  fact  about  credit  union  deposits  is  the  small  aver- 
age size.  While  regular  savings  accounts  average  close  to  $1,500  at 
commercial  banks  and  between  $2,000  and  $3,000  at  thrift  intermedi- 
aries, the  average  account  at  credit  unions  is  about  $600.  Credit  union 
deposits  appear  to  be  more  in  the  nature  of  convenience  savings  than 
investment  accounts. 

An  individual  must  purchase  at  least  one  savings  share,  generally  at 
$5.00,  to  become  a  credit  union  member  and  to  be  eligible  for  borrowing. 
A  relatively  large  number  of  such  small  accounts  will  reduce  the  aver- 
age share  size.  However,  the  number  of  large  accounts  (greater  than 
$5,000)  at  credit  unions  has  risen  since  the  late  1960's.  This  could  sug- 
gest that  the  nature  of  credit  union  accounts  may  have  changed  in  re- 
cent years.  Also,  credit  union  savers  appear  to  be  as  fully  sensitive  to 
dividend  rates  and  yield  differentials  as  are  depositors  at  other  types 
of  intermediaries. 

As  between  credit  unions,  the  interest  paid  on  the  savings  does  not 
appear  to  vary  with  the  type  of  bond.  Thus,  the  larger  average  sizr-  of 
savings  share  accounts  at  occupational  institutions  presumably  reflect 
greater  convenience  loyalty  associated  with  that  type  of  bond.9 

Loan  size  also  differs  among  credit  unions.  Precise  comparisons  on 
credit  union  lending  practices  are  difficult  because  the  data  on  the 
composition  of  individual  loan  portfolios  between  personal  and  auto- 
mobile loans  are  unavailable.  Nevertheless,  occupational  credit  unions 
appear  to  make  loans  that  are  smaller  and  have  shorter  maturity  than 
non-occupational  institutions.10  This  emphasis  may  reflect  a  greater 
commitment  to  unsecured  personal  lending.  It  may  also  suggest  that 

7  vfP  G.  Houston.  "Economies  o^  Seal*1  In  Financial  Institutions,"  Journal  of  Money, 
Credit  and  nankin  a.  May  1972:  and  F.  Bo1!  and  N.  Murphv.  Costs  in  Commercial  Banlzing, 
Federal  Rpserve  Brink  of  Boston,  Research  Report  No.  41,  1968. 

8  M.  J.  Flannery.  op.  cii. 

9  The  residential  group  includes  about  700  low-income  credit  unions  founded  in  the 
1960's   Which   depress   the   average  share  size  of  all   residential  credit  unions. 

10  The  average  loan  size  at  occupational  credit  unions  is  approximately  $130  smaller 
than  at  similar  non-occupational  institutions. 
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occupational  credit  unions  service  that  part  of  the  market  that  has 
been  most  neglected  by  traditional  lenders. 

The  delinquency  rate  on  loans  outstanding  also  varies  by  type  of 
credit  union.  An  average  of  6.8%  of  sample  credit  union  loan  accounts 
were  delinquent  (two  or  more  months  overdue).  Allowing  for  loan 
size,  the  presence  of  payroll  deduction  and  other  factors  that  affect 
delinquency,  it  was  found  that  occupational  credit  unions  have  a  de- 
linquency rate  3.9%  below  this  level,  while  the  residential  group  experi- 
ences a  rate  2.4%  above  the  mean,  and  the  associational  rate  differs 
significantly  from  the  overall  average.  On  the  other  hand,  while  these 
average  delinquency  figures  seem  high,  actual  losses  on  loans  extended 
by  credit  unions  are  very  small — about  0.28%. 

Payroll  plans  are  offered  to  members  by  92%  of  all  occupational 
credit  unions,  while  only  36%  of  the  non-occupational  institutions  offer 
this  plan.  The  close  relationship  with  the  members'  employers  makes 
payroll  deductions  both  convenient  and  easy  to  operate.  A  payroll  plan 
lowers  operating  costs  for  the  credit  union,  reduces  its  losses  and  de- 
linquency rate,  and  provides  added  convenience  for  members.  One 
consequence  of  these  cost-reducing  features  is  that  smaller  loans  are 
profitable  for  both  the  lender  and  the  borrower.  The  use  of  the  auto- 
matic payroll  deduction  plan  results  in  a  higher  average  share  size, 
while  the  dividend  rate  required  to  attract  a  particular  level  of  de- 
posits  is  lower,  presumably  because  of  the  convenience  advantages  that 
accrue  to  savers.  These  cost  effects  of  payroll  plans  serve  to  differen- 
tiate credit  unions  from  other  types  of  intermediaries,  and  they  serve, 
of  course,  to  distinguish  occupational  and  non-occupational  institu- 
tions within  the  credit  union  movement. 

Credit  unions  thus  differ  from  one  another  appreciably  depending 
on  the  type,  with  the  occupational  form  having  several  advantages 
over  the  others.  All  credit  unions  have  low  operating  costs  allowing 
them  to  become  effective  lenders  in  the  small  consumer  loan  market. 
This  was,  after  all,  the  primary  reason  for  their  establishment. 

E.  Some  Econometric  Findings  Concerning  Credit  Unions  xx 

Some  more  detailed  features  of  credit  unions  as  depository  financial 
intermediaries  and  as  consumer  lenders  may  be  derived  from  an  econ- 
ometric examination  of  the  data.  The  analysis  sought  to  distinguish 
between  credit  unions  and  other  intermediaries  and  among  different 
types  of  credit  unions.  Some  of  these  findings  have  relevance  for  the 
framing  of  regulation. 

1.  Tt  is  possible  to  distinguish  among  credit  unions  on  the  basis  of 
the  common  bond.  Specifically,  institutions  with  an  occupational  bond 
differ  from  those  that  are  non-occupational  as  follows: 

;i.  Occupational  credit  unions  serve  similar  borrowers  to  a 
greater  extent  than  do  non-occupational  ones. 

1).  The  occupational  common  bond  is  strongest,  the  associational 
somewhat  less  strong,  and  the  residential  is  the  least  effective  of 
all. 

c.  Loss  ratios  are  similar  for  occupational  credit  unions,  but 
there  is  no  difference  within  the  non-occupational  group. 


11  M.  J.  Flnnnery.  An  Economic  Evaluation  of  Credit   T'nians  in  the  Trnitert  State*,  Fed- 
eral  Reatrwe  Bank  of  Boston,  Research  Report  No.  ~>4,  February  1974,  Chapter  rV. 
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d.  Different  types  of  credit  unions  generally  have  different  cost 
functions  reflecting  variations  in  the  extent  of  subsidies,  signifi- 
cance of  common  bond,  etc. 

e.  The  demand  for  shares  varies  by  type  of  credit  union.  Non- 
occupational institutions  are  similar  to  one  another  in  this  respect, 
but  they  differ  from  the  occupational  group. 

f.  Occupational  and  non-occupational  credit  unions  appear  to 
differ  as  to  motivation.  The  latter  group  tends  to  be  more  oriented 
towards  savers  than  borrowers. 

2.  Credit  unions  operate  so  as  to  achieve  recognizable  rational  goals. 
A  minority  of  credit  unions  cater  primarily  to  savers ;  a  large  number 
of  institutions  behave  in  accord  with  the  traditionally  accepted  no- 
tions of  credit  union  goals  and  operations. 

3.  Credit  union  operations  are  characterized  by  falling  social  aver- 
age costs.  The  private  costs  exhibit  decreasing  returns  to  scale,  since 
the  private  subsidies  decline  as  institution  size  increases. 

4.  There  are  no  scale  effects  on  loan  losses.  More  precisely,  small 
credit  unions  seem  to  be  as  effective  as  their  larger  counterparts  in 
pooling  risks  associated  with  consumer  lending. 

5.  Payroll  deduction  plans  are  highly  significant  for  all  partici- 
pants in  credit  union  operations.  Operating  costs  and  losses  are  lower 
for  the  institutions,  and  transactions  costs  are  reduced  for  borrowers 
and  savers  alike.  Payroll  deduction  is  particularly  effective  in  reduc- 
ing the  costs  of  making  new  loans.  Borrowers  seem  to  gain  relatively 
more  than  savers,  although  it  is  an  important  service  to  all  members. 
It  is  also  possible  to  demonstrate  the  significance  of  nonpecuniary 
aspects  associated  with  payroll  deduction. 

6.  It  was  not  possible  to  find  an  empirically  significant  proxy  of 
tightness  of  common  bond. 

7.  Credit  union  savers  are  virtually  indistinguishable  from  other 
savers.  They  appear  to  react  entirely  in  the  expected  fashion  to  divi- 
dend rate  changes  and  to  variations  in  transaction  costs. 

8.  A  similar  conclusion  may  also  be  drawn  for  credit  union 
borrowers. 

II.   CREDIT  UXTOXS  IX  THE  FUTURE  :  THE  CHALLEX'GE  OF  EFTS  12 

Credit  unions  have  fulfilled  the  role  for  which  they  were  initially 
designed  of  providing  small  personal  loans  to  households  at  a  reason- 
able cost.  Credit  unions  have  utilized  their  bonds  of  association  to 
reduce  costs  and  have  also  benefitted  from  both  private  and  public 
subsidies.  Most  credit  unions  today  are  small,  private  institutions 
dealing  almost  exclusively  with  their  members  and  relying  on  per- 
sonal loans  for  the  bulk  of  their  income.  But  credit  unions  may  not 
be  able  to  continue  their  present  operations  efficiently  and  compete 
effectively  in  the  future.  The  competitive  environment  facing  credit 
unions  will  change  substantially  as  an  electronic  funds  transfer  sys- 
tem (EFTS)  emerges  in  the  U.S. 

The  EFTS  innovation  in  the  payments  mechanism  appears  both 
technologically  and  economically  feasible  and  should  prove  to  be  so- 
cially desirable  as  well.13  While  a  fully  developed  Point-of-Sale 

12  M.  J.  Flannery,  "Credit  Unions  as  Consumer  Lenders  in  the  United  States."  op.  cit. 
18  M.  J.  Flannery  and  D.  Jaffee,  Economic  Implications  of  an  Electronic  Monetary  Trans- 
fer System,  Heath,  1973. 


(POS)  system  may  not  necessarily  emerge  in  the  immediate  future, 

some  elements  of  an  EFTS  will  inevitably  develop  soon  in  the  U.S. 
Indeed,  the  transition  lias  already  begun. 

One  significant  unpad  of  an  EFTS  on  the  competition  among  fi- 
nancial intermediaries  is  that  all  institutions  will  provide  their  cus- 
tomers with  payroll  deposit  plans.  The  EFTS  technology  will  reduce 
the  administrative  costs  and  thereby  make  it  more  profitable  to  offer 
such  plans.14  Such  a  tendency  is  already  manifest  in  the  Automated 
Clearing  llor.se  (ACH)  currently  operating,  which  prominently  fea- 
tures pre-anthorized  deposits  in  advertising  and  marketing  ACH 
services, 

A  second  consequence  o{  EFTS  is  that  individuals  will  gain  better 
aeeess  to  their  deposit  accounts  at  all  types  of  financial  intermediaries. 
Automatic  teller  deviees,  pre-authoriy.ed  deposits  and  payments,  point- 
of-sale  terminals,  and  even  "banking  by  phone"  will  tend  to  reduce 
the  time  and  effort  required  to  complete  financial  transactions. 

A  third  consequence  of  EFTS  is  that  the  banks  and  the  nonbank 
financial  intermediaries  handling  third  party  payments  will  be  proc- 
essing more  detailed  information  than  they  currently  do  with  checks. 
Electronic  payments  will  be  similar  to  giro  transfers  which  are  cur- 
rently used  in  many  European  countries.  The  computerization  of  pay- 
ments and  other  financial  operations  provides  intermediaries  with  a 
considerable  body  of  information  which  they  can  use  to  process  loan 
applications  quickly  and  cheaply."15 

These  EFTS  innovations  will  give  other  intermediaries  a  key  com- 
petitive advantage  currently  enjoyed  only  by  credit  unions.  The  key 
advantages  enjoyed  by  credit  unions  in  processing  installment  pay- 
ments, and  in  lower  loan  delinquencies  and  loss  rates,  will  decline  as 
direct  payroll  deposit  and  deduction  plans  become  widely  available, 
the  physical  convenience  of  occupational,  or  associational,  credit 
unions  may  become  irrelevant  in  a  system  where  customers  can 
conduct  their  financial  business  without  locational  inconvenience  or 
the  need  to  stand  in  line  at  a  teller  window. 

Th  s  EF  rS  will  encourage  the  practice  of  initiating  consumer  li 
of  credit  T<>  demand  deposit  accounts.  Indeed,  the  experience  with 
batik  credit  card  plan-  suggests  that  this  type  of  lending  procedure 

reduce  the  hiffh  fixed  c  dated  with  consumer  loan-, 

would  expect  that  EFTS  intermediaries  will  be  able  to  make  a  profit 
or  small  and  shorter  maturity  loans. 

Individual  lines  of  credit,  under  EFTS,  should  be  less  riskv  from 
a  lender's  point  of  view.  Under  the  existing  ban1-,  credit  card  plans 
the  credit  granter  learns  of  the  customers'  purchases  with  a  la 
several  days,  but  under  EFTS  the  creditor  can  continuously  monitor 
redit  line  usage.  Credit  abuse  should,  therefore,  be  di- 
minished. Also,  financial  information  about  potential  borrowers  should 
be  more  readily  accessible  and  more  accurate,  and  this  should  provide 
the  lender  with  more  complete  control  over  the  riskiness  of  all  con- 
sumer loans.18 


i»  T  P  membership  in  ocoi'pntlonftl  credit  union*  make  payroll 

|    trees*    to   Individuals'   credit   r.v.^rds   r:il<o<   Important  legal   and  ethical 
>ned  In  or  ' 
-•-  •  pent*  .in  on-line  eb^di  nnd  credit  antl    rl 

iale   terminals   in   retail    stores.    The  advantage*   of   eons 
lending  by  means  of  credit  lines  are  discussed  In  Planner?  and  JnflVe.  op.  cit. 
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Credit  unions  will  be  faced,  therefore,  with  sharply  increased  com- 
petition, both  for  deposits  and  small  consumer  loans  as  a  result  of 
EFTS.  The  credit  unions  rapid  growth  in  recent  years  may,  therefore, 
slacken  at  least  relative  to  their  competitors.  And  as  the  other  inter- 
mediaries become  relatively  more  efficient  operators  in  the  market  for 
smaller  consumer  loans,  the  need  for  credit  union  special  consumer 
lending  services  will  tend  to  be  reduced.  The  emergence  of  EFTS  may 
alter  in  a  very  fundamental  way  the  role  played  by  credit  unions  in  the 
economy. 

The  competitive  problems  confronting  credit  unions  have  been 
viewed  as  similar  to  those  of  the  SLA's  and  MSB's,  but  the  future 
plight  of  credit  unions  may  be  more  severe,  if  EFTS  emerges  in  the 
manner  outlined.  The  credit  unions'  major  competitive  advantage — ■ 
payroll  deduction — may  be  reduced,  and  their  primary  reason  for 
existence — i.e.,  to  increase  the  allocation  of  credit  to  households — may 
no  longer  be  relevant  in  the  future.  Proposals  for  regulatory  reform 
for  the  credit  unions  must  recognize  these  differences  and  react  to 
them.17 

Some  general  considerations  may  be  helpful  in  dealing  with  the 
EFTS  challenge  to  credit  unions.  First,  credit  unions  are  directly 
competitive  with  other  depository  intermediaries.  Equity  considera- 
tions may  therefore  require  that  any  expansion  of  credit  union  powers, 
such  as  the  issuance  of  multi-maturity  time  deposits  or  checking  ac- 
counts, should  be  accompanied  by  increased  regulatory  burdens  (e.g., 
reserve  requirements  against  deposits  or  income  taxation).  This  may 
become  especially  important  as  other  intermediaries  compete  more 
intensively  with  credit  unions  as  suppliers  of  smaller,  short-term 
consumer  loans  under  EFTS. 

The  opportunity  for  charter  conversion  (to  allow  a  credit  union  to 
become  an  MSB)  should  be  made  easy  for  credit  unions.  As  EFTS 
causes  credit  unions  to  lose  some  of  their  unique  advantages,  mam^ 
associations  will  find  it  difficult  to  continue  operating  as  specialized 
consumer  lenders.  We  should,  therefore,  develop  provisions  to  preserve 
viable  institutions  in  order  to  protect  the  depositors  and  to  promote 
competition  in  the  financial  sector. 

The  tax  exempt  status  of  credit  unions  must  be  reconsidered  in  light 
of  these  two  points :  First,  the  residential  bond  of  association  is  the 
least  effective  basis  on  which  to  form  credit  unions ;  indeed,  it  seems 
entirely  reasonable  that  tax  exemption  is  sometimes  the  primary  reason 
certain  new  residential  intermediaries  have  been  chartered  as  credit 
unions.  Second,  the  continued  extension  of  special  subsidies  to  credit 
unions  to  promote  consumer  lending  may  become  less  necessary  in  the 
long  run,  if  EFTS  has  its  expected  impact  on  consumer  lending. 

III.    AX    APPROACH   TOWARDS    REGULATORY   REFORM 

We  need  to  consider  a  series  of  proposed  regulatory  reforms  with 
respect  to  their  implications  for  credit  unions  and  depository  financial 

17  The  savings  and  loan  nssociations  and  mutual  savings  banks  may  also  encounter 
competitive  problems  under  EFTS.  The  need  for  regulatory  reform  of  the  financial  sector 
1ft  not  limited  to  the  evolution  of  an  EFTS.  Recent  developments  have  brought  about  some 
Imbalances  In  the  present  system  of  depository  intermediaries,  and  reform  is  required  to 
offset  these  developments.  See  The  Financial  Institution*  Act  of  J975.  U.S.  Senate  Com- 
mittee on  Banking,  Housing  and  Urban  Affairs,  November  197o  ;  anrl  Financial  Institution* 
an<?  the  Nation's  Economy  (FIXE),  U.S.  House  Committee  on  Banking,  Currency  and 
Housing,  November  1975. 
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intermediaries.  Credit  unions  are  viewed  as  a  particular  kind  of 
depository  intermediary,  and  several  of  their  distinctive  features  and 
their  re  ovulatory  environment  have  been  noted. 

TTe  first  consider  the  role  of  financial  regulation  and  then  go  on  to 
review  the  reform  proposals  that  emerged  from  the  Hunt  Commission, 
from  President  Nixon's  package  of  legislative  reforms,  and  from  the 
Congressional  committees.  We  shall  also  consider  the  future  role  of 
credit  unions  in  an  economy  characterized  by  an  electronic  money 
transfer  system. 

A.  Some  General  Principles  of  Financial  Intermediary  Regulation 

Regulation  of  financial  institutions  may  be  rationalized  on  several 
grounds.  Regulation  is  sometimes  intended  to  influence  the  organiza- 
tion of  the  financial  sector  such  that  it  will  foster  allocative  and  dis- 
tributive ends  sought  by  the  community.  Thus,  if  the  household  sector, 
in  particular,  is  subject  to  financial  intermediary  discriminatory 
policies,  regulatory  policies  may  strive  to  decrease  the  occurrence  of 
such  policies. 

Second,  regulatory  policies  may  seek  to  encourage  the  supply  of  fi- 
nancial services  that  are  demanded  by  the  public.  In  principle,  this  is 
the  avowed  purpose  of  all  regulation.  The  Hunt  Commission  Report 
stressed  the  need  to  fashion  financial  institutions  so  that  they  could 
react  quickly  and  respond  efficiently  to  changes  in  consumer  demand. 

Third,  regulation  is  also  concerned  with  improving  the  government's 
ability  to  effect  economic  stabilization  policies.  Although  monetary 
policy  operates  directly,  in  the  first  instance,  on  the  commercial  bank 
system,  all  facets  of  the  financial  sector  affect  the  channels  of  monetary 
policy.  There  are  also  potential  destabilizing  externalities  in  the  event 
that  any  financial  institution  fails.  The  government,  therefore,  has  an 
interest  in  the  structure  and  stability  of  the  financial  services  industry 
and  in  the  soundness  of  the  individual  institutions. 

Regulation  thus  seeks,  in  principle,  to  improve  allocative  efficiency, 
to  enhance  competition  and  equity,  and  to  facilitate  stabilization 
policy.  Because  of  the  small  size  of  the  credit  union  industry,  we  shall 
focus  our  discussion  of  credit  union  regulation  on  the  first  two  goals. 

1.  Allocative  Efficiency  18 

Financial  markets  will,  in  general,  produce  an  efficient  allocation  of 
capital,  but  there  are  some  areas  in  the  capital  market  where  a  market 
allocation  may  not  be  acceptable.  Mortgage  finance  and  consumer  credit 
are  two  sectors  where,  it  is  argued,  that  social  benefits  may  conflict  with 
market  efficiency  criteria.  It  is  believed  that  there  is  a  divergence  be- 
tween private  and  social  costs  and  benefits  and  that  traditional  market 
analysis  is  not  entirely  applicable.  The  determination  of  where  such 
special  cases  occur  in  the  capital  markets  and  elsewhere  is  not  a  regula- 
tory  function.  The  Hunt  Commission  has  argued  that  these  decisions 
*re  intrinsically  legislative,  and  it  is  the  responsibility  of  the  regulators 
to  implement  the  legislative  goals  in  the  most  efficient  manner. 

The  two  types  of  financial  institutions— credit  unions  and  savings 
and  loan  associations— were  designed  specifically  to  subsidize  par- 
ticular facets  of  the  capital  market.  But  this  method  of  extending  sub- 
sidies may  not  bo  efficient.  First,  the  cost  of  the  subsidy  takes  the  form 

»D  T  Fnnd  "Flnnncinl  Rpjrulntlon  and  thP  Allocative  Efficiency  of  our  Financial 
By tttm, "National  Hauling  Review,  September  1965. 
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of  foregone  tax  revenue  and  improper  mortgage  investment  decisions- 
result  in  dead  weight  welfare  losses.  Such  costs  are  difficult  to  measure. 

A  more  basic  criticism  of  institutional  subsidization  is  that  the  legis- 
lated portfolio  constraints  on  SLA's  can  be  a  handicap  in  the  inter- 
mediary's competition  for  deposits.  In  any  event,  our  credit  crunches 
in  the  past  decade  suggest  that  this  means  of  aiding  the  mortgage  mar- 
ket has  diminished  in  effectiveness  in  recent  years.  Since  1966,  attempts 
to  protect  SLA's  by  means  of  Regulation  Q  has  resulted  in  sizeable 
disintermediation  which  may  be  viewed  as  another  form  of  economic 
inefficiency. 

Direct  subsidies  to  the  holders  of  particular  debt  instruments  may 
be  more  effective  than  the  establishment  of  specialized  lenders.  For 
example,  it  is  not  possible  currently  to  differentiate  between  a  credit 
union  auto  loan  to  a  corporate  executive  from  a  debt  consolidation 
loan  to  a  maintenance  man.  But  it  is  the  latter  type  of  credit  that  is 
determined  desirable  from  a  social  point  of  view.  Direct  subsidies 
would  provide  an  increased  degree  of  flexibility  to  attain  both  social 
and  economic  goals. 

Direct  subsidies  may  take  several  forms :  an  interest  subsidy  could 
be  provided  to  holders  of  consumer  paper,  some  percentage  of  con- 
sumer loan  face  value  could  be  counted  in  as  reserve  requirements ;  and 
a  Federal  income  tax  deduction  of  interest  payments  could  be  allowed 
to  individuals  who  have  borrowed.  Subsidies  applicable  to  lenders  may- 
be more  effective  than  subsidies  to  borrowers.  Installment  debt  is  in- 
terest inelastic,  and  the  interest  payments  are  not  nearly  as  large  as  is 
the  case  with  mortgages.  Individuals  may  not  respond  significantly 
to  a  relatively  small  tax  incentive. 

One  consequence  of  our  current  system  of  financial  regulation  is  to 
reduce  the  overall  size  of  the  financial  intermediary  sector.  Regulation 
Q  ceilings,  restrictions  on  permissible  intermediary  activities,  and  the 
protection  of  inefficient  competitors  all  tend  to  reduce  the  amount  of 
intermediation  in  the  economy  to  below  its  equilibrium  level.  The  num- 
ber of  independent  competitors  within  the  financial  sector  may  also  be 
diminished. 

2.  Competition  and  Equity 

The  Hunt  Commission  has  endorsed  the  idea  that  competition  among 
the  various  depository  intermediaries  should  be  on  equal  grounds. 
This  notion  recognizes  the  de-facto  competitive  relationships  that  have 
developed  in  the  past  decade. 

There  are  compelling  grounds  for  treating  commercial  banks  as  part 
of  a  broadly  defined  financial  services  industry  to  include  SLA's, 
MSB's,  credit  unions,  sales  finance  companies,  and  personal  loan  com- 
panies. It  is  inappropriate  to  discriminate  among  types  of  institutions 
on  the  basis  of  their  purpose  or  organizational  form.  On  the  other 
hand,  if  credit  unions  do  operate  in  markets  that  differ  from  those 
served  by  commercial  banks  and  SLA's.  then  they  should  be  regulated 
differentlv.  One  could  justifv  preferential  taxes  and  regulators  treat- 
ment for  institutions  that  serve  markets  that  need  to  be  altered  in  order 
to  serve  social  goals.  But  there  is  a  close  similaritv  between  the  credit 
union  savers  and  those  at  other  intermediaries,  and  the  consumer  lonn 
market  follows  no  distinct  institutional  lines.19  Further  reofulatorv  re- 


19  Spe  M.  J.  Flannery.  An  Economic  Evaluation  of  Credit  Union*  in  the  United  States, 
op.  cit. 
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forms  are  likely  to  broaden  the  extension  of  direct  credit  union 
competition  with  other  financial  intermediaries,  and  credit  union 
operating  cost  functions  are  similar  to  those  of  other  depository  inter- 
mediaries. From  a  social  point  of  view,  there  may  be  little  reason  to 
differentiate  credit  union  functions  from  similar  activities  of  their 
competitors. 

B.  The  Current  Regulatory  Situation 

Regulation  and  control  over  the  financial  sector  is  vested  in  a  num- 
ber of  different  agencies.  This  f ractionalization  is  based  on  institutional 
forms :  The  FRB  regulates  banks,  the  FHLBB  regulates  SLA's,  while 
the  state  and  federal  chartering  agencies  and  deposit  insurance 
agencies  are  separate  and  distinct  from  other  regulators.  This  struc- 
ture has  been  critized  as  a  wasteful  duplication  of  facilities  and  as  an 
undesirable  competition  among  alternative  regulators — as  competition 
in  laxity. 

The  growing  similarity  among  the  depository  intermediaries  has 
led  to  a  parallel  attempt  at  coordination  efforts  among  regulatory 
authorities.  A  joint  determination  of  the  various  Regulation  Q  and 
interest  rate  ceilings  is  one  example  of  this  development.  Regulations 
governing  thrift  intermediary  liabilities  have  been  liberalized  to  pre- 
vent the  banks  from  achieving  a  competitive  advantage.  The  proposed 
reforms  to  liberalize  asset  and  liability  powers  for  all  depository  inter- 
mediaries would  create  a  greater  need  for  coordination  among 
regulators. 

One  feature  of  the  current  system  is  that  non-regulatory  functions 
may  be  entrusted  to  regulatory  agencies.  To  illustrate,  the  deposit  in- 
surance system  has  led  to  audits  which  emphasize  excessive  safety  in 
order  to  prevent  inefficient  institutions  from  failing.  And  while  this 
may  protect  the  insurance  fund,  the  price  may  be  inefficiency  in  the 
financial  sector.  A  more  efficient  system  would  provide  deposit  in- 
surance on  the  basis  of  various  fees.  Another  example  is  the  provision 
of  advances  to  individual  institutions.  One  could  associate  the  pro- 
vision of  short-term  credit  with  regulators  responsible  for  maintain- 
ing efficiency.  Nevertheless,  the  channeling  of  capital  funds  to  captive 
intermediaries  is  more  often  akin  to  direct  subsidies  and  should  be 
considered  apart  from  regulation.  Neither  insurance  nor  advances  are 
essentia]  to  the  regulatory  process,  and  should  bo  viewed  in  a  slightly 
different  light  from  the  other  reform  issues  considered  below.20 

TV.    SOME    PROPOSED    CHANGES   IN"   CREDIT  UNION   REGULATION 

Credit  unions  possess  a  relatively  favorable  place  in  the  current 
structure  because  they  are  believed  to  serve  the  social  goals  of  provid- 
ing consumer  credit".  Credit  unions,  especially  occupational  credit 
unions,  are  more  inclined  than  other  lenders  to  make  small,  sliort- 
maturity  loans,  largely  due  to  their  unique  institutional  features.  This 
is  the  primary  justification  f6r  "their  favorable  tax  treatment,  the  com- 
paratively la\-  supervision  and  examination  procedures,  and  their 
private  subsidies. 

Some  particular  regulatory  reforms  have  been  suirirested  by  CUNA, 
the  Hunt    Commission,  the  administration  and  others  which  would 
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tend  to  diminish  the  legal  and  regulatory  distinctions  that  exist  be- 
tween credit  unions  and  depository  intermediaries.  We  shall  consider 
and  evaluate  six  important  policy  issues  affecting  credit  union  opera- 
tions in  light  of  the  regulatory  principles  outlined  above.21 

A.  Regulation  Q 

The  removal,  or  phasing  out.  of  all  Regulation  Q  ceilings  has  been 
advocated  by  the  Hunt  Commission,  the  administration,  and  the  Con- 
gressional committees.  Periodic  disintermediation  is  a  greater  threat 
to  institutional  stability  than  the  danger  of  excessive  interest  competi- 
tion. Efforts  to  bypass  the  ceilings  have  also  caused  severe  cost  in- 
efficiencies and  allocative  distortions.  Regulation  Q  and  interest  rate 
ceilings  below  market  rates  have  caused  disintermediation  which  is 
inefficient  for  two  reasons:  First,  individual  investors  must  incur 
higher  transactions  costs  than  if  they  continue  to  save  at  an  inter- 
mediary, and  second,  the  resultant  multiplicity  of  small  portfolio 
cost  risks  could  be  pooled  in  a  more  efficient  way.  In  any  event,  at- 
tempts to  protoct  thrifts  from  disintermediation  have  been  based  on 
the  limited  ability  of  small  savers  to  invest  directly  in  capital  markets. 
For  equity  reasons  alone,  we  should  eliminate  interest  ceilings. 

For  credit  unions  the  implication  is  obvious.  If  commercial  banks 
and  thrifts  are  free  from  Regulation  Q  restraints,  the  legislative 
dividend  ceiling  on  credit  unions  should  be  removed  as  well.  But  credit 
unions  are  limited  in  the  interest,  they  can  charge  on  consumer 
loans.  Consequently,  unless  the  credit  union  asset  choice  is  liberalized, 
this  would  have  the  same  effect  as  a  dividend  rate  ceiling. 

B.  Taxation 

The  argument  that  credit  unions  should  be  taxed  in  a  manner  that 
is  roughly  comparable  to  the  taxation  imposed  on  other  mutual 
institutions  appears  to  have  substantial  merit. 

The  tax  exemption  of  credit  unions  may  violate  the  principle  of 
horizontal  equity.  The  Tax  Reform  Act  of  1969  adjusts  mutual  in- 
termediary incomes  so  that  it  is  comparable  to  that  of  stock  institu- 
tions. Interest  and  dividends  are  treated  as  an  operating  expense. 
Retained  earnings  and  stockholder  dividends  are  taxed  at  the  same 
rate,  regardless  of  organizational  form.  There  is  still  a  mutual  advan- 
tage in  terms  of  the  net  amount  of  earnings  available  for  distribution  to 
intermediary  owners,  but  it  is  now  based  on  the  corporate  form  and  not 
on  the  institution's  purpose.  Credit  unions  should  be  taxed  in  the 
same  manner  as  other  mutual  intermediaries  which  would  still  leave 
them  with  an  advantage  over  consumer  finance  companies  and  com- 
mercial banks. 

Taxation  of  a  credit  union's  retained  earnings  should  tend  to  en- 
courage borrower  oriented  or  neutral  credit  union  activities.  The  (>rr 
ceiling  on  credit  union  dividends  provides  an  incentive  for  saver 
dominated  institutions  to  retain  earnings  rather  than  reduce  their 
loan  rates.22  This  tends  to  subsidize  future  shareholders  at  the  ex- 
pense of  today's  borrowers.  A  tax  on  retained  earnings  would  reduce 
this  incentive.  For  mutual  and  borrower  dominated  credit  unions,, 
the  new  tax  would  have  very  little  effect  since  thev  tend  to  retain  little 


a  Policies  for  a  More  Competitive  Financial  System,  Federal  Reserve  Bank  of  Boston, 
June  1972. 
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excess  reserves.  Credit  union  reserves  are  sufficient  to  cover  expected 
losses.  This  beneficial  effect  would  be  operative  only  in  the  short  run, 
since  the  elimination  of  Regulation  Q  and  dividend  rate  ceilings 
would  eliminate  the  incentive  for  saver  dominated  credit  unions  to 
return  excess  earnings. 

Credit  union  advocates  argue  that  the  introduction  of  taxation 
would  have  detrimental  effects  on  the  private  subsidies,  but  this  does 
not  appear  to  be  a  likely  eventuality.  Although  corporate  sponsors 
donate  space  and  services  to  credit  unions  partly  because  they  sym- 
pathize with  the  philanthropic  orientation,  they  also  derive  real  gains 
from  operating  credit  unions  on  their  premises.  The  taxation  may  have 
adverse  effects  on  volunteer  labor,  but  this  effect  may  not  be  great. 
The  MSB's  underwent  tax  reform  in  1969  with  no  apparent  problems. 
The  arguments  in  favor  of  credit  union  taxation  appear  compelling. 

C.  Extended  Liability  Powers 

CUNA  has  argued  that  credit  unions  need  the  power  to  issue  a  wide 
range  of  liabilities  in  addition  to  shares  and  simple  passbook  deposits. 
The  Hunt  Commission  recommended  such  savings  accounts  as  well 
as  a  limited  form  of  third  party  payment  powers.  Considerations  of 
equity  and  efficiency  suggest  that  these  proposed  reforms  have  merit.23 
The  more  consumer  lending  that  is  channelled  through  efficient 
credit  unions,  the  lower  the  social  cost  of  providing  such  credit.  But 
credit  unions  must  be  able  to  attract  savings  capital.  Up  to  now  they 
enjoyed  a  significant  rate  advantage  enforced  by  regulators,  but  if  the 
interest  rate  ceilings  are  eliminated,  credit  unions  will  be  handicapped 
relative  to  other  intermediaries.  It  is  not  desirable  to  limit  the  avail- 
ability of  funds  to  institutions  that  have  a  comparative  advantage  in 
their  lending  operations. 

The  extension  of  credit  union  liability  powers  would  increase  com- 
petition for  household  savings  and  benefit  consumers.  Credit  unions 
will  expand  their  liability  issues  only  if  they  are  better  suited  to  cus- 
tomer preferences.  Consequently,  credit  union  success  in  this  area 
may  suggest  an  undersupply  of  financial  intermediary  liabilities.  It 
would,  therefore,  be  a  step  towards  a  more  optimal  structure. 

These  arguments  can  be  applied  to  demand  deposits  as  well  as  to  sav- 
ings accounts.  The  Hunt  Commission  has  suggested  that  credit  unions 
make  third  party  payments  only  if  a  customer's  line  of  credit  is  at- 
tached to  the  account.  This  recommendation  acknowledges  the  signifi- 
cance and  advantages  of  lending  through  lines  of  credit,  but  third 
party  payment  accounts  are  also  a  distinct  service  that  can  be  used  to 
maintain  deposit  loyalty  and  to  increase  member  utility  by  lowering 
their  transactions  costs  through  the  provision  of  one-stop  financial 
sorvico.  The  Hunt  Commission  placed  an  arbitrary  limit  of  10%  on 
deposits  in  such  accounts.  This  restriction  is  difficult  to  defend  on 
either  eauity  or  efficiency  grounds. 

Whether  a  credit  union  chooses  to  avail  itself  of  such  new  liability 
powers  should  be  enhrelv  a  voluntary  matter.  Many  credit  unions, 
My  surplus  institutions,  may  not  need  the  additional  flexibility, 
but  there  is  no  need  to  constrain  the  powers  of  all  credit  unionsrelative 
tf)  their  competitors.  Expended  liability  powers  for  credit  unions  ap- 
pears, therefore,  as  a  desirable  reform. 


a  Soe  M    J   Flnnnerv.  Ibid,  j  and  D.  T.  Fand,  "The  Viability  of  Thrift  Interm«ffl*rl#£  M 
Financial   InRtitutions,"   Banca  Na9ionale  del  Lavoro  Quarterly  Review,  December  3973. 
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D.  Assets  24 

The  Hunt  Commission  recommended  that  the  loan  power  of  credit 
unions  include  a  full  array  of  secured  and  unsecured  consumer  loans, 
educational  loans,  residential  and  agricultural  mortgage  loans  to  mem- 
bers, and  loans  to  other  credit  unions.  It  also  proposed  that  credit 
unions  be  permitted  to  invest  in  a  full  range  of  investment  grade  debt 
instruments  of  all  maturities,  including  obligations  of  the  central  dis- 
count fund.  The  Nixon  proposals  also  recommended  less  severe  restric- 
tions on  loan  and  investment  powers,  but  would  continue  to  impose  con- 
sumer loan  asset  specialization  on  credit  unions. 

A  policy  of  portfolio  restriction  on  credit  unions  maintains  the  allo- 
cative  inefficiency  that  currently  exists  in  the  financial  sector.  Such 
restrictions  are  unnecessary,  if  credit  unions  are  a  socially  desirable 
facility  for  extending  consumer  loans.  A  credit  union  may,  in  any 
event,  continue  to  specialize  in  the  asset  for  which  it  shows  a  compara- 
tive advantage.  And  for  many  low-cost  credit  unions,  the  effective  as- 
set is  consumer  lending. 

One  consequence  of  expanded  asset  powers  is  that  credit  unions  may 
elect  not  to  concentrate  their  assets  in  this  sector.  If  so,  the  social  cost 
of  consumer  credit  may  not  be  at  a  minimum;  and  if  the  supply  of 
installment  credit  falls  short  of  the  social  optimum,  the  best  way  to 
stimulate  further  supply  is  to  perhaps  subsidize  the  instrument 
directly. 

Should  asset  diversification  of  credit  union  portfolios  develop,  the 
lending  areas  most  likely  to  expand  are  mortgages  and  mobile  home 
financing.  This  type  of  credit  should  allow  a  cyclical  improvement  in 
credit  union  earnings  and  provide  an  outlet  for  excessive  savings.  This 
kind  of  credit  union  diversification  is  unobjectionable:  First,  excess 
credit  union  funds  are  currently  invested  in  SLA's  and  are,  therefore, 
channelled  into  mortgages;  second,  if  the  Hunt  Commission  recom- 
mendations for  expanded  thrift  intermediary  powers  are  adopted,  the 
flow  of  funds  into  housing  may  be  diminished  in  favor  of  shorter  term 
consumer  lending.  A  complementary  shift  in  the  credit  union  sector 
would  help  counter  such  a  development. 

The  proposal  to  extend  asset  powers  also  implies  that  we  eliminate 
the  12%  ceiling  on  credit  union  loan  rates.  Otherwise,  credit  union 
consumer  loans  may  be  in  a  similar  position  as  the  FHA-VA  mort- 
gages in  1969-70.  Given  high  market  interest  rates,  lenders  with  a  wide 
discretion  will  shift  out  of  FHA  mortgages  in  favor  of  conventional 
loans.  Similarly,  if  market  rates  rise,  the  ceilings  on  credit  union  con- 
sumer loans  will  have  the  same  effect,  drastically  reducing  the  availa- 
bility of  such  credit. 

One  danger  associated  with  removing  the  ceiling  is  that  some  credit 
unions  may  seek  to  extract  monopolistic  profits  from  their  borrowing 
members.  This  could  occur  at  saver  dominated  institutions,  although 
other  credit  unions  may  also  behave  as  monopolists.  But  even  a  saver 
dominated  credit  union  may  not  charge  the  borrowers  more  than  a 
finance  company.  Moreover,  with  the  entry  of  new  consumer  lenders, 
incT^eased  use  of  lines  of  credit  and  better  information  flows  to  con- 
sumer, imperfections  in  consumer  credit  markets  should  decline.  The 
magnitude  of  monopoly  profits  that  can  be  derived  by  any  consumer 

«*  D.  I.  Fand.  "Savings  Intermediaries  and  Consumer  Credit  Markets,"  op.  cit. 
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lender  should  decline  and  reduce  the  importance  of  this  problem.  The 
removal  of  nearly  all  existing  credit  union  asset  restrictions  is  a  de- 
sirable and  reasonable  goal.1-'5 

E.  Credit  Union  Central  Bank  26 

The  Hunt  Commission  recommended  the  establishment  of  a  NCUA 
administered  central  discount  fund  to  provide  short-term  liquidity 
advances  to  credit  unions. 

The  provision  of  reasonably  priced  liquidity  advances  for  credit 
unions  should  be  made  for  three  reasons :  equity  among  competing  in- 
termediaries requires  that  credit  unions  have  access  to  a  subsidizing 
source  of  funds ;  stabilization  of  the  financial  sector  would  be  facili- 
tated by  such  a  facility;  and  allocative  efficiency  would  be  improved 
if  credit  unions  could  depend  on  a  larger  institution  to  pool  their 
risks. 

The  provision  of  expansion  advances  to  credit  unions  (similar  to 
FHLBB  advances  for  SLA?s)  is  not  inherently  a  proper  regulatory 
function  and  could  be  separated  from  the  consideration  of  a  discount 
facility.  Also  subsidization  of  institutions  is  not  an  optimal  procedure 
through  which  to  achieve  allocative  goals.  And  if  we  accept  the  recom- 
mendations with  respect  to  credit  union  asset  reforms,  the  case  for 
expansion  advances  is  no  longer  so  strong  since  these  funds  will  not 
necessarily  be  used  to  expand  the  supply  of  consumer  credit. 

The  Federal  Reserve  has  opposed  the  setting  up  of  a  credit  union 
facility  for  expansion  advances.  To  create  an  agency  to  subsidize 
existing  financial  intermediaries  would  expand  the  government  influ- 
ence in  the  financial  sector  in  a  manner  that  is  economically  inappro- 
priate. Legislated  efforts  should  be  directed  at  a  policy  of  true  subsidi- 
zation of  consumer  lending. 

Another  question  relates  to  the  proper  government  agency  to  admin- 
ister the  discount  fund.  It  is  not  necessary  that  the  fund  be  distinct 
from  the  Fed  or  the  FHLBB  which  provide  such  a  service  for  deposi- 
tory intermediaries;  and  if  we  grant  similar  asset  and  liability  powers 
to  all  intermediaries,  there  are  no  compelling  reasons  on  which  to  base 
the  establishment  of  a  distinct  discount  fund.  It  could  be  incorporated 
into  existing  facilities.27 

F.  Credit  Union  Chartering 

The  Hunt  Commission  has  recommended  that  no  new  residential 
credit  union  charters  be  issued,  except  for  the  following  two :  local  or 
national  farmer  association,  or  low-income  credit  unions  founded  un- 
der the  auspices  of  the  OEO.  This  policy  is  a  return  to  the  original 
thrust  of  the  Federal  Credit  Union  Act.  CUNA  would  like  to  widen 
the  extent  of  allowable  credit  union  bonds  of  association.  They  argue 
that  the  removal  of  restrictions  on  the  bond  of  association  would  allow 
credit  union  services  to  be  offered  to  more  people. 

There  are  demonstrable  differences  among  credit  unions  with  differ- 
ent common  bonds  with  respect  to  cost,  loss  experience,  convenience, 
etc.  There  is  some  evidence  that  the  residential  bond  is  the  least  ef- 
fective. While  it  would  be  inappropriate  and  inequitable  to  prevent 

""•  M.  .1.  Planner?,  op.  dt. 
™  M.  J.  Planner? ,  Ibid. 
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groups  with  legitimate  cost  reducing  common  bonds  from  taking  ad- 
vantage of  their  situation,  a  real  common  bond  effect  is  what  sets  a 
credit  union  apart  from  its  competitors.  A  randomly  selected  group 
of  people  cannot  form  a  true  credit  union.  It  is,  therefore,  appropriate 
that  we  limit  the  name  "credit  union"  to  a  true  credit  union  institution. 
Under  current  tax  laws,  there  is  a  private  incentive  to  organize  a  de- 
pository intermediary  as  a  credit  union ;  but  as  taxation  is  introduced 
their  assets  and  liabilities  are  standardized  across  different  types  of 
institutions,  and  there  would  be  little  advantage  of  one  charter  over  the 
others.  The  functions  of  a  residential  credit  union  could  well  be  per- 
formed under  a  commercial  bank  or  thrift  institution  charter.  The 
chartering  recommendations  of  the  Hunt  Commission  Eeport  may 
have  merit.28 

V.   THE   FINANCIAL  INSTITUTIONS   ACT  OF    19  75 

The  Senate  bill,  The  Financial  Institutions  Act  of  1975,  authorizes  a 
substantial  extension,  of  the  asset  and  liability  powers  of  federal  credit 
unions.29  The  principal  provisions  are  to  permit  credit  unions  to  make 
mortgage  loans,  issue  share  certificates  with  varying  dividend  rates 
and  maturities,  and  to  make  secured  and  unsecured  loans  over  longer 
terms  and  in  higher  amounts  than  is  currently  permitted.  Also  in- 
cluded in  the  Senate  bill  are  the  granting  of  checking  account  powers 
and  the  establishment  of  a  Central  Discount  Fund  to  provide  funds 
for  short-term  liquidity  needs  of  credit  unions  by  issuing  obligations 
in  the  capital  market. 

The  Senate  reforms  seek  to  provide  federally  chartered  credit  unions 
with  powers  necessary  to  enable  them  to  operate  efficiently  and  com- 
pete effectively  as  a  mutual  thrift  intermediary.30  The  purpose  of 
credit  unions  as  stated  in  the  Federal  Credit  Union  Act  is,  "...  to 
make  available  to  people  of  small  means  credit  for  provident  purposes 
through  a  national  system  of  cooperation  credit,  thereby  helping  to 
stabilize  the  credit  structure  of  the  United  States."  Federally  chartered 
credit  unions  were  first  authorized  during  the  Depression  when  the 
consumer  credit  and  savings  market  was  not  highly  developed. 

Though  credit  unions  pioneered  in  the  consumer  financial  services 
market,  the  laws  regulating  their  operations  failed  to  keep  pace  with 
their  members'  expanding  financial  needs.  Also,  commercial  banks, 
SLA's,  finance  companies,  insurance  companies,  and  other  financial 
entities  evolved  as  sophisticated  competitors  in  the  same  area.  The 
very  nature  of  credit  unions,  formed  by  people  of  modest  means  who 
have  some  close  bond,  precludes  operation  on  a  grand  scale ;  but  since 
credit  unions  have  demonstrated  their  value  and  stability,  they  have 
some  claim  for  the  broader  and  more  flexible  authority  which  will 
allow  them  to  serve  their  members  in  a  highly  competitive  financial 
environment.  These  suggested  changes  are  not  designed  to  remove 
credit  unions  from  the  narrowly  defined  principle  of  a  common  bond 
which  requires  that  members  have  a  similar  occupation,  association, 
or  live  within  a  well-defined  neighborhood. 

28  M.  J.  Flannery,  op.  cit.  ;  and  D.  I.  Fand  and  R.  Forbes,  "On  Supply  Conditions  in  Con- 
sumer Credit  Markets,"  in  J.  Quirk  (ed.),  Quantitative  Economics,  Kansas  University  Press 
1968. 

^Tlie  Financial  Institutions  Act  of  1975,  S.  1267,  Title  V:  Credit  Unions. 

s°  D.  I.  Fand,  "The  Viability  of  Thrift  Intermediaries  as  Financial  Institutions,"  op.  cit 
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The  Senate  bill  authorizes  federal  credit  unions  to  issue  share  cer- 
tificates with  varying  dividend  rates  and  varying  maturities  to  mem- 
bers: it  also  authorizes  credit  unions  serving  low  income  members 
to  issue  share  certificates  to  non-members.  At  the  present  time  credit 
unions  are  not  permitted  to  pay  varying  dividends  on  different  classes 
of  share  accounts.  Their  only  instrument  for  attracting  the  savings 
of  members  is  the  existing  share  account,  and  the  dividend  paid  must 
be  uniform  for  all  members.  The  Senate  bill  would  permit  credit 
unions  to  pay  varying  rates  through  the  use  of  share  certificates  which 
are  comparable  to  the  consumer  CD's  issued  by  other  intermediaries. 
The  rate  is  dependent  on  the  amount  and  time  that  the  share  certifi- 
cates are  left  on  deposit  with  the  credit  union.  This  would  provide 
federal  credit  unions  with  an  appropriate  instrument  to  meet  the 
competition. 

The  Senate  bill  grants  federal  credit  unions  substantial  new  lend- 
ing powers.  They  are  permitted  to  make  secured  consumer  loans 
with  a  maximum  maturity  of  twelve  years.  Unsecured  loans  may  not 
exceed  10%  of  the  paid  in  surplus.  Credit  unions  are  presently  limited 
to  loan  maturities  of  five  years  on  unsecured  loans  and  10  years  on 
secured  loans,  with  the  exception  that  longer  maturities  are  permitted 
on  mobile  home  loans.  They  are  also  authorized  for  the  first  time  to 
make  30-year  first  lien  mortgage  loans  secured  by  a  residential  dwell- 
ing and  15-year  mobile  home  and  home  improvement  loans. 

Federal  credit  unions  are.  at  the  present  time,  making  real  estate 
loans  within  the  existing  10  year  loan  maturity  limit.  Last  year  Con- 
gress enacted  legislation  permitting  them  to  make  mobile  home  loans 
with  maturities  up  to  20  years  for  VA  guaranteed  loans.  Approxi- 
mately 26  state  laws  now  permit  state  credit  unions  to  make  long-term 
real  estate  loans  so  that  credit  unions  have  considerable  experience  in 
the  mortgage  lending  field.  Because  of  the  pressing  housing  needs,  the 
Senate  bill  grants  federal  credit  unions  the  power  to  make  long-term 
first  lien  mortgage  loans  to  members  on  their  residence  on  terms  con- 
sistent with  those  of  other  mortgage  lenders. 

Other  new  lending  authorizations  allow  federal  credit  unions  to 
make  federally  guaranteed  or  insured  loans.  The  borrowers'  right  to  re- 
pay a  loan  prior  to  maturity  without  penalty  is  clarified,  and  revolving 
lines  of  credit  are  authorized.  Although  there  is  no  allowance  in  the 
present  law  for  different  claim  ratings  and  circumstances,  the  Senate 
bill  authorizes  varying  terms  and  conditions  on  lines  of  credit  for  dif- 
f  rent  borrowers. 

Tied  it  unions  ninv  set  up  special  loan  plans  so  that  a  member  com- 
pletes a  single  application  and  note  and  obtains  advances  without  a 
new  note  for  each  disbursement.  This  will  allow  a  borrower  to  apply 
continuously  for  and  receive  advances  as  long  as  the  total  outstand- 
ing indebtedness  does  not  exceed  the  line  of  credit  maximum.  Other 
new  lending  authorizations  permit  credit  unions  to  make  loans  to  other 
credit  unions,  if  these  loans  are  approved  by  the  Board  of  Directors. 
They  are  also  permitted  to  make  loans  to  credit  union  organizations. 
provided  such  loans  do  not  exceed  one  percent  of  the  paid-in  capita 
and  surplus.  Also,  credit  unions  are  authorized  to  participate  with 
financial  organizations  in  making  loans  to  eredit  union  members,  pro- 
viding that  such  loans  are  in  accordance  with  the  policies  of  its  Board 
of  Directors. 
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The  Senate  bill  permits  credit  unions  more  leeway  in  establishing 
rates  of  interest.  At  the  present  time  there  is  a  maximum  interest  rate 
on  loans  of  1%  per  month  on  the  unpaid  balances,  inclusive  of  all 
charges  incident  to  making  the  loan.  To  allow  credit  unions  to  charge 
interest  rates  that  more  accurately  reflect  market  conditions  during 
periods  of  high  interest  rates,  the  administrator  of  the  National  Credit 
Union  Administration  (NCUA)  is  authorized  to  establish  a  higher 
interest  rate  than  the  current  statutory  maximum. 

Federal  credit  unions  are  granted  expanded  investment  authorities 
with  regard  to  federal,  state,  and  local  obligations.  They  are  also  per- 
mitted to  invest  in  the  shares  of  other  insured  credit  unions,  as  well 
as  in  accounts  or  deposits  of  any  federally  or  state  insured  financial 
institution.  They  are  authorized/".  .  .  to  invest  up  to  5%  of  their  paid- 
in  capital  and  surplus  in  the  shares,  stocks,  or  obligations  of  any  orga- 
nization, corporation,  or  association  which  strengthens  or  advances 
the  development  of  the  credit  union  or  credit  union  organizations." 
Such  investments  must  be  approved  by  the  NCUA. 

The  Senate  bill  also  grants  credit  unions  checking  account  powers 
in  order  that  they  can  compete  with  other  thrift  intermediaries.  With- 
drawals or  transfers  from  accounts  by  means  of  negotiable  transfer- 
able or  non-transferable  checks,  drafts,  orders  are  permitted,  includ- 
ing NOAV  accounts.  Credit  unions  may  also  deposit  funds  in  banks 
outside  the  state  where  the  credit  union  does  business.  They  may  also 
make  deposits  in  demand  accounts  of  other  insured  credit  unions,  and 
they  may  place  funds  in  federally  insured  SLA's  and  MSB's. 

The  Senate  bill  also  authorizes  numerous  changes  in  the  method 
of  operation  for  credit  unions  that  will  permit  them  to  sell,  purchase, 
or  handle  any  money  transfer  instrument  for  their  members  at  a  fee 
in  excess  of  the  direct  and  indirect  cost  of  providing  this  service.  They 
are  also  authorized  to  purchase,  sell,  or  discount  obligations  of  their 
members.  Eligible  obligations  are  to  be  defined  by  the  NCUA.  There 
is  also  provision  for  flexibility  in  revising  internal  management 
structure. 

The  Senate  bill  also  establishes  a  NCUA  Discount  Fund,  ".  .  .  to 
provide  funds  to  meet  the  temporary  liquidity  needs  of  credit  unions 
and  to  provide  further  orderly  transfer  of  funds  among  and  between 
credit  unions  and  other  financial  institutions."  A  temporary  liquidity 
need  is  defined  as  to  include  emergency  needs,  seasonal  needs,  and 
needs  arising  from  economic  dislocations. 

The  traditional  sources  of  external  liquidity  for  credit  unions  have 
been  commercial  banks,  central  credit  unions,  and  other  credit  unions. 
Some  of  the  larger  credit  unions  have  established  lines  of  credit  at 
banks,  and  such  sources  have  been  adequate  in  normal  market  condi- 
tions. However,  the  reliability  of  these  sources  has  frequently  been 
threatened,  as  was  the  case  during  the  credit  crunches  of  the  1960's 
and  early  1970's  when  the  competition  for  savings  funds  was  very 
keen. 

The  Discount  Fund  offers  credit  unions  a  reliable  secondary  and 
temporary  source  of  liquidity  when  the  traditional  and  local  liquidity 
sources  are  inadequate.  The  existence  of  the  fund  as  a  source  of 
liquidity  is  likely  to  enhance  a  credit  union's  bargaining  position  in 
dealing  with  other  lenders.  At  the  present  time  credit  unions  are  the 
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only  depository  intermediaries  which  do  not  enjoy  the  protection  of 
some  sort  of  central  liquidity  or  discount  facility.  But  credit  unions 
may  be  particularly  sensitive  to  changing  economic  conditions  because 
of  their  common  bond. 

Membership  in  the  Discount  Fund  is  optional  for  all  credit  unions. 
The  Fund  may  borrow  from  many  sources,  including  the  Share  Insur- 
ance Fund,  and  the  Secretary  of  the  Treasury  is  authorized  and  di- 
rected to  purchase  up  to  $150  million  of  the  Fund's  obligations  in  the 
event  that  the  Fund  has  insufficient  obligations.  The  Discount  Fund 
may  also  issue  obligations  such  as  bonds  and  debentures  in  the  private 
capital  market  in  an  aggregate  amount  not  to  exceed  10  times  its  paid- 
in  capital  and  surplus,  or  1.5%  of  the  total  credit  union  assets,  which- 
ever is  less. 

The  Senate  bill  limits  the  borrowings  of  the  Discount  facility  in  the 
following  ways : 

1.  The  participation  is  voluntary,  rather  than  mandatory,  and 
this  reduces  the  amount  of  capital  supplied  by  credit  unions.  Also, 
the  provision  calls  for  a  10 :1  leverage  ratio. 

2.  The  maximum  amount  the  facility  may  borrow  in  the  open 
market  is  limited  to  a  sum  not  greater  than  1.5%  of  total  credit 
union  assets. 

The  administrator  is  authorized  to  establish  limits  on  advances  to 
members  of  the  Discount  Fund.  The  Fund  is  exempt  from  Federal 
income  tax,  except  that  its  real  and  tangible  personal  property  would 
be  subject  to  tax  to  the  same  extent  that  other  property  is  taxed. 

Conclusion  :  Credit  Unions  and  New  Frontiers 

The  Senate  bill  grants  credit  unions  and  the  thrift  intermediates  a 
considerable  array  of  new  powers  with  respect  to  their  assets  and  lia- 
bilities and  also  provides  for  more  flexibility  in  their  operations.  These 
informs  are  designed  to  enable  the  credit  unions  and  the  thrifts  to 
compete  effectively  in  the  financial  markets  as  they  are  evolving  at  the 
present  time.  The  Senate  proposals  can  be  rationalized  as  an  attempt  to 
enable  credit  unions  and  the  thrifts  to  remain  viable  and  competitive 
financial  intermediaries. 

But  having  granted  these  new  powers  to  credit  unions,  we  must  also 
note  that  they  still  retain  some  of  their  former  advantages  with  respect 
to  income  taxation.  One  may  question  whether  this  does  not  violate 
the  principle  of  equity.  Moreover,  if  credit  unions  do  utilize  the  ex- 
tended powers  now  being  legislated,  they  may  cease  to  perform  some 
of  the  socially  valuable  functions  that  they  developed  so  effectively  in 
the  past  several  decades. 

( Iredit  unions  made  a  lasting  contribution  to  the  American  economy 
by  pioneering  consumer  credit  for  low  and  medium  income  urban  work- 
ing class  families.  They  innovated  this  kind  of  credit  al  a  time  when 
other  lenders  wore  not  able,  or  willing,  to  promote  and  Facilitate  this 
type  of  loan.  The  credit  unions  thus  succeeded  admirably  in  promoting 
a  relatively  new  form  of  credit — personal  loans  and  installment 
credit — which  gave  many  Americans  wherewithal  to  purchase  con- 
sumer durables  and  other  big  ticket  items.  The  rapid  growth  of,  and 
easier  access  to,  consumer  credit  enabled  many  Americans  to  upgrade 
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their  standard  of  living,  and  the  credit  unions  played  a  key  role  in 
this  development,  as  well  as  in  the  provision  of  small  personal  loans 
for  the  necessitous  borrowers.31 

Credit  unions  should  be  viewed  as  pioneering  institutions  which  did 
much  to  improve  the  standard  of  living  and  promote  the  welfare  of  low 
and  middle  income  Americans.  This  confronts  us  today  with  a 
dilemma.  The  provisions  in  the  Senate  bill  are  designed  to  enable  the 
credit  unions  to  compete  effectively  with  the  other  depository  inter- 
mediaries in  the  current  financial  environment.  But  if  the  credit  unions 
do  utilize  these  new  powers  and  do  indeed  compete  effectively,  they 
may,  in  the  process,  lose  their  unique  identity  and  historic  mission. 
They  may  become  more  and  more  like  the  other  depository  inter- 
mediaries and  less  and  less  like  the  older  innovative  credit  union 
associations,  organized  and  led  by  members  who  were  dedicated  and 
committed  to  the  movement. 

In  raising  this  question,  I  do  not  wish  to  oppose  the  granting  of  these 
new  powers  to  credit  unions.  They  are  clearly  necessary  if  credit  unions 
are  to  survive  and  remain  viable.  But  one  may,  nevertheless,  ask 
whether  there  still  are  today  imperfections  or  gaps  in  the  credit  and 
capital  markets  where  the  credit  unions  may  be  able  to  develop  new 
techniques.  It  may,  therefore,  be  appropriate  to  explore  whether  credit 
unions  can  play  a  role  today  similar  to  their  earlier  role  of  closing  some 
consumer  credit  market  gaps. 

Two  areas  suggest  themselves  for  this  kind  of  role :  One  is  the  pro- 
vision of  human  capital  loans — loans  that  enable  individuals  to  develop 
their  skills.  Human  capital  has  played  a  vital  role  in  American  eco- 
nomic growth.  Institutions  that  can  facilitate  the  financing  of  educa- 
tion and  training  and  promote  the  formation  of  human  capital  are 
highly  desirable.  Moreover,  the  accelerating  cost  of  education,  together 
with  the  declining  public  subsidies  to  higher  education,  implies  that 
individuals  will  have  to  bear  and  finance  a  greater  share  of  their 
education  expenditures  in  the  coming  years.  This  would  suggest  that 
we  may  need  to  facilitate  and  improve  the  financing  of  human  capital 
loans.  Credit  unions  could  make  a  significant  contribution  to  American 
life  by  pioneering  an  approach  to  educational  loans  tailored  for  middle 
and  low  income  individuals  which  would  enable  them  to  finance  their 
human  capital  outlays  in  the  next  decade.32 

A  second  area  where  there  is  need  for  innovation  is  in  the  provision 
of  housing  and  mortgage  loans  for  lower  income  groups.  This  is  a 
difficult  area,  and  it  may  not  be  possible  to  do  this  without  some  kind  of 
subsidy.  It  would  be  highly  desirable  if  we  can  develop  some  techniques 
which  would  enable  lower  income  people  to  obtain  housing  at  rents 
and/or  mortgage  rates  which  they  can  maintain.33 

A  subsidy  may  be  required  if  credit  unions  are  to  facilitate  housing 
for  lower  income  groups  and  still  remain  financially  viable.  We  may 
need  to  develop  a  technique  to  subsidize,  in  part,  the  rent  or  mortgage 
rate  for  low  income  families:  in  addition,  other  techniques  may  be 
required,  since  the  housing  problem  for  low  income  families  transcends 


31 D.  I.  Fand.  "Competition  and  Regulation  in  Consumer  Credit  Markets."  Pergonal 
Finance  Law,  Winter  1965  :  and  B.  Curran  and  D.  I.  Fand.  "An  Analysis  of  the  Uniform 
Consumer  Credit  Code."  Nebraska  Law  Review.  Vol.  49,  Julv  1970. 

32  D.  I.  Fand.  "The  Next  Five  Years,"  CUNA  Fifth  Annual  Stabilization  Conference.  1971. 

38 1  am  distinguishing  between  low  income  and  poor  people.  The  provision  of  housing 
for  the  poor  poses  a  far  more  difficult  problem. 
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the  mortgage  rate.  If  the  credit  unions  could  develop  some  new  tech- 
niques to  circumvent  some  of  the  impediments  and  to  facilitate  co- 
operative, condominum.  single  family,  and  rental  housing  for  lower 
income  groups,  this  would  surely  be  a  highly  desirable  and  significant 
contribution.34 

Such  an  approach  to  housing  would  be  in  keeping  with  the  credit 
union  movement  in  this  country ;  it  would  enable  them  to  pioneer  in 
housing  today  just  as  they  did  several  decades  ago  in  consumer  credit. 
Cooperative  measures  to  achieve  low  income  housing  is  consistent  with 
the  philosophy  of  the  credit  union  movement,  and  the  successful  pur- 
suit of  this  goal  would  distinguish  them  from  the  other  financial 
intermediaries.  Given  their  favorable  tax  treatment,  it  may  be  appro- 
priate to  ask  and  encourage  credit  unions  to  pioneer  and  develop  new 
approaches  to  low  income  housing. 

»*  D.  I.  Fand,  "Mortgage  Market  Impediments  and  Uniform  State  Land  Transactions 
Laws,"  in  D.  Reeb  (ed.)  Housing  the  Poor,  Praeger,  1973. 


PART  2 
REGULATION  OF  DEPOSITORY  INSTITUTIONS 


THE  STRUCTURE  OF  FEDERAL  REGULATION 
OF  DEPOSITORY  INSTITUTIONS 

(By  Samuel  B.  Chase,  Jr.*) 

Introduction 

This  paper  is  concerned  with  the  system  of  Federal  regulation  of 
depository  institutions.  Most  of  it  is  devoted  to  the  regulation  of  com- 
mercial banks,  a  complex  matter  that  has  been  the  subject  of  consid- 
able  controversy  for  many  years.  The  paper  a]  so  deals,  but  less 
extensively,  with  the  desirability  of  integrating  regulation  of  savings 
and  loan  associations  with  that  of  commercial  and  mutual  savings 
banks. 

The  issues  addressed  here  are  controversial,  and  for  good  reason : 
there  are  no  certain  answers.  Regulation  of  commercial  banks  and 
thrift  institutions  can  never  be  perfect,  and  disputes  over  the  appro- 
priate regulatory  framework  largely  reflect  differing  judgements  as  to 
what  imperfections  are  most  to  be  feared.  This  paper  endeavors  to 
present  fairly  the  major  considerations  that  must  be  weighed  and,  at 
places,  presents  my  own  judgements. 

When  this  project  was  begun,  it  was  hoped  that  the  paper  could 
draw  on,  and  evaluate,  regulatory  agency  responses  to  a  questionnaire 
submitted  to  them  in  mid- August,  as  part  of  the  FINE  studj^.  Unfor- 
tunately, most  of  the  material  requested  of  the  agencies  was  not  avail- 
able in  time  for  use  in  this  paper,  although  Federal  Reserve  Board 
responses  to  some  of  the  questions  were  available  and  proved  helpful. 
"When  they  become  available,  the  full  responses  will  no  doubt  shed 
additional  light  on  some  of  the  questions  addressed  here. 

REGULATION   OF   COMMERCIAL  BANKS 

Background 

The  key  organizational  features  of  U.S.  commercial  bank  regulation 
are  (a)  dual  banking  under  which  both  the  states  and  the  national 
government  charter  and  regulate  banks,  and  (b)  a  complex  division  of 
Federal  regulation  of  both  national  and  insured  State  banks. 

This  paper  is  directly  concerned  with  whether  Federal  authority 
should  remain  divided,  not  with  dual-banking.  It  is  often  contended, 
however,  that  unified  Federal  authority  would  destroy  dual  banking, 
and  this  argument  will  be  discussed  later. 

For  present  purposes  it  is  sufficient  to  note  that  the  system  of  state 
chartering  and  supervision  traces  to  New  York's  Free  Banking"  Act 
of  1838.  That  legislation  ended  the  previous  practice  of  issuing  bank 

♦Consultant.  Washington,  D.C.  Paper  prepared  for  the  Financial  Institutions  and  the 
Nation's  Economy  (FINE)  Study  of  the  House  Committee  on  Banking,  Currency  and 
Housing. 
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charters  only  by  special  legislative  act;  under  the  new  system,  bank 
charters  were  to  be  issued  by  an  administrator,  on  the  condition  that 
certain  tests  laid  out  in  the  law  were  met.  Free  banking  spread  rapidly 
to  other  states,  and  remains  in  effect  throughout,  the  nation  today.  Two- 
thirds  of  the  nation's  more  than  14,000  commercial  banks  are  state- 
chartered.  They  operate  under  state  laws  governing  their  organization 
and  powers  and  are  supervised  by  state  banking  agencies.  Except  for  a 
handful  of  banks  that  are  not  members  of  the  FDIC,  they  are  also 
subject  to  Federal  regulation. 

The  Federal  bank  regulatory  system  is  built  on  several  statutes: 

1.  The  National  Currency  Act  of  1863  and  the  1864  Act  that  replaced  it, 
which  has  come  to  be  known  as  the  National  Bank  Act,  established  Federal 
chartering  and  supervision  of  national  banks,  and  marked  the  origin  of  today's 
dual  banking  system. 

2.  The  Federal  Reserve  Act  of  1913  created  the  Federal  Reserve  System.  This 
legislation,  an  outgrowth  of  the  panic  of  1907,  is  best  known  for  establishing 
the  present  system  of  central  banking.  It  also  had  as  one  of  its  purposes  "to 
establish  a  more  effective  supervision  of  banks  in  the  United  States." 
Although  the  act  requires  all  national  banks  to  be  members  of  the  Federal  Re- 
serve System,  membership  for  state-chartered  banks  is  voluntary.  The  Federal 
Reserve  Act  represented  the  first  incursion  of  Federal  bank  regulation  into  the 
affairs  of  state-chartered  banks  because  it  provided  for  regulation  of  state 
member  banks  by  the  Federal  Reserve,  and  laid  the  basis  for  divided  Federal 
authority  in  bank  regulation. 

3.  The  McFadden  Act  of  1927  requires  national  banks  to  conform  with  state 
branching  laws,  thereby  ruling  out  or  limiting  branching  by  national  banks  in 
many  states  and  effectively  prohibiting  interstate  branching. 

4.  The  banking  legislation  of  the  1930s,  among  other  things,  established  Fed- 
eral deposit  insurance ;  separated  commercial  banking  from  the  underwriting 
and  marketing  of  private  securities ;  and  provided  for  other  restraints  on  bank- 
ing practices,  including  controls  over  deposit  interest  rates.  Originally  the  law 
required  that  all  Federally  insured  banks  eventually  become  members  of  the 
Federal  Reserve  System.  That  requirement  was  eliminated  in  1939,  leaving  in- 
sured nonmember  banks  to  be  supervised  by  the  FDIC,  and  thereby  producing 
today's  three-way  split  of  Federal  authority.  Since  almost  all  commercial  banks 
are  insured,  the  Federal  regulatory  presence  is  nearly  all-embracing. 

5.  The  Bank  Holding  Company  Act  of  1956  imposed  Federal  regulation  on 
companies  that  controlled  two  or  more  banks.  It  placed  all  regulatory  powers 
over  these  companies  in  the  Federal  Reserve  Board,  but  left  unchanged  the 
division  of  responsibility  for  oversight  of  subsidiary  banks. 

6.  The  Bank  Merger  Act  of  1960,  as  amended  in  1966,  requires  mergers  in- 
volving insured  banks  to  receive  prior  approval  of  one  of  the  three  Federal 
banking  agencies.  Amendments  to  the  Bank  Holding  Company  Act  passed  in 
1068  require  similar  prior  approval  of  acquisitions  of  banks  by  holding  com- 
panies, but  in  this  case,  jurisdiction  is  lodged  solely  in  the  Federal  Reserve. 

7.  The  1970  amendments  to  the  Bank  Holding  Company  Act  of  1956  bring  all 
holding  companies  (including  those  that  control  only  one  bank)  under  the  regula- 
tory jurisdiction  of  the  Federal  Reserve,  regardless  of  which  agency  is  the 
"primary"  Federal  regulator  of  subsidiary  banks.  Extension  of  the  Act  to  cover 
one-bank  holding  companies  vastly  increased  the  number  of  companies  and 
subsidiaries  subject  to  Federal  Reserve  regulation. 

The  Federal  commercial  bank  regulatory  system  that  rests  on  these 
stat  utes  may  be  summarized  as  follows: 

1.  The  Comptroller  of  tbe  Currency  charters  and  supervises  national  banks, 
authorizes  domestic  branches  where  permitted  by  state  law,  and  must  approve 
all  mergers  where  the  surviving  bank  is  a  national  bank. 

2.  Tbe  Federal  Deposit  Insurance  Corporation  insures  all  national  banks  and 
state-member  banks.  Tt  supervises  all  insured  state  non-member  banks  (includ- 
ing mutual  savings  banks),  and  must  approve  all  mergers  where  the  surviving 
bank  is  a  state  non-member. 
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3.  The  Federal  Reserve  System  supervises  all  state  member  banks.  In  a  num- 
ber of  cases  its  regulatory  powers  and  responsibilities  extend  to  national  banks 
as  well.  It  approves,  and  issues  regulations  covering,  all  foreign  branches,  and 
as  well.  It  approves,  and  issues  regulations  covering,  all  foreign  branches  of 
member  banks,  whether  they  have  national  or  state  charters  and  charters  and 
regulates  international  "Edge  Act"  subsidiaries  of  all  banks.  The  Federal  Re- 
serve Board  has  jurisdiction  over  all  mergers  where  the  surviving  bank  is  a  state 
member  bank. 

4.  The  Federal  Reserve  Board  regulates  all  bank  holding  companies.  It  de- 
termines permissible  nonbank  activities  within  general  statutory  guidelines,  and 
must  approve  all  formations  of  bank  holding  companies  and  all  acquisitions  of 
bank  and  nonbank  subsidiaries.  Roughly  1,700  registered  bank  holding  com- 
panies today  control  nearly  4,700  commercial  banks,  including  all  of  those  with 
assets  of  more  than  $3  billion  at  mid-1975.  Holding  company  banks  account  for 
over  two-thirds  of  total  assets  of  U.S.  commercial  banks.  Despite  the  fact  that 
a  majority  of  holding  company  banks  are  either  national  banks  or  non-member 
banks,  the  Federal  Reserve  at  times  exercises  substantial  de  facto  power  over 
the  affairs  of  subsidiary  banks  through  its  ability  to  withhold  approvals  of  ap- 
plications under  the  Bank  Holding  Company  Act. 

5.  The  individual  states  charter  banks,  determine  whether  branching  will  be 
allowed  within  their  borders,  and  in  some  cases  regulate  bank  holding  com- 
panies. The  Bank  Holding  Company  Act  allows  individual  states  to  keep  out-of- 
state  holding  companies  from  acquiring  banks  within  their  borders,  by  permitting 
interstate  acquisitions  only  where  "specifically  authorized  by  the  statute  laws  of 
the  State"  in  which  the  bank  to  be  acquired  is  located. 

The  accompanying  table  shows,  by  deposit  size  at  the  end  of  1974, 
the  distribution  of  the  nation's  commercial  banks  according  to  their 
status  under  Federal  regulation.  It  does  not  reflect  the  overlapping 
jurisdiction  of  the  Federal  Reserve  under  the  Bank  Holding  Com- 
pany Act,  The  overlapping  is  substantial;  for  example,  over  2,000 
national  banks  are  subsidiaries  of  bank  holding  companies. 

The  preceding  discussion  does  not  fully  portray  the  complexity  of 
Federal  bank  regulation,  largely  because  it  fails  to  enumerate  a  num- 
ber of  cases  of  overlapping  jurisdiction.  It  does,  however,  reveal  the 
features  that  have  generated  the  most  meaningful  controversies — side- 
by-side  existence  of  state  and  national  banks;  a  division  of  Federal 
authority  that  gives  banks  options  to  change  primary  Federal  regu- 
lators by  changing  either  their  charter  status  (state  or  national)  or 
their  Federal  Reserve  membership  status ;  and  the  overlay  of  unified 
Federal  Reserve  regulation  of  bank  holding  companies  and,  within 
limits,  their  banking  subsidiaries. 


NUMBER  OF  COMMERCIAL  BANKS,  GROUPED  BY  CLASS  AND  DEPOSIT  SIZE,  DECEMBER  31.  1974 


Insured  Commercial  Banks 


Deposit  Size  (in  dollars) 


Total 


Members  F.R.  System 
State 


National 


Noninsured 

Nonmem-  Banks  and 

ber  F.R.  Trust 

System  Companies 


Less  than  10  million 5  394 

10  million  to  50  million c' i;oq 

50  million  to  100  million                 cm 

100  million  to  500  million e^t 

500  million  to  1  billion "  533 

1  billion  and  over 34 

Total 14,  228 


177 
554 
490 
369 
61 
57 


332 
511 
107 
85 
15 
24 


4,385 

3,524 

336 

181 

17 

3 


4,708 


1,074 


8,446 


206 

22 

10 

21 

0 

1 


260 


deposits  are  h^the^af'est's?8*'0"8  ^^  °"  domestic  deP°sits  onlv;   most  banks  with  material  amounts  of  foreign 
Source:  Annual  Report  of  the  Federal  Deposit  Insurance  Corporation,  1974,  Table  104,  p.  199. 


148 

The  pieces  of  today's  Federal  bank  regulatory  system  have  been 
fitted  together  in  a  way  that,  although  certainly  not  foreordained  by 
logic,  lias  reflected  conscious  choices  of  the  Congress. 

Deference  to  dual  banking  was  shown  in  1913  when  the  Federal  Re- 
serve Act  permitted,  but  did  not  require,  state  banks  to  apply  for  mem- 
bership in  the  System.  To  this  day  that  provision  enhances  the  value 
of  state  charters  for  the  numerical  majority  of  non-member  banks  that 
escape  the  cost  of  meeting  the  central  bank's  reserve  requirements.  In 
1927,  the  McFadden  Act  required  national  banks  to  observe  state  policy 
with  respect  to  branching.  This  has  had  the  effect  of  prohibiting  inter- 
state branching  as  well  as  leaving  to  the  individual  states  the  option 
of  preventing  or  limiting  within-state  branching.  When  Federal  de- 
posit insurance  was  enacted  in  the  1930s,  it  was  clearly  understood  that 
it  would  benefit  smaller,  mainly  state-chartered  banks.  Finally,  the 
options  of  states  to  control  their  banking  structures  were  reinforced 
in  1956,  when  interstate  acquisitions  of  banks  were  forbidden  to  bank 
holding  companies  unless  specifically  allowed  by  state  law. 

Divided  Federal  authority  began  in  1913  when  the  Federal  Reserve 
Act  created  a  second  Federal  agency  with  power  to  regulate  banks. 
When  Congress  enacted  Federal  deposit  insurance  in  the  1930s,  it 
created  yet  a  third  agency,  the  FDIC,  and  reinforced  the  three-way 
division  of  Federal  responsibility  in  1939  when  it  repealed  the  original 
requirement  that  all  insured  banks  become  members  of  the  Federal 
Reserve.  The  Bank  Merger  Act  of  1960  and  its  1966  amendments  rein- 
forced the  division  of  Federal  authority  by  placing  the  power  to 
approve  or  deny  proposed  mergers  in  the-  hands  of  the  Federal  agency 
primarily  responsible  for  supervision  of  the  surviving  bank. 

Congress  has  not,  however,  been  "purist"  about  divided  Federal  au- 
thority. The  most  noteworthy  exceptions  have  been  the  assignment  to 
the  Federal  Reserve  of  jurisdiction  over  approvals  of,  and  reflations 
pertaining  to,  foreign  brandies  and  subsidiaries  of  both  notional  and 
state  banks,  and  over  all  bank  holding  companies.  Other  legislation. 
(e.g.,  truth-in-lending  and  fair  credit  billing)  has  lodged  all  responsi- 
bility for  rule-making,  though  not  enforcement,  in  the  Federal  Reserve. 
Finally,  of  course,  regulations  pertaining  directly  to  monetary  policy, 
including  reserve  reauirements  for  member  banks,  are  the  exclusive 
responsibility  of  the  Federal  Reserve. 

The  sheer  complexity  of  the  bank  regulatory  system  is  troublesome. 
A  lon.of  list  of  proposals  for  simplification  have  been  made  by  study 
commissions,  legislators,  scholars,  trade  groups,  and  regulators, 
whether  or  not  they  advocated  creation  of  a  single  Federal  banking 
agency.  It  is  hard  to  imagine  bow  the  present  svstem  can  satisfy  either 
those  who  propose,  or  those  who  oppose,  centralized  Federal  regulatory 
power.  Perhaps  the  most  important  argument  to  be  made  against  sub- 
si  antial  change  is  that  the  present  svstem,  inelegant  as  it  is.  does  func- 
tion— reasonably  well  in  the  eves  of  some — and  forthcoming  revisions 
miflrht  not  work  in  the  desired  direction.  This  is  an  eminently  practical, 
and  to  date  powerful,  consideration. 

THE    PURPOSES    OP   REGULATION 

Decisions  on  tho  appropriate  structure  of  Federal  bank  regulation 
presumably  should  <  urn  on  judgements  as  to  how  best  to  assure  that  the 
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operation  of  the  banking-  system  promotes  certain  widely-agreed  upon 
national  objectives.  A  fair  listing  of  generally  accepted  objectives 
would  seem  to  be : 

1.  Financial  stability ;  protection  of  depositors ;  and  assurance,  within  reason, 
of  continued  access  to  banking  services  in  smaller  communities  with  limited  bank- 
ing alternatives.  These  objectives  imply  either  controlling  risks  taken  by  banks, 
transferring  risks  to  the  government,  or  some  combination  of  the  two.  They  fur- 
ther imply  policies  that  limit  (but  do  not  necessarily  eliminate)  bank  failures, 
and  provide  for  expeditious  intervention  to  contain  the  adverse  consequences  of 
such  failures  in  both  national  and  local  financial  markets. 

2.  Availability  to  all  qualified  customers  of  high  quality,  productive  banking 
services  at  competitive  prices;  appropriate  pricing  of  credit  to  reflect  risks;  in- 
novation in  the  provision  of  banking  services ;  and  use  of  efficient  banking  tech- 
nology. All  of  these  objectives  are  generally  best  served  by  permitting  banks  to 
be  run  for  profit,  with  minimal  interference  except  in  the  "antitrust"  area. 

3.  Fairness  to  the  regulated.  This  turns  on  evenhanded,  expeditious  adminis- 
tration of  good  laws  and  avoidance  of  needless  interference  with  private  choice. 

4.  Continued  existence  of  state  banking  systems.  "Dual"  banking  is  an  impor- 
tant American  tradition,  and  seems  likely  to  remain  so. 

5.  Performance  of  the  banking  system  in  a  way  that  assists  in  attainment  of 
national  monetary  and  credit  policy  objectives.  Although  this  could  involve  de- 
tailed regulation,  including  credit  allocation  programs,  it  is  my  view  that  the 
objective  is  better  served  by  assuring  that  the  banking  system  is  strong,  and 
operates  in  a  way  conducive  to  a  prompt  and  broadly-diffused  response  to  general 
monetary  policy. 

The  goals  of  bank  regulation  are  obviously  interrelated,  at  times 
mutually-reinforcing  and  at  times  conflicting.  It  is,  of  course,  the  con- 
flicts that  give  rise  to  the  most  difficult  policy  questions.  This  paper 
concentrates  on  what  seem  to  be  the  two  most  critical  questions: 

1.  whether  Federal  oversight  of  banking  should  continue  to  be  divided,  rather 
than  centralized ;  and 

2.  the  appropriate  role  of  the  Federal  Reserve  System  in  the  bank  regulatory 
structure. 

The  next  several  sections  focus  on  the  issue  of  divided  authority.  The 
appropriate  role  of  the  Federal  Reserve  in  bank  regulation  is  discussed 
on  pp.  168-170. 

Divided  Versus  Centralized  Authority 

Numerous  considerations  are  involved  in  the  debate  over  whether  a 
revision  of  the  system  of  Federal  regulation  should  provide  for  di- 
vided authority  or  a  single  agency.  Chairman  Wille  of  the  FDIC  has 
provided  a  succinct  summary  of  these  considerations.1  As  he  points  out, 
proponents  of  unified  authority  argue  that  it  could : 

1.  Simplify  administration  and  improve  internal  and  external  communication ; 

2.  Eliminate  conflictng  goals,  particularly  if  the  unified  agency  were  separate 
from  the  Federal  Reserve  System  ; 

3.  Achieve  greater  economies  and  efficiency  of  operation  ; 

4.  Eliminate  actual  or  potential  policy  conflicts  among  agencies ; 

5.  Facilitate  handling  of  failing  banks  ; 

6.  Improve  regulation  of  bank  holding  companies  and  their  affiliates  ; 

7.  Reduce  inequities  to  banks  caused  by  differences  in  regulatory  and  examina- 
tion standards,  and  eliminate  problems  raised  for  both  banks  and  the  public  in 
having  to  work  with  and  understand  such  differences  ;  and 

8.  Facilitate  (though  not  ensure)  prompt  adjustment  of  regulation  to  changes 
in  the  banking  environment. 


1  '"Comments  on  Bank  Regulatory  Reform,"  submitted  by  Frank  Wille.  Chairman.  Federal 
Deposit  Insurance  Corporation,  to  the  Subcommittee  on  Financial  Institutions  Super- 
vision, Regulation  and  Insurance,  Committee  on  Banking,  Currency  and  Housing,  House 
of  Representatives,  July  21,  1975. 
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On  the  other  side,  Mr.  Wille  points  out,  unification  of  regulation 
would  entail : 

1.  Considerable  disruption  in  the  orderly  operation  of  the  Federal  bank  regu- 
latory system,  by  replacing  a  system  that  now  works  reasonably  well  with  a 
new  one  that  requires  years  to  establish  on  a  smoothly  functioning  basis ; 

2.  Lack  of  assurance  that  a  unified  agency  would  produce  uniform  and  quality 
performance ; 

3.  Extraordinary  concentration  of  power  in  a  single  unit  of  government,  with 
concomitant  loss  of  flexibility  and  the  pressure  to  adapt  to  change  that  is  exerted 
by  the  availability  of  a  choice  of  supervisory  authorities  ;  and 

4.  Loss  of  diversity  and  opportunity  for  experiment,  at  the  Federal  as  well 
as  the  state  level. 

This  paper  does  not  attempt  to  cover  all  of  the  pros  and  cons  of 
unified  authority  listed  above.  Rather,  it  concentrates  on  the  most  con- 
troversial elements  of  the  debate. 

The  most  vexing  issues  surrounding  Federal  bank  regulation  arise 
out  of  conflicts  between  the  objectives  of  promoting  stability,  on  the 
one  hand,  and  competition  in  banking,  on  the  other.  In  theory,  a  na- 
tional banking  monopoly  might  provide  the  safest,  most  stable  system 
of  all.  Efficiently  operated,  it  would  reap  a  stream  of  profits  sufficient 
to  provide  against  nearly  any  contingency.  With  access  to  the  Federal 
Reserve  discount  window,  and  in  the  absence  of  a  breakdown  of  the 
national  economy,  it  is  unlikely  that  a  well-run  monopoly  bank  would 
ever  need  to  worry  about  the  confidence  of  its  depositors,  and  practi- 
cally no  regulatory  oversight  would  be  needed. 

Reliance  on  monopoly  to  assure  bank  soundness  is  not  acceptable 
because  it  would  (1)  involve  overcharges  for  bank  credit  and  various 
banking  services,  and  underpayment  of  interest  on  deposits,  (2)  tend 
not  to  be  efficiently  operated  because  it  would  lack  the  disciplines  im- 
posed by  competition,  (3)  respond  too  slowly  to  the  changing  needs  of 
bank  customers,  (4)  not  be  sufficiently  innovative,  (5)  leave  no  role  for 
the  states,  and  (6)  concentrate  too  much  economic  power  in  one  place. 

At  the  other  extreme,  totally  free  competition  without  regulation 
would  afford  depositors  no  protection  save  their  own  perspicacity  and 
good  fortune.  Or,  if  deposits  were  insured,  the  government  would  be 
underwriting  risks  it  had  no  power  to  control.  Either  alternative 
would  be  unacceptable  as  a  matter  of  national  economic  policy. 

U.S.  bank  regulation  is  aimed  largely  at  achieving  an  appropriate 
balance  between  soundness  and  competition.2  The  regulatory  system  is 
disl  inctive  for  its  relatively  free  chartering,  its  stringent  control  over 
mergers,  and  its  use  of  deposit  insurance,  all  in  pursuit  of  this  balance. 
The  purpose  of  most  intervention,  nevertheless,  is  to  restrain  the  free- 
dom of  banks,  and  the  controversy  over  whether  Federal  regulation 
should  be  divided  or  centralized  revolves  largely  around  the  question 
of  which  approach  promises  to  provide  the  appropriate  degree  of 
restraint. 

Proponents  of  divided  Federal  authority  assert  that  centralizing 
regulatory  power  would  result  in  too  much  restraint,  or,  put  more 
bluntly,  excessive  government  meddling  in  the  business  of  banking. 
This,  they  argue,  would  unduly  stifle  competition,  adaptation,  and 
innovation.  They  defend  "competition  in  regulation"  because  it  tends 
to  penalize  the  strictest  regulator,  and  thereby  contains  the  power  of 

2  Thorp  are  Important  exceptions.  For  example,  I  would  argue  that  antlbranchlng  stat- 
Dtei  work  against  competition  at  the  expense  of  stability. 
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government  to  interfere  in  the  banking  business.  As  Chairman  Wille 
has  put  it,  he,  along  with  FDIC  Director  Lemaistre.  believes  it  would 
be  a  grave  mistake  to  consolidate  the  existing  powers  of  all  three 
agencies  into  one  "single,  all  powerful  agency  .  .  .  largely  because  we 
believe  it  would  eliminate  any  meaningful  choice  between  the  regu- 
latory options  now  available  to  the  Nation's  insured  banks.  We  be- 
lieve that  over  the  years  the  banking  public  has  benefitted  from  the 
flexibility  in  chartering  and  supervision  which  that  choice  entails  and 
that  it  should  not  be  lightly  discarded."  3 

A  closely  related  argument  is  that  centralized  Federal  regulation 
would  tend  to  destroy  the  dual  banking  system  which  permits  those 
who  seek  new  bank  charters  to  explore  alternative  avenues  of  entry 
and  leave  open  to  all  banks  opportunities  to  operate  under  alternative 
1  todies  of  statute  and  regulation. 

Proponents  of  unified  Federal  authority  contend  that  divided  jur- 
isdiction results  in  unequal  treatment — most  seriously,  uneven  appli- 
cation of  identical  Federal  statutes  to  different  classes  of  banks.  Even 
more  fundamentally,  they  argue,  competition  in  regulation  under- 
mines the  basic  purpose  of  government  intervention,  which  is  indeed 
to  place  limits  on  what  banks  can  do  for  the  sake  of  financial  stability 
and  depositor  protection.  They  usually  object  to  the  assertion  that 
centralized  Federal  regulation  would  destroy  the  dual  banking 
system.4 

Legislative  proposals  for  unified  Federal  authority  were  marie  as 
early  as  rive  years  after  passage  of  the  Federal  Reserve  Act.  A  study 
by  the  Brookings  Institution  in  1937,  and  another  bv  a  Hoover  Com- 
mission task  force  in  1949.  proposed  centralized  Federal  bank  regula- 
tion, but  to  no  effect.  (The  Hoover  Commission  did  not  endorse  the 
task  force  recommendation.)  Since  then  numerous  other  proposals 
have  been  made.5 

The  most  recent  recommendation  by  a  public  study  group  was  a 
proposal  by  the  President's  Commission  on  Financial  Structure  and 
Regulation — the  Hunt  Commission — to  establish  a  new  office  of  Fed- 
eral Administrator  of  State  Banks.  This  office  would  absorb  the  bank 
supervisory  powers  of  both  the  Federal  Reserve  and  the  FDIC.  and 
operate  side-by-side  with  the  Administrator  of  National  Banks 
(Comptroller  of  the  Currency).  The  Commission  recommended  such 
a  consolidation  of  bank  regulation  into  two  Federal  agencies  because 
it  "should  result  in  more  efficient  and  uniform  enforcements  of  such 
statutes  as  the  Bank  Merger  Act  and  the  Truth  in  Lending  Act." 
Consolidation  into  a  single  agency  was  rejected  by  the  Commission. 
however,  "because  of  possible  adverse  effects  on  the  dual  banking  sys- 
tem.*' 6  Administration  of  the  Bank  Holding  Company  Act  would  have 
been  left  with  the  Federal  Reserve,  however. 

3  Statement  of  July  21.  pp.  9-10. 

4  See.  for  example.  J.  L.  Robertson.  "Federal  Regulation  of  Banklncr :  A  Plea  for  Unifica- 
tion. Laic  and  Contemporary  Problems."  Autumn."  1966.  pp.  673-695.  Mr.  Robertson,  for- 
merly Vice  Chairman  of  the  Board  of  Governors  of  the  Federal  Reserve  System,  first  ad- 
vocated a  unified  Federal  bank  regulatory  agency  well  over  a  decade  ago.  For  references  to 
his  other  statements  on  the  matter,  see  footnote  18  below. 

5  For  a  catalogue  of  proposals  for  unification  through  the  mid-1960's.  see  Howard  H. 
Hackley.  "Our  Baffling  Banking  Svstem — Part  II."  Virginia  Law  Review,  June  1966.  pp. 
771-830. 

6  See  The  Report  of  the  President's  Commission  on  Financial  Structure  and  Reoulation 
(Washington,  D.C.,  1971),  pp.  87-95. 
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Experience  of  Recent  Years 

Developments  in  banking  and  bank  regulation  during  recent  years 
shed  useful  light  on  the  issues  involved  in  the  debate  over  how  Federal 
regulation  should  be  structured,  although  they  do  not  necessarily  point 
to  definitive  answers.  The  discussion  that  follows  focusses  on  (a)  the 
controversy  caused  by  a  series  of  rulings  of  Comptroller  of  the  Cur- 
rency James  J.  Saxon  in  the  1960s;  (b)  the  administration  of  divided 
authority  under  the  Bank  Merger  Act;  (c)  the  changing  nature  of 
banking  during  the  past  15  years;  and  (d)  the  influence  of  regulation 
on  the  development  of  the  industry. 

Comptroller's  'rulings. — James  J.  Saxon,  Comptroller  of  the  Cur- 
rency from  1961  to  1966,  vastly  liberalized  the  chartering  policies  of 
his  office  (approving  575  applications  for  new  charters  during  196*2- 
1964)  and  issued  a  series  of  interpretations  of  statutes  governing 
national  banks  that  triggered  several  disputes,  mainly  with  the  Fed- 
eral Reserve  Board.  Much  of  the  controversy  revolved  around  defini- 
tions— of  "loans"  for  purposes  of  applying  limits  on  loans  to  one 
borrower,  of  "borrowing"  for  purposes  of  applying1  limits  on  borrow- 
ing by  banks,  of  "deposits"  for  purposes  of  application  of  reserve 
requirements  and  ceiling  rates  of  interest,  of  "capital"  for  purposes 
of  applying  lending  and  borrowing  limits,  and  of  "general  obligation 
bonds"  of  states  and  municipal  governments  for  purposes  of  deter- 
mining the  range  of  permissible  underwriting  activities  of  national 
banks.  The  Comptroller's  rulings  were  permissive  in  character,  and 
the  objections  raised  to  them  were  generally  that  they  involved  an 
unacceptable  stretching  of  laws,  including  some  that  the  Federal 
Reserve  was  called  upon  to  interpret  and  apply  to  state  member  banks. 
Other  disputes  arose  as  the  Comptroller  liberalized  his  interpretations 
of  statutory  restrictions  on  permissible  activities  of  national  banks.  In 
a  number  of  cases,  these  interpretations  tended  to  place  state- 
chartered  banks  at  a  competitive  disadvantage. 

The  Comptroller's  rulings,  and  the  Federal  Reserve's  opposition  to 
many  of  them,  have  been  thoroughly  documented  elsewhere.7  In  the 
end,  some  of  the  rulings  were  overturned  in  Court,  some  were  thwarted 
by  the  Federal  Reserve's  own  rule- writing  authority  for  all  member 
banks,  and  some  elements  of  the  controversy  were  ironed  out  by  legis- 
lation. The  bulge  in  chartering  of  new  national  banks,  and  the  shift 
of  state  banks  to  national  charters,  diminished,  and  the  concerted 
efforts  of  a  coordinating  committee  of  Federal  agencies  helped  elimi- 
nate public  squabbles. 

Without  question,  several  of  the  Comptroller's  rulings,  coupled  with 
the  Federal  Reserve's  unwillingness  to  adopt  them  for  state  member 
banks,  created  serious  inequalities  in  the  application  of  identical 
statutes  to  different  classes  of  banks.  The  liberal  interpretations  of 
powers  of  national  banks,  and  liberal  chartering  and  branching  policies 
of  the  (  ompt  roller  all  tended  to  shift  the  balance  of  regulatory  power, 
both  among  the  Federal  agencies  and  between  the  Federal  government 
and  the  States. 

This  is.  of  course,  precisely  the  vflvct  that  is  sought  by  proponents 
of  divided  regulation.  Without  necessarily  endorsing  all  of  the  Comp- 

•  See  Howard  H.  Hacklev,  "Our  Baffling  Bank  System — Part  I."  Virginia  Law  Re- 
ri<ir,  May  1966,  pp.  656  632  and  ■!.  L.  Robertson,  op.  oit.,  pp.  *;t<;  686. 
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t roller's  decisions,  or  his  style,  they  point  to  Mr.  Saxon  as  the  one 
Federal  regulator  who  helped  point  the  way  to  a  new  era  in  which 
banking  was  to  undergo  a  profound  and  basically  healthy  transforma- 
tion.8 They  further  argue  that  a  unified  Federal  banking  agency  would 
have  had  the  power  (and  probably  the  inclination)  to  thwart  change 
unnecessarily. 

The  transformation  of  the  banking  industry  will  be  discussed  more 
thoroughly  below.  Others  may  disagree,  but  I  do  not  think  it  is  reason- 
able to  assign  to  the  activities  of  the  Comptroller  per  se  either  much 
of  the  credit  for  the  banking  industry's  progress  or  much  of  the  blame 
for  its  troubles.  The  industry  generated  its  own  transformation,  find- 
ing now  ways  to  overcome  both  its  own  conservatism  and  lack  of 
competitive  vigor  and  to  work  within  the  legal  framework  to  obtain 
maximum  flexibility.  The  fact  of  divided  Federal  regulatory  authority 
may  have,  and  probably  did,  work  to  reduce  the  efficiency  with  which 
the  system  of  regulation  kept  pace  with  changes  in  banking,  but  to  say 
that  is  not  the  same  as  to  say  that  the  activities  of  the  Comptroller 
were  a  crucial  determinant  of  what  was  to  come. 

Administration  of  merger  statutes. — Each  of  the  three  Federal 
agencies  is  required  by  the  Bank  Merger  Act  to  pass  on  proposed 
mergers  of  banks — the'Comptroller  if  the  surviving  institution  would 
be  a  national  bank,  the  Federal  Reserve  if  it  would  be  a  state  member, 
and  the  FDIC  if  it  would  be  an  insured  nonmember.  In  addition,  the 
Bank  Holding  Company  Act  requires  prior  Federal  Reserve  approval 
of  acquisitions  of  banks  by  bank  holding  companies.  The  statutes 
require  that  a  merger  or  acquisition  shall  not  be  approved  if  it  would 
(a)  ''result  in  a  monoply"  or  (b)  "substantially  lessen  competition  or 
tend  to  create  a  monopoly  unless  .  .  .  the  anticompetitive  effects  are 
clearly  outweighed  in  the  public  interest  by  the  probable  effects  of  the 
transaction  in  meeting  the  convenience  and  needs  of  the  community 
to  be  served."  Moreover,  the  responsible  agency  is  required  to  "take 
into  consideration  the  financial  and  managerial  resources  of  the  exist- 
ing and  proposed  institutions  . . ." 

Each  of  the  three  agencies  passes  on  numerous  applications  each 
year,  and  countless  other  potential  mergers  never  reach  the  applica- 
tion sta^e  because  chances  of  approval  are  slim  or  non-existent. 

Administration  of  the  Bank  Merger  Act  and  the  related  portions 
of  the  Bank  Holding  Company  Act  require  considerable  discretionary 
judgement.  Basically  the  statutes  call  for  approval  of  mergers  only 
when,  all  factors  considered,  the  public  interest  will  be  served.  Even 
the  definition  of  competition  in  banking  is  difficult,  and  it  is  obviously 
not  possible  for  administrative  judgement  to  be  applied  as  uniformly 
by  three  independent  agencies  as  it  would  be  if  one  agency  had  sole 
jurisdiction. 

It  is  sometimes  proposed  that  authority  over  bank  mergers  and 
acquisitions  be  centralized,  even  if  other  regulatory  functions  are 
not.  There  are,  however,  reasons  to  be  cautious  about  separating  re- 
sponsibility for  mergers  from  other  oversight  functions.  Some  mergers 
and  acquisitions  require  careful  application  of  "banking  factors'' 

8  See  Carter  H.  Golembe,  "On.r  Marvelous  Rankin?  System."  Virginia  Tmw  Review.  .Tune. 
3  967.  pp.  1091-1114.  for  a  spirited  and  thought-provoking  defense  of  decentralized  Federal 
regulatory  authority. 
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as  well  as  "competitive  factors,''  and  the  agency  with  responsibility 
for  financial  supervision  is  in  the  best  position  to  weigh  these  possibly 
conflicting  considerations.  No  less  importantly,  responsibility  for 
administration  of  the  merger  laws  keeps  regulatory  authorities  keenly 
aware  of  the  significance  attached  to  competition  and  meeting  "the 
convenience  and  needs  of  the  community  to  be  served." 

Evolution  of  the  banking  indust?y. — The  most  serious  problem 
in  Federal  bank  regulation  during  the  past  two  decades,  in  my  opinion, 
has  been  failure  of  the  regulatory  system  to  keep  pace  with  funda- 
mental changes  in  the  banking  industry  and  to  develop,  in  a  timely 
way,  appropriate  standards  for  and  methods  of,  intervention,  includ- 
ing requests  for  additional  statutory  power.  The  problems  of  keeping 
pace  have  arisen  primarily  in  connection  with  changes  in  the  opera- 
tions of  larger  banks,  most  of  which  are  supervised  by  either  the 
Comptroller  of  the  Currency  or  the  Federal  Reserve,  and  with  bank 
holding  companies. 

After  World  War  II,  the  U.S.  commercial  banking  system  was  in 
an  extremely  conservative  financial  position.  Between  the  end  of  1941 
and  the  end  of  1946,  bank  loans  had  increased  less  than  10  billion; 
while  holdings  of  U.S.  Treasury  securities  had  risen  by  $53  billion. 
Loan-deposit  ratios  were  extremely  low,  and  banks  were  overcapi- 
talized relative  to  risk  and  overinvested  in  U.S.  government  securi- 
ties. Banks  were  therefore  in  a  position  to  add  substantially  to  their 
risk  assets — essentially  loans  and  state  and  local  government  securi- 
ties— without  strain. 

Through  the  1950s  deposits  grew  slowly,  and  banks  gradually 
worked  down  the  proportion  of  government  securities  in  their  port- 
folios. By  the  end  of  the  decade  it  was  clear  that  the  banking  system 
would  need  to  generate  new  funds  at  an  increased  rate  if  it  was  to 
maintain  its  central  place  in  the  private  credit  markets.  The  problem 
of  slow  deposit  growth  was  particularly  great  for  larger  banks  which, 
except  where  wide-scale  branching  networks  were  permitted  and  had 
been  developed,  found  their  "core"  or  customer-based  deposits  increas- 
ing verv  slowly  relative  to  demands  for  credit. 

As  time  passed,  the  fading  memory  of  the  Great  Depression  and 
the  ascent  of  a  new  generation  of  managers  unscarred  by  the  trauma 
of  financial  instability  eroded  the  tradition  of  extreme  conservatism 
in  banking.  Increasingly  the  industry  came  to  be  run  by  sophisticated 
principles  attuned  to  profit  maximization  in  a  basically  stable  world, 
rather  than  unbending  rules  of  thumb.  Management  of  risks  gradu- 
ally came  to  be  more  important  than  avoidance  of  them. 

Changes  in  the  conduct  of  banking,  and  in  the  vigor  of  competition, 
were  pervasive,  but  the  most  dramatic  transformations  originated 
with,  and  were  in  numerous  respects  confined  to,  relatively  large 
institutions.  During  the  late  1950s,  the  initial  steps  in  modern  "lia- 
bilil  y-management"  were  taken  as  the  Federal  funds  market  developed 
into  a  useful  mechanism  for  adjusting  reserve  positions  and  moving 
funds  to  the  areas  of  greatest  need.  Competition  for  consumer  time 
deposits  intensified,  and  paved  the  way  to  the  introduction,  in  the 
of  large-denomination  eertifieates  of  deposit  designed  to 
attract  funds  from  an  impersonal  money  market. 
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The  technique  of  liability  management — which  makes  good  eco- 
nomic sense  and  is  no  doubt  here  to  stay — frees  banks  and  the  banking 
system  from  having  to  wait  for  deposits  to  drift  in  and  then  putting 
them  to  use.  Rather,  banks  can  find  opportunities  to  put  money  to 
work  and  then  go  out  and  "buy"  the  funds  if  the  prospective  returns 
justify  the  cost.  Even  in  the  short-run,  the  banking  system  thereby 
determines,  to  a  large  degree,  its  size,  both  absolutely  and  relative  to 
the  credit  markets  as  a  whole. 

As  the  development  of  liability  management  allowed  individual 
banks — again  particularly  the  larger  ones — to  control  their  size  within 
wide  margins,  the  quest  for  new  lending  business  and  expanded  sources 
of  funds  increasingly  dominated  the  attention  of  managements.  The 
essential  institutional  ingredient  of  this  system  was  a  highly-organized 
money  market  that  could  be  tapped  for  funds  as  productive  uses  were 
found.  Although  the  Federal  funds  market  provided  a  useful  way 
to  reallocate  resources  within  the  banking  system,  large  denomina- 
tion,  negotiable  certificates  of  deposit  became  a  primary  marginal 
source  of  interest-sensitive  funds  to  the  industry  as  a  whole.  During 
the  1960s,  however,  the  Federal  Reserve  twice  played  the  role  of 
spoiler  as  it  used  Regulation  Q  interest  rate  ceilings  to  limit  banks' 
ability  to  attract  large-denomination  time  deposits  from  increasingly- 
sophisticated  corporate  treasurers  and  other  managers  of  big  blocs  of 
funds.  In  addition  of  course,  Regulation  Q  ceilings  interfered  with 
the  banking  system's  ability  to  compete  for  smaller  deposits  in  the  last 
half  of  the  1960s  after  Congress  required,  starting  in  1966,  coordina- 
tion of  rate  ceiling  policies  between  the  banking  agencies  and  the  Fed- 
eral Home  Loan  Bank  Board  for  the  sake  of  limiting  deposit  out- 
flows from  savings  and  loan  associations  during  periods  of  tight 
money. 

By"  the  latter  part  of  the  decade,  larger  banks  had  developed  ways 
to  overcome  the  barriers  raised  by  ceiling  rates  in  large-denomination 
deposits.  One-bank  holding  companies,  which  blossomed  during  this 
period,  could  sell  commercial  paper  and  use  the  proceeds  to  take  over 
part  of  the  bank's  loan  portfolio.  Multinational  banks  could  use  over- 
seas branches  to  buy  Eurodollar  deposits,  either  for  remittance  to  the 
home  office  or  to  finance  direct  loans  by  foreign  branches  to  U.S.  cus- 
tomers. The  Federal  Reserve  countered  by  applying  reserve  require- 
ments, both  to  loans  financed  by  holding  company  commercial  paper 
and  to  Eurodollar  financing  of  loans  to  U.S.  customers.  Although 
these  new  reserve  requirements  did  not  entirely  seal  off  any  sources 
of  funds,  they  took  some  of  the  profit  out  of  bypassing  Regulation  Q 
ceilings. 

Despite  the  central  bank's  intermittent  suppression  of  liability  man- 
agement, the  commercial  banking  system  was  able,  during  1966-1970, 
to  supply  34  percent  of  the  total  growth  of  domestic  credit,  not  much 
less  than  the  35  percent  share  it  supplied  during  1961-1965,  and  far 
higher  than  the  22  percent  figure  for  the  last  half  of  the  1950s. 

Substantial  new  gains  were  yet  to  come.  Regulation  Q^  ceilings  on 
short  maturity,  large  denomination  time  deposits  were  eliminated  in 
1970  as  part  of  the^Federal  Reserve's  successful  response  to  the  Penn 
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Central  crisis.9  During  the  ensuing  economic  upswing,  the  Federal 
Reserve  did  not  use  Regulation  Q  ceilings  to  limit  banks'  access  to  large 
denomination  deposits,  but  relied  on  more  general  controls  to  meet 
monetary  policy  objectives,  letting  market  forces  have  a  greater  role 
in  determining  what  share  of  credit  would  flow  through  the  banking 
system.  Such  a  policy  helped  to  reduce  the  artificial  pressures  that 
worked  to  overload  the  commercial  paper  market,  especially  during 
periods  of  monetary  stringency. 

As  the  economy  emerged  from  recession  at  the  end  of  1970,  it  was  not 
anticipated  how  vigorously  both  banks  and  bank  holding  companies 
would  use  their  freedom  to  expand,  nor  how  rapidly  the  monetary 
aggregates  (excluding  large  CDs) ,  which  have  a  major  influence  on  the 
growth  of  the  banking  industry  generally,  would  increase.  Nor  was  it 
known  how  powerful  the  forces  of  inflation  would  become,  and  how 
devastating  would  be  damage  inflicted  on  the  real  estate  industry  by  a 
combination  of  overinvestment  in  income-producing  properties  and 
skyrocketing  interest  rates.  And  certainly  the  wrenching  effects  that 
were  to  flow  from  the  cartclization  of  the  international  market  for  oil 
could  not  reasonably  have  been  predicted.  Thus  neither  the  private 
sector  nor  the  public  sector  appreciated  the  magnitude  of  the  increase 
in  credit  risk  as  the  economy  moved  upward  from  the  cyclical  trough 
of  1970.  As  late  as  the  end  of  1972  and  early  1973,  a  number  of  analysts 
saw,  instead,  a  possibility  of  uninterrupted  prosperity,  lasting  perhaps 
through  the  end  of  the  decade. 

As  inflation  increasingly  took  hold  in  1973,  and  the  Federal  funds 
rate  moved  into  the  double  digit  range  at  midyear,  the  banking  system 
continued  to  expand  vigorously.  A  weakened  securities  industry  offered 
scant  resistance,  and  corporate  bond  issues  dwindled,  to  be  replaced 
by  bank  debt. 

During  1971-1973,  the  commercial  banking  system  supplied  44  per- 
cent of  the  growth  of  total  credit  in  the  U.S.,  up  from  34  percent  dur- 
ing the  preceding  five  years.  Overseas,  established  U.S.  banks  con- 
tinued to  grow  at  a  prodigious  rate,  and  a  number  of  small  regional 
banks  moved  into  the  highly-competitive  international  arena. 

It  should  be  recognized  that  as  they  grew,  banks  did  seek  and  find 
ways  to  improve  their  management  of  risk — for  example,  by  intro- 
ducing variable  interest  rate  loans,  which  provided  protection  of 
earnings  margins  as  the  cost  of  funds  moved  to  successively  higher 
levels. 

But  for  numerous  banks  and  bank  holding  companies,  particularly 
for  larger  ones,  both  perception  of  risk  and  ability  to  manage  it  failed 
to  keep  pace.  Assessment  of  loan  quality  and  other  exposure  to  loss 
did  not  disappear,  but  certainly  it  receded  in  importance  during  the 
prolonged  drive  for  growth.  Participations  in  syndicated  loans  were 
eagerly  sought,  both  at  home  and  abroad.  Real  estate  lending  in 

•  Because  hanks  had  been  denied  access  to  the  negotiable  QD  market  by  Regulation  Q 
ceilings  o urintc  1969  and  early  i!>7(),  tho  unregulated  commercial  paper  market  became  a 
major  go  hot  ween  for  short-term  borrowers  and  managers  of  large  cash  positions.  The 
failure  of  I'enn  Central  induced  a  flight  from  commercial  paper  that  left  many  funda- 
mentally sound  borrowers  in  thai  markel  high-and-dry.  The  elimination,  on  June  24,  1970, 
Of   Regulation  Q  Ceilings  on  short-term   large  denomination  CDs  helped  the  hanking  system 

fin  the  Kap  hy  attracting  funds  moving  out  of  commercial  paper,  and  using  them  to  meet 
the  oeeds  of  displaced  paper  borrowers,  in  1973,  all  ceiling  rates  on  large  CDs  were  re- 
moved as  the  Federal  Reserve  (and  the  PDIC.  which  sets  ceilings  for  Insured  nonmember 

banks)  began  tO  move  In  the  direction  of  encouraging  hanks  to  lengthen  the  maturities  of 
their  interest  sensitive  deposits. 
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income-producing  properties  grew  prodigiously  through  1972,  and 
excessive  loans  and  loan  commitments  to  real  estate  investment  trusts 
planted  the  seeds  of  trouble  that  promises  to  afflict  numerous  banks 
well  into  the  future. 

In  summary,  a  general  loss  of  perspective  on  risks  resulted  in  in- 
adequate pricing  of  them,  encouraging  ill-advised  ventures  and  leav- 
ing numerous  banks  with  inadequate  returns  to  cover  their  exposure 
to  loss.  The  problem  was  compounded  by  the  fact  that  at  far  too 
many  institutions  calculation  of  the  true  marginal  cost  of  funds 
received  insufficient  attention,  so  that  both  exposure  to  risk  and  the 
costs  of  taking  it  were  underestimated.  Growing  diversification 
through  bank  holding  companies  put  further  demands  on  manage- 
ment talents  and  added  new  dimensions  of  risk. 

With  competition,  much  of  it  irrational,  driving  profit  margins 
down  in  both  national  and  international  lending  markets,  bank  and 
bank  holding  company  earnings — the  first  line  of  defense  against  ad- 
versity— declined  relative  to  exposure  to  loss.  Simultaneously,  bank 
capital — the  ultimate  line  of  defense  against  loss — grew  much  less 
rapidly  than  deposits  and  risk  assets  at  most  larger  institutions. 

Looking  back,  one  of  the  remarkable  features  of  the  early  1970s  was 
the  failure  of  markets  for  bank  and  bank  holding  company  stock, 
debt,  commercial  paper,  and  uninsured  deposits  to  contribute  ade- 
quately to  a  rational  restraint  on  growth.  Even  if  one  allows  for  the 
fact  that  economic  forecasters  failed  to  predict  the  serious  economic 
troubles  that  lay  ahead,  it  should  have  been  clear  that  the  swift  growth 
of  banking  imposed  great  strains  on  management  talent  at  the  same 
time  it  was  eroding  the  banking  system's  defenses  against  adversity. 
Private  investors  could  have  played  a  much  more  valuable  role  than 
they  did  in  containing  the  overall  expansion  of  banking  and  channel- 
ing growth  away  from  organizations  least  equipped  to  handle  the 
problems  of  risk  management,  rational  pricing,  and  cost  control. 

Regulatory  restraint. — To  a  substantial  degree,  the  attitudes  of 
private  investors  were  conditioned  by  a  faith  that  the  government — 
through  regulation  of  banks  and  bank  holding  companies  as  well — 
would  provide  ample  protection  from  risk.  That  attitude  simply 
increased  the  burdens  thrust  upon  the  regulatory  system. 

The  key  element  in  U.S.  bank  regulation  is  the  supervisory  mecha- 
nism. The  process  of  bank  supervision  is  detailed  and  intimate.  Every 
insured  bank  is  regularly  examined  by  one  of  the  Federal  agencies. 
Examinations  serve  multiple  functions;  as  the  1974  FDIC  Annual 
Report  puts  it,  "to  determine  [banks']  current  condition,  to  evaluate 
management,  and  to  discover  and  obtain  correction  of  unsafe  or  un- 
sound practices  or  violation  of  laws  and  regulations."  10  After  com- 
pletion of  an  examination  each  bank  is  evaluated  according  to  criteria 
such  as  asset  quality,  management  competence,  and  adequacy  of 
capital. 

To  a  considerable  extent,  examination  procedures  and  standards 
are  uniform  among  the  Federal  agencies,  but  they  are  not  required 
to  be.  and  there  are  at  least  some  significant  differences.  For  example, 
each  agency  has  its  own  way  of  assessing  the  adequacy  of  a  bank's 
capital. 


10  Annual  Report  of  the  Federal  Deposit  Insurance  Corporation,  1974,  p.  10. 
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The  supervisory  apparatus,  including  the  examination  process, 
tended  to  be  overwhelmed  by  rapid  change  and  the  growing  com- 
plexity of  banking  during  the  1960s  and  early  1970s.  One  can,  of 
■course,  point  an  accusing  linger  at  this-or-that  failure  or  serious  set- 
back in  an  attempt  to  pin  the  blame  for  supervisory  shortcomings  on 
=a  particular  agency.  But  those  who  have  attempted  to  detect  sys- 
tematic differences  in  the  results  of  supervisory  efforts  of  the  three 
agencies  have  been  hard-put  to  do  so,  perhaps  because  of  lack  of 
adequate  data.11 

TVe  do  not  know,  with  any  precision,  the  degrees  of  pressure  the 
three  Federal  agencies  were  exerting  in  the  examination  and  follow- 
up  process  to  restrain  expansion,  particularly  of  banks  least  equipped 
to  assume  added  risks.  If  examiners  were  systematically  urging  re- 
straint, which  seems  probable,  they  did  so  with  questionable  effect. 
Although  smaller  banks  often  welcome,  and  are  known  to  benefit  sub- 
stantially from,  the  "management  consulting*'  that  comes  with  an 
examination,  the  impact  of  the  examination  and  follow-up  process  is 
more  questionable  for  larger  institutions. 

Larger  banks  are  typically  complex  business  operations,  not  easy 
for  examiners  to  understand,  given  the  limited  time  they  spend  with 
any  one  institution.  Larger  banks  are,  moreover,  usually  run  by  per- 
sons of  considerable  national  or  regional  stature  who  are  not  likely 
to  find  criticisms  emanating  from  the  bureaucracy  persuasive.  Al- 
though the  regulatory  agencies  can  appeal  directly  to  a  bank's  man- 
agement and  board  of  directors  to  correct  problems  they  detect,  they 
have  little  power  to  enforce  their  views  without  resorting,  or  threaten- 
ing to  resort,  to  cease-and-desist  orders  or  omcer-and-director-removal 
proceedings.  These  legal  tools  are  hopelessly  unsuited  to  the  task  of 
restraining  pervasive  industry  trends.12 

Additionally,  the  supervisory  process  is  cumbersome ;  examinations 
are  relatively  infrequent,  and  follow-ups  must  await  review  processes. 
Much  can  happen  that  is  hard  to  reverse  between  examinations  or 
even  between  an  examination  and  its  follow-up. 

It  seems  appropriate  to  conclude  that  the  bank  supervisory  process, 
with  its  heavy  reliance  on  examinations  and  follow-ups,  did  not  greatly 
affect  the  general  trends  of  banking  during  recent  years,  although  it 
has  without  doubt  detected  and  dealt  successfully  with  serious  indi- 
vidual problems,  and  helped  prod  numerous  weaker  institutions  to 
improve.  (There  have,  of  course,  been  suggestions  for  enhancing  the 
supervisory  process,  and  many  are  now  in  the  implementation  stage. 
They  will  be  discussed  in  the  following  section.) 

Wli;it  was  probably  the  most  imposing  regulatory  restraint  on 
industry  trends  came  from  a  different  source.  During  the  Inst  half 
of  1972,  the  Federal  Reserve  Board  began  to  use  the  Bank  Holding 
Comnanv  Act  to  police  havlc  expansion.  In  a  decision  approving  a 
new  bunk  holding  companv  formed  to  acquire  several  banks,  includ- 
ing a  large  national  bank,  the  Board  stated  : 


u  Spp    for  examnle.  Ludlfo  S.  Wayne,  "Supervisory  Influences  on  Rank  Capital,  Journal 
nance,  Juno.  1072.  pp.  687-651. 

'-'  Proposal!  have  boon  mnilp  improving  the  usefulness  of  those  procedures  and   sre  out- 
lined  In    the  following  soft  ion.   nut  the  Important  thine  to  rooornizo  Is  that  they  Involve 

processes  that  are  s<>  cumbersome  that  they  simply  cannot  bo  need  to  deal  with  problems 
that  arise  In  the  operation  <»r  "average"  banks.  Therefore,  while  the  nsefnlneas  of  there 
sanctions  in  dealing  with  abnormal  problems  should  not  bo  minimised,  they  cannot  be  aped 
t.>  arresl  or  reverse  Industry  trends. 


_?3 
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During  consideration  of  the  .  .  .  application,  Applicant  was  notified  by  the 
Board  of  its  serious  concern  over  what  it  considered  to  be  inadequate  capital 
positions  of  the  proposed  subsidiary  banks  ...  In  response  .  .  .  Applicant  has 
proposed  a  capital  improvement  program  .  .  .  the  significant  increases  that  will 
be  made  in  the  capital  account  of  each  of  the  subsidiary  banks  as  a  result  of 
the  program  .  .  .  and  the  fact  that  Applicant  is  likely  to  have  better  access  to 
capital  markets  than  any  of  the  individual  banks  lend  weight  for  approval 
of  the  application.53 

Subsequently,  the  Board  was  to  weigh  the  capital  adequacy  of 
subsidiary  banks  (along  with  other  considerations  such  as  strains  on 
management  talents)  in  connection  with  a  wide  variety  of  bank  hold- 
ing company  applications — not  just  those  for  approval  of  new  hold- 
ing companies.  The  enormous  flow  of  holding  company  applications 
gave  the  Federal  Reserve  considerable  leverage.  Moreover,  the  Board 
extended  its  influence  by  applying  similar  standards  when  passing  on 
applications  for  foreign  branches  and  subsidiaries. 

The  most  important  and  controversial  aspect  of  Board  policy  is 
the  use  of  the  applications  process  to  enforce  judgements  with  re 
spect  to  subsidiary  banks,  no  matter  which  agency  has  "primary' 
responsibility  for  them.  The  Federal  Reserve  has  at  times  been  severely 
criticized  for  this  display  of  "boarding-house  reach."  Numerous  banks 
were  put  in  the  difficult  position  of  having  to  satisfy  not  only  their 
primary  regulator — the  Comptroller,  the  FDIC,  or  even  a  Federal 
Reserve  Bank — but  the  Federal  Reserve  Board  as  well.  Moreover, 
use  of  the  holding  company  application  process  to  induce  banks  to 
slow  growth,  or  add  to  capital,  is  inherently  clumsy  and  unsuitable 
as  a  long-run  policy  device. 

In  trying  to  learn  from  history  about  the  effects  of  unifying  regu- 
latory authority,  however,  it  seems  useful  to  ask  whether  it  was  good 
or  bad  that  the  Board  superimposed  its  own  judgements  concerning 
the  affairs  of  holding  company  banks  on  those  of  the  primary  super- 
visors. An  intimately  related  question  is  whether  it  was  fortunate  that 
Congress  did  not,  in  1970,  follow  the  Administration's  proposal  to 
divide  authority  for  administration  of  the  Bank  Holding  Company 
Act  among  the  three  Federal  banking  agencies.  A  third  relevant  ques- 
tion is  whether  the  Board's  policies  were  sufficiently  discriminating 
to  push  the  growth  of  banking  into  the  hands  of  institutions  best 
equipped  to  handle  added  risk,  and  away  from  institutions  least 
equipped  to  do  so. 

Judgements  on  these  questions  will  differ.  These  are  mine :  First,  it 
is  fortunate  that  the  Board  used  its  power  to  restrain  the  growth 
of  banks,  with  or  without  the  concurrence  of  the  primary  supervisor. 
The  restraints  would  have  been  more  effective  had  they  come  earlier, 
had  they  been  based  on  powers  less  clumsy  than  denial,  or  threat  of 
denial,  of  applications,  and  had  the  private  market  been  more  discrimi- 
nating in  its  willingness  to  supply  the  infusions  of  capital  required  by 
the  Board.  Second,  such  restraining  policies  would  have  died  aborning 
had  authority  under  the  Bank  Holding  Company  Act  been  divided. 
It  is  extremely  difficult  to  visualize  a  system  of  competitive  regulation 
sustaining  sanctions  that  the  industry  regarded  with  strong  distaste. 
Third,  however,  the  Board's  application  of  restraint  did  not  rest  on  an 
analytical  base  that  provided  for  sufficient  discrimination  between 

13  Federal  Reserve  Bulletin,  September  1972,  pp.  806-807. 
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stronger  and  weaker  institutions,  and  in  that  respect  should  not  pro- 
vide a  model  for  future  regulation.  Indeed,  one  of  the  most  serious 
problems  of  bank  regulation,  no  matter  how  it  is  structured,  is  that 
no  sufficiently  discriminating  analytical  base  is  available. 

Developments  since  late  1973. — It  would  be  misleading  to  convey  an 
impression  that  the  nation  was  taken  to  the  brink  of  financial  collapse 
by  excessive  expansion  of  banking  in  the  early  1970s.  The  U.S.  and 
world  financial  systems  have,  in  fact,  held  up  remarkably  well  under 
enormous  stress  coming  from  many  directions.  The  two  largest  failures 
in  U.S.  history — of  United  States  National  Bank  of  San  Diego  in  1973 
and  of  Franklin  National  Bank  of  New  York  in  1974 — each  demon- 
strated inadequacies  in  the  supervisory  process.  Each  allegedly  in- 
volved fraud.  Each  represented  the  failure  of  supervision  to  deal  ex- 
peditiously with  serious  management  problems  once  they  were  de- 
tected or  became  obvious.  Other  failures  of  smaller  institutions  pre- 
ceded and  followed  the  demise  of  Franklin  National  Bank.  Abroad, 
the  failure  in  1974  of  Bank  Herstatt  in  Germany  from  foreign  ex- 
change losses  not  only  highlighted  the  risks  of  foreign  exchange  specu- 
lation, but  demonstrated  that  the  settlement  mechanism  for  transac- 
tions among  banks  in  the  international  markets  had  serious  flaws  that 
jeopardized  even  non-speculative  transactions. 

The  beginning  of  the  end  of  Franklin  National  Bank  came  in  May 
1974,  with  the  announcement  of  large,  hitherto  unknown,  foreign  ex- 
change losses.  It  marked  a  major  watershed  in  attitudes  of  investors. 
An  already  edgy  market  for  bank  and  bank  holding  company  securi- 
ties (including  commercial  paper),  was  transformed  into  a  truly 
shaken  one.  As  rumors  flew  in  the  late  spring  and  summer  months,  even 
the  market  for  certificates  of  deposit  threatened  to  become  unruly. 
But  as  time  wore  on,  the  threat  of  panic  receded,  to  be  replaced  by  a 
painful  period  of  working  out  past  mistakes.  Serious  loan  losses  have 
plagued,  and  continue  to  plague,  numerous  banks  and  bank  holding 
companies,  making  it  difficult  for  them  to  augment  capital  either  from 
retained  earnings  or  new  securities  flotations.  The  banking  system  is 
apparently  going  to  have  to  settle  for  a  less  dominant  roll  in  financing 
future  economic  expansion. 

Current  state  of  affairs. — At  present  all  of  the  major  parties  that 
have  a  say  in  shaping  the  future  course  of  banking  are  moving,  for 
the  most  part  sensibly  and  constructively,  to  cope  with  the  problems 
that  afflict  the  industry  and  to  erect  defenses  against  recurrences.  The 
attitudes  of  bank  managements — especially  at  larger  institutions, 
where  the  problems  have  been  concentrated,  have  changed  profoundly. 
First,  of  course,  these  managements  have  been  forced  to  deal  with  the 
erosion  of  profitability.  This  entails  "workout"  programs  for  doubtful 
loans  and  improved  pricing,  risk  management,  and  cost  control.  But 
management  reactions  also  reflect  the  fact  that  private  investors  have 
become  more  skeptical,  and  are  themselves  reworking  their  criteria 
for  controlling  exposure  to  risks  and  judging  management  quality  in 
banking. 

On  the  regulatory  front,  each  of  the  Federal  banking  agencies  is  en- 
gaged  in  programs  to  improve  information  systems,  examination  and 
supervision  procedures,  and  strategies  for  dealing  with  problem  sit- 
ua1  ions,  as  illustrated  by  the  following  examples. 
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(a)  The  operation  of  the  Office  of  the  Comptroller  of  the  Currency 
(OCC)  is  being  overhauled,  partly  on  the  basis  of  recommendations 
made  in  a  study  by  the  accounting  firm  of  Haskins  and  Sells  during 
1974-75.  The  study  recommended  that  OCC : 

1.  Inaugurate  a  program  to  monitor  the  operations  of  banks  in  order  to  antici- 
pate circumstances  which  could  adversely  affect  the  soundness  or  liquidity  of 
any  individual  bank  or  the  banking  system  generally. 

2.  Require  national  banks  to  report  selected  financial  data  on  a  more  current 
basis. 

3.  Modify  the  examination  function  to  (a)  place  greater  emphasis  on  analysis 
and  interpretation  of  financial  data  and  less  on  detailed  verification;  (b)  apply 
examination  techniques  on  a  more  selective  basis,  correlated  to  the  likelihood 
of  problems;  and  (c)  place  more  reliance  on  systems  of  internal  control  and 
the  work  of  the  internal  and  external  auditors. 

4.  Establish  and  publish  the  criteria  by  which  OCC  will  assess  the  activities 
of  banks  subject  to  its  jurisdiction,  while  delegating  greater  authority  to  regional 
administrators  in  enforcing  these  criteria. 

5.  Redesign  the  internal  organizational  structure  of  OCC.14 

The  Federal  Keserve  System  has  instituted  a  new  program  of  bank 
holding  company  surveillance  that  involves  detailed  analysis  of  the 
financial  affairs  of  bank  holding  companies,  including  close  monitoring 
of  intercompany  transactions,  with  emphasis  placed  on  larger  organi- 
zations. The  FDIC  continues  to  work  on  a  computer-based  "early  warn- 
ing system*'  whose  development  began  several  years  ago. 

(b)  The  three  agencies  have  joined  in  developing  a  proposed  new 
reporting  system  for  banks.  The  new  system  will  elicit  more  relevant 
and  more  timely  income  and  balance  sheet  data  on  which  to  base  anal- 
ysis both  of  individual  banks  and  of  the  industry,  and  will  presumably 
be  tied  into  the  examination  and  follow-up  process.15 

(c)  The  three  Federal  banking  agencies  have  jointly  requested  leg- 
islation to  bolster  their  statutory  authority  for  dealing  with  problem 
bank  situations.  They  have  requested  civil  penalties  for  violations  of 
statutes  that  now  either  carry  no  penalties  or  that  permit  only  crim- 
inal penalties  that  are  inapplicable  in  many  cases  of  violation.  The 
agencies  have  also  requested  legislation  to  tighten  control  on  insider 
loans,  and  to  permit  removal  proceedings  against  officers  or  directors 
to  commence  not  only  on  the  basis  of  a  showing  of  personal  dishonesty, 
but  on  a  demonstration  of  gross  negligence  as  well.  The  Federal  Re- 
serve Board  has  requested  authority  to  require  divestiture  of  holding 
company  affiliates  that  threaten  the  soundness  of  banks  within  holding 
companies.10  The  proposed  legislation  is  embodied  in  a  bill  (S.  2304) 
introduced  by  Senator  Proxmire. 

The  Securities  and  Exchange  Commission  has  commenced  a  thor- 
ough overhaul  of  disclosure  requirements  for  publicly  held  bank  hold- 
ing companies,  a  move  that  has  been  accompanied  by  a  similar 
reworking  of  disclosure  requirements  for  banks,  which  are  adminis- 
tered directly  by  the  banking  agencies. 

« Haskins  and  Sells  Sturhi  if>7.'f-1975,  Office  of  Comptroller  of  the  Currency.  See  pp.  A-l 
thro'i-rh  A— 9  for  a  complete  summary. 

15  The  proposed  changes  are  described  in  a  Federal  Reserve  Press  Release,  dated  October 
1.  197.-. 

«  For  a  ^escrintion  of  the  joint  recommendation1--  for  dealing  wtih  problem  bank  situations, 
see  letter  from  Chairman  Arthur  F.  Burns  of  the  Federal  Reserve  Board  to  Senator  William 
Proxmire  dated  September  5.  1975.  This  letter  also  discusses  in  general  terms  the  problems 
raised  by  Section  23A  of  the  Federal  Reserve  Act.  which  governs  transactions  between 
holding  comnanies  and  their  affilitaes.  The  Board  plans  to  submti  recommendations  for 
improvement  of  Section  23A  at  a  later  date. 
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All  of  these  moves  on  the  regulatory  front  are  evidences  of  a  con- 
structive reaction  of  the  Federal  regulatory  system  to  the  challenges 
it  faces.  Assessment  of  the  promise  of  these  and  other  moves  for 
better  regulation  will  be  facilitated  when  the  banking  agency  re- 
sponses to  the  August  14th  FIXE  Study  Questionnaire  are  received. 
But  the  plans  for  improvement  outlined  above,  however  welcome  they 
may  be,  do  not  come  to  grips  with  the  argument  for  unified  regula- 
tory authority  or,  alternatively,  the  ways  to  streamline  the  system 
of  divided  regulation. 

The  Perennial  Question  Revisited:  Divided  vs.  Centralized  Authority 

Recognition  that  the  present  Federal  commercial  bank  regulatory 
system  is  needlessly  complex  is  so  widespread,  and  based  on  such 
thorough  documentation,  that  the  question  of  whether  it  should  be 
rationalized  does  not  merit  great  attention.  If  substantial  improve- 
ment is  the  goal,  the  critical  question  is  what  an  overhauled  system 
should  look  like.  As  was  stressed  earlier,  the  most  fundamental  (and 
controversial)  issue  is  whether  a  reworked  system  should  retain 
divided  authority,  albeit  streamlined,  or  unify  responsibility  and  ac- 
countability in  one  agency.  Eminent  students  of  the  problem,  with 
impressive  practical  experience,  continue  to  provide  diverse  answers. 

Recently,  J.  L.  Roberston,  former  Vice  Chairman  of  the  Federal 
Reserve  Board,  whose  career  in  Federal  banking  agencies  spanned 
decades,  has  reiterated  a  proposal  he  first  made  13  years  ago.  It  calls 
for  a  single,  five-member  Federal  Banking  Commission,  which  would 
assume  all  Federal  regulatory  and  supervisory  powers  over  banks  and 
bank  holding  companies  except  those  regulations  (such  as  reserve 
requirements)  intimately  connected  with  the  operation  of  monetary 
policy.17 

On  the  other  hand,  FDIC  Chairman  Wille,  who  had  been  Superin- 
tendent of  Banks  for  the  State  of  New  York  before  he  assumed  his 
present  position,  has  recently  outlined  a  proposal  for  overhaul  of  the 
Federal  agencies  that  would  retain  a  substantial  degree  of  divided 
responsibilities.18 

The  fundamental  difference  between  Governor  Robertson  and  Chair- 
man "Wille  is  the  one  described  earlier  in  this  paper.  Governor  Robert- 
son argues  that  unified  authority  prevents  regulatory  competition 
from  dissipating  the  power  of  Federal  regulation  to  exert  the  neces- 
sary degree  of  control  over  banking:  "Under  a  regulatory  scheme  thai 
permits  banks  to  change  regulators  easily  and  with  impunity  no  agency 
is  going  to  regulate  itself  out  of  the  regulatory  business.  No  agency  is 
going  to  chase  its  constituents  into  the  arms  of  a  more  sympathetic 
regulator.'' 19 

Chairman  Wille's  chief  preoccupation  is  with  concentration  of  ex- 
cessive  power  in  one  agency.  He  argues  that  retention  of  a  degree  of 


57  statement  before  the  Committee  on  Banking,  Housing  and  Urban  Affaire  of  the  United 
States  Senate.  October  81,  197.r>.  See  also  remarks  before  the  Tennessee  Bankers  Association 
In    Memphis,  Tennessee  on    May    It!,   1962;  before  the  Annual  Convention  of  the  National 

Association  of  State  Banks  in  Bretton  Woods.  New  Hampshire  on  September  If),  1902; 
and  before  the  Thirtieth  Annual  Convention  of  the  Independent  Bankers  Association  In 
Minneapolis,  Minnesota  on  April  11.  UHl  1  ;  and  statements  before  the  House  Subcommittee 
on  Bank  Supervision  and  insurance  on  May  <s.  1963  and  April  12,  iib>r>. 

» Address  before  the  Pall  Meeting  Of  the  Association  or  Registered  Bank  Holding  Com- 
panies. November  17,  1975  (FDIC  News  Release  I'K  96-75). 

'"October  31,  1975  Statement,  pp.  4-5. 
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divided  authority  will  prevent  ossification,  so  that  "new  ideas,  sooner 
or  later,  will  have  to  be  considered  by  even  the  most  resistant  regula- 
tory authorities.  Competition  among  bank  regulators,  in  other  words, 
can  be  a  healthy  thing  if  it  leads  to  better  examining  techniques,  better 
administrative  procedures,  improved  financial  services  for  the  public, 
or  a  more  competitive  banking  environment.'' 20 

Dual  Banking. — One  can,  of  course,  conceive  of  a  sj^stem  of  divided 
Federal  regulation  without  state  banks.  There  could  simply  be  two 
national  banking  agencies  with  chartering  powers  and  supervisory 
authority.  However,  the  historical  development  of  Federal  bank  regu- 
lation has  been  intimately  tied  up  with  dual  banking — side-by-side 
operation  of  state  and  national  banking  systems. 

Opponents  of  unified  authority  usually  argue  that  it  would  destroy 
dual  banking.  Proponents  of  unified  authority  generally  deny  the 
charge.  The  argument  in  favor  of  dual  banking  tends  to  be  enmeshed 
in  emotional  and  political  verbiage  that  elevates  it  to  the  status  of 
mysticism.  Carter  H.  Golembe,  a  leading  student  of  the  U.S.  system 
of  bank  regulation  has  offered  a  useful  clarification : 

Stripped  of  .  .  .  excess  verbiage  .  .  .  dual  banking  means  two  things  and  just 
two  things  :  (1)  there  shall  be  alternative  routes  of  entry  into  the  banking  busi- 
ness, and  (2)  there  shall  be  supervisory  and  statutory  alternatives  available  to 
banks,  arising  out  of  a  dual  chartering  system.21 

After  noting  the  advantages  of  having  such  alternatives  available, 
Mr.  Golembe  asserts,  "There  is  not  the  slightest  doubt  that  centraliza- 
tion of  Federal  bank  regulation  would  kill  the  dual  banking  system."  22 
The  reason  he  advances  is  that  the  same  agency  that  would  pass  on 
national  bank  charters  would  also  pass  on  applications  for  Federal 
deposit  insurance.  Since  it  is  impractical  to  start  a  new  bank  without 
insurance,  there  would  be,  in  effect,  only  one  locus  of  chartering  power. 

Not  so,  maintains  Governor  Kobertson : 

It  is  ironic,  in  my  judgement,  that  the  proposed  Federal  Banking  Commission 
has  evoked  apparent  alarm  over  the  viability  of  the  so-called  dual  banking  sys- 
tem. The  regulatory  warfare  of  a  decade  ago  was  a  far  greater  threat.  Not  only 
did  it  drain  the  state  banking  systems  of  banks  and  assets,  but  it  made  the  devel- 
opment of  state  regulatory  systems  a  thankless  and  often  pointless  proposition. 
.  .  .  The  relative  immaturity  of  many  state  regulatory  agencies  to  this  day  can  be 
attributed  in  part  to  uncertainty  over  the  outcome  of  the  Comptroller's  largesse  in 
the  60s.23 

Governor  Robertson  has  further  indicated  that,  to  protect  against  the 
danger  visualized  by  Mr.  Golembe,  the  statute  creating  a  Federal 
Banking  Commission  could  require  that  Federal  deposit  insurance 
be  granted  to  any  bank  chartered  by  a  state  banking  commission^ 

If  such  protection  of  state  chartering  powers  were  provided,  unified 
Federal  regulation  need  not  destroy  dual  banking.  But  unified  regula- 
tion would  probably  work  over  time  to  reduce  the  importance  of 
differences  between  state  and  Federal  banking  laws.  It  seems  likely, 
for  example,  that  a  unified  Federal  banking  agency  would  at  some 
point  find  no  virtue  in  the  fact  that  state  limitations  on  aggregate  loans 
to  cne  borrower  are  in  some  cases  more  liberal  than  the  10  percent  - 
of -capital  limit  imposed  by  the  National  Bank  Act.  If  so,  the  agency 

20  November  17  address,  p.  16. 

21  On.  tit.,  p.  1107. 

22  Ibid.,  pr>.  1109-1110. 

23  Statement  of  October  31,  1975,  p.  6. 
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would  probably  seek  to  impose  a  uniform  limit  on  all  insured  banks. 
Still,  it  is  hard  to  see  why  dual  banking  would  be  eliminated.  The  dual 
system  has  survived  in  the  savings  and  loan  industry  despite  the 
presence  of  only  one  Federal  regulator,  and  state  laws  governing  state- 
chartered  institutions  continue  to  provide  a  vehicle  for  change  and 
adaptation. 

Relation  Between  Regulatory  Structure  and  the  Strategy  of 
Regulation 

The  dual  banking  argument  is  overstressed,  and  diverts  attention 
from  the  crucial  question,  which  is  whether  divided  Federal  authority 
will  produce  the  degree  and  kind  of  restraint  on  banks  and  the  banking 
system  that  best  serves  the  public  interest.  In  looking  for  an  answer  to 
this  question,  two  considerations  that  are  often  ignored  should  be  made 
paramount. 

The  first  is  that  the  present  system  has  failed  in  past  years  to  exercise 
sufficient  restraint  on  numerous  larger  banks  and  bank  holding  com- 
panies only  partly  because  banks  had  options  to  switch  regulators. 
In  addition,  no  agency  felt  as  compelled  as  it  should  have  to  keep 
abreast  of  the  rapid  changes  in  banking  and  to  assess  their  implica- 
tions. Therefore,  no  coherent  basis  was  laid  for  a  regulatory  strategy  to 
with  these  changes. 

There  is  no  guarantee  that  a  unified  regulatory  agency  would  do 
better.  What  seems  to  be  required  is  a  thorough,  periodic  accounting, 
to  the  public  and  to  the  Congress,  on  the  "big  picture'5  of  developments 
ill  blinking,  with  the  focus  on  emerging  problems  and  the  ways  they  are 
being  handled.  Congress,  for  its  part  needs  to  improve  its  own  ap- 
proach to  oversight. 

The  second  paramount  consideration  is  that  the  regulatory 
bureaucracy  is  faced  with  a  nearly  impossible  task  in  dealing  intel- 
ligently with  all  of  the  operations  of  large,  complex  banking  organiza- 
tions. Although  the  supervisory  process  is  reasonably  well  suited  to 
handling  many  types  of  problems,  it  is  not  up  to  holding  back  powerful 
es  for  change  that  move  the  entire  banking  industry,  except 
through  the  use  of  excessively  arbitrary  restrictions.  Creating  a  unified 
regulatory  bureaucracy  will  not  solve  this  problem.  Rather,  it  could 
open  the  way  to  a  very  unsatisfactory  system  of  detailed  controls  that 
stifle  improvement  in  the  delivery  of  banking  services. 

My  own  view  is  that  the  most,  promising  system  of  restraint — at  least 
for  larger  banking  organizations — would  be  one  that  relied  heavily 
ivate  market  forces.  Given  the  right  incentives,  suppliers  of  funds 
to  banking  can  provide  an  alert,  diversified,  and  discriminating  system 
of  restraint.  As  was  noted  above,  the  events  of  recent  years  have  had 
a  sobering  effect  on  investors  in  securities  of  banks  and  bank  holding 
companies,  whose  claims  are  subordinated  to  those  of  depositors. 
Stockholders  generally  have  Pared  poorly  as  bank  stock  prices  have 
declined,  both  absolutely  and  relative  to  stock  market  indexes  in  gen- 
eral. In  some  •  vestors  have  seen  earnings  and  dividends  on  their 
shares  reduced  substantially  by  loan  losses,  inability  of  management 
to  control  costs,  or  a  combination  of  the  two.  Where  banks  have  failed, 
not  onlv  stockholders,  but  holders  of  bunk  holding  company  debt  and 
subordinated  deb!  of  banks  have  cither  lost  their  funds  or  been  put 
in  the  position  of  having  to  wait  for  years  until  they  find  out  what 
they   will  be  able  to  recover  on  their  investment.  As  a  result,  the 
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markets  for  bank  and  bank  holding  company  stock  and  debt  instru- 
ments have  become  highly  selective.  _ 

Uninsured  depositors,  including  purchasers  of  large-denomination 
CDs,  have  become  more  selective.  Although  no  depositors  have  lost 
money  in  recent  bank  failures,  a  marked  increase  in  awareness  that 
they  could  has  led  to  intensified  emphasis  on  gathering  and  using  in- 
formation to  help  avoid  committing  funds  to  risky  institutions.  At 
the  same  time,  greater  reliance  has  been  placed  on  diversification  of 
deposit  holdings  as  a  source  of  protection.  It  is  probably  fair  to  say 
that  no  major  banking  organization  can  escape  the  reality  that  ex- 
panding deposits  rapidly,  or  replacing  lost  funds,  is  not  easy  in  today's 
markets. 

The  more  careful  approach  of  investors  and  uninsured  depositors 
should  be  considered  a  healthy  development,  because  it  shifts  to  the 
impersonal  and  diffused  forces  of  the  private  market  an  important 
share  of  the  regulatory  function.  Assuming  that  the  more  discrimi- 
nating attitudes  of  investors  do  not  fade  away,  market  forces  will 
contain  and  direct  banking  expansion  more  constructively  in  the 
future  than  they  did  in  the  years  leading  up  to  1974. 

If  one  concedes  that  the  increased  importance  of  "market  regula- 
tion" is  a  healthy  development,  the  question  arises  as  to  how  it  can 
best  be  nurtured,  so  as  to  reduce  the  need  for  detailed  bureaucratic  in- 
tervention into  a  highly  complex  business.  Two  considerations  seem 
paramount :  the  first  is  an  improved  flow  of  information  for  private 
investors  and  the  second  is  continued  exposure  of  banking  organiza- 
tions to  market  judgments. 

If  their  influence  is  to  be  rational  and  constructive,  private  investors 
and  analysts  need  improved  information  on  which  to  base  their 
appraisals  of  banking  organizations.  Although  it  is  investors,  and 
those  who  advise  them,  who  are  best  equipped  to  spell  out  in  detail 
their  needs,  the  major  categories  of  improved  information  that  have 
been  called  for  may  be  broadly  classified  as  follows : 

(1)  improved  income  statement  information,  which  most  ana- 
lysts believe  is  more  likely  to  give  early  warnings  of  potential 
problems  than  balance  sheet  data,  traditionally  the  main  focus  of 
regulators ; 

(2)  detailed  reporting  of  daily  average  balance  sheet  figures, 
which  makes  possible  more  accurate  measurement  of  the  costs  of 
funds,  rates  of  return,  portfolio  composition,  and  other  ratios 
used  by  analysts ; 

(3)  standardized  reporting  of  maturities  of  securities 
portfolios ; 

(4)  more  detailed  and  standardized  accounting  for  loans  and 
leases ; 

(5)  relevant  information  on  nonperforming  loans;  and 

(6)  greater  detail  on  loan  loss  experience. 

m  The  Securities  and  Exchange  Commission  and  the  banking  authori- 
ties are  already  embarked  on  programs  to  improve  the  quality  of  infor- 
mation available  to  investors.  So  are  bank  and  bank  holding  company 
managements.  It  might,  however,  be  advisable  to  establish  a  formal 
liaison  between  regulatory  agencies  and  private  investors  and  analysts, 
either  in  the  form  of  a  commission  appointed  to  prepare  a  formal  set 
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r>f  recommendations  concerning  required  reporting  and  disclosure,  or 
#s  an  ongoing  advisory  committee.  Such  a  group  ought  to  include  rep- 
resentatives of  the  banking  industry  and  the  accounting  profession, 
since  banking  organizations  have  a  legitimate  fear  that  certain  types 
of  disclosure  might  lead  to  confusion  or  improper  intrusion  on  the 
private  affairs  of  customers,  and  because  there  are  important  practical 
accounting  problems  to  be  considered  in  determining  what  additional 
information  is  most  useful  and  how  it  can  best  be  presented. 

Assuming  that  continued  progress  is  made  in  improving  disclosure, 
it  is  nonetheless  natural  to  expect  the  wariness  of  private  investors  to 
recede  as  the  general  health  of  the  banking  system  improves.  But  the 
expensive  lessons  of  1974-1975  will  not  soon  be  forgotten,  and  it  seems 
likely  that  purchasers  of  bank  securities  will  continue  to  improve  their 
abilities  to  evaluate  risk,  and  thereby  play  an  important  role  in  deter- 
mining the  pace  of  expansion,  both  of  particular  banks  and  of  the 
banking  system,  in  the  years  to  come. 

On  the  other  hand,  given  the  absence  of  depositor  losses  during  the 
most  difficult  period  for  banks  since  the  Great  Depression,  uninsured 
depositors  might  once  again  become  so  complacent  that  they  will  con- 
tribute very  little  to  the  process  of  private  market  regulation. 

Getting  the  most  out  of  market  disciplines  would  seem  to  require 
keeping  banks — particularly  larger  ones  that  rely  heavily  on  pur- 
chased money — in  a  position  of  having  to  raise  a  meaningful  propor- 
tion of  funds  from  suppliers  who  would  consider  risk  appraisal  a  first 
order  of  business,  even  in  good  times.  This  could  be  done  simply 
through  imposing  stricter  and  more  vigorously-enforced  capital  re- 
quirements, which  would  assure  that  at  least  most  rapidly-growing 
institutions  would  have  to  market  substantial  amounts  of  new 
securities. 

But  raising  new  capital  entails  large  fixed  costs,  and  cumbersome 
registration  procedures  in  the  case  of  public  offerings.  It  cannot,  as 
a  practical  matter,  be  done  on  a  continuous  basis  by  most  banking 
organizations.  In  addition,  the  establishment  and  enforcement  of 
standards  of  capital  adequacy  is  fraught  with  serious  difficulties  that 
pit  regulator  against  regulated  on  a  matter  that  cannot  be  resolved 
by  simple  resort  to  reason.  Although  more  stringent  application  of 
capital  adequacy  standards  may  have  a  place,  better  ways  could  be 
found  to  assure  that  banking  organizations  face  the  necessit  v  lo  raise 
funds  from  investors  capable  of  exerting  external  disciplines  on  a 
more-or-less  continuous  basis. 

One  possibility  is  to  require — or  better  yet.  induce,  through  a  system 
of  penalties  and  rewards  entailing  a  restructuring  of  reserve  require- 
ments or  deposit  insurance  premiums — some  meaningful  portion  of 
managed  liabilities  to  be  raised  through  long-term  deposits.  Buyers 
of  these  deposits  would  have  an  incentive  to  take  a  hard  loolc  at  risks 
of  a  kind  i  hat  might  well  be  ignored  by  short-term  depositors.  Already 
the  Federal  Reserve  has  taken  a  step  in  this  direction  by  lowering 
n  serve  requirements  on  certificates  of  deposit  with  maturities  in  excess 
of  4  years  to  one  percent . 

^\\c\\  a  requirement  (or  strong  inducement)  might  be  integrated, 
at  least  partially,  with  standards  of  capital  adequacy.  For  example, 
regulatory  authorities  could  design  policies  aimed  at  keeping  the  sum 
•of  a  bank's  equity  capital  accounts,  subordinated  debt,  and  long-term 
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uninsured  deposits  equal  to  some  (necessarily  arbitrary)  fraction  of 
total  managed  liabilities,  leaving  the  composition  of  this  total,  within 
limits,  to  the  mutual  determination  of  banks  and  investors. 

Relatively  short  term  [e.g.  6  months-to-3  years)  subordinated  debt, 
which  carries  less  investor  protection  than  deposits,  might  perform 
a  similar  role.  (This  would  require  amending  present  Federal  Reserve 
regulations,  which  classify  such  debt  as  deposits  if  it  has  an  original 
maturity  of  less  than  7  years.)  The  advantage  of  shorter-term  sub- 
ordinated debt  is  that  the  necessity  to  refinance  on  a  relatively  frequent 
basis  would  keep  issuers  more-or-less  continuously  exposed  to  market 
judgments. 

Requiring  that  managed  liabilities  include  a  significant  proportion 
of  either  relatively  long-term  deposits  or  relatively  short-term  sub- 
ordinated debt,  or  some  combination  of  the  two.  could  help  to  resolve 
the  perennial  impasse  regarding  the  appropriate  level  of  equity  capital, 
since  holders  of  these  claims  would  take  capital  adequacy,  as  well  as 
other  factors  bearing  on  risk,  into  account  in  their  buying  decisions. 

Suggestions  such  as  these  are  intended  to  illustrate  ways  in  which 
private  markets  might  play  a  greater  role  in  regulating  the  affairs  of 
banks.  Other  possible  approaches  might  well  be  superior  to  those 
indicated  here.  Any  full-blown  recommendations  would  require  careful 
legal  research  and  meticulous  examination  as  to  workability  b\  a 
body  of  experts.  They  would  also  have  to  embody  concrete  proposals 
for  phasing-in  any  new  arrangements,  so  as  to  permit  an  orderly 
adjustment  to  changes  in  rules.  The  most  appropriate  source  of  defini- 
tive recommendations  would  be  the  regulatory  authorities. 

A  regulatory  strategy  that  keeps  hanks  continuously  exposed  to  the 
careful  judgments  of  private  investors  is  not  likely  to  be  developed  if 
the  regulatory  structure  allows  banking  organizations — or  at  least 
large  ones — to  shop  around  for  the  agency  they  find  easiest  to  live  with. 
Redirection  of  responsibility  for  imposing  restraint  toward  the  pri- 
vate markets  would  be  made  much  more  difficult,  if  not  impossible,  by 
the  confusion  and  watering  down  that  would  arise  out  of  regulatory 
competition.  Moreover,  achievement  of  such  a  system  would  probably 
require  both  a  broad  statutory  charge  to  the  regulators  to  push  more 
of  the  burden  of  restraint  on  private  markets  and  diligent  Congres- 
sional oversight.  Such  oversight  would  be  greatly  complicated  if  reg- 
ulatory authority  were  divided. 

The  regulatory  strategy  being  proposed  here  would  not  eliminate 
the  need  for  bank  examination  and  corrective  followup  where  prob- 
lems were  dis  overed.  Smaller  banks,  not  engaged  m  large-scale  liabil- 
ity-management, would  be  less  exposed  to  market  regulation  than 
larger  ones.  And  at  larger  banks,  certain  fast-moving  operations  (such 
as  securities  trading,  foreign  exchange  operations,  and  intercompany 
transactions  among  banks  and  their  holding  company  affiliates)  would 
still  need  to  be  monitored  closely,  with  corrective  procedures  under- 
taken immediately  when  problems  were  uncovered.  Checks  on  the  ade- 
quacy of  reports,  improved  requirements  for  disclosure,  and  expediti- 
ous resolutions  of  failing-bank  cases  would  still  be  required.  The  pro- 
posal made  here  is  simply  that  a  unified  agency  be  charged,  by  statute. 
with  placing  a  substantial  share  of  the  burden  of  applying  outside 
restraints  on  private  investors. 
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It  cannot  be  assumed  with  certainty  that  private  investors  would 
perform  their  functions  satisfactorily.  Any  Federal  banking  agency 
would  have  to  make  judgments  as  to  the  effectiveness  of  restraint  by 
private  investors,  and  to  have  power  to  arrest  unhealthy  developments 
when  the  market  mechanism  failed  to  do  so.  But  there  is  good  reason 
to  believe  that,  with  an  appropriate  statutory  mandate,  a  unified 
agency  could  succeed  in  achieving  the  diffusion  of  power  so  widely  de- 
sired, by  shifting  much  of  the  burden  of  regulation  to  the  private 
market. 

Although  it  seems  clear  to  me  that  Federal  regulatory  authority  over 
large,  complex  banking  institutions  should  be  unified,  the  case  is  less 
strong  when  it  comes  to  smaller  banks  and  bank  holding  companies.  It 
is  possible  to  conceive  of  compromises  that  would  help  to  overcome  the 
most  important  deficiencies  of  divided  Federal  regulation,  on  the  one 
hand,  and  allay  some  of  the  fears  of  opponents  of  unified  authority, 
on  the  other.  One  possibility  would  be  to  require  that  all  banks  or 
bank  holding  companies  over  a  given  size — say  one-tenth  of  one  per- 
cent of  total  assets  of  all  banks  and  their  holding  company  affiliates, 
(about  $1.5  billion  today)  be  subjected  to  regulation  by  a  single 
Federal  authority,  which  also  would  oversee  and  charter  all  national 
banks  and  their  parent  holding  companies,  regardless  of  size.  Smaller 
state-chartered  banks  and  holding  companies  with  no  national  bank 
subsidiaries  would  be  regulated  by  a  second  agency.  Either  agency 
might  administer  Federal  deposit  insurance.  Under  such  a  system. 
it  would  probably  be  best  to  place  certain  regulatory  powers — for 
example,  the  delineation  of  activities  permissible  for  bank  holding 
companies — in  the  hands  of  the  agency  charged  with  oversight  of 
larger  institutions. 

Such  a  reorganization  would,  of  course,  fail  to  assure  uniform 
application  of  Federal  laws.  It  could,  but  would  not  necessarily,  lay 
the  basis  for  unhealthy  regulatory  warfare,  pitting  the  interests  of 
smaller  banking  organizations  against  those  of  larger  ones. 

The  Role  of  the  Federal  Reserve 

Most  plans  for  unifying  commercial  bank  regulation  would  vest 
responsibility  in  a  board,  rather  than  a  single  individual.  The  reason 
is  that  no  single  person  should  be  given  the  vast  discretionary  power 
that  is  entailed  in  implementing  the  broad  statutory  guidelines  under 
which  bank  regulation  operates. 

At  present,  two  of  the  three  Federal  agencies  that  regulate  com- 
mercial  banks — the  Federal  Deposit  Insurance  Corporation  and  the 
Federal  Reserve — are  governed  by  boards.  The  Office  of  the  Comptrol- 
ler of  the  Currency,  on  the  other  hand,  is  administered  by  an  indi- 
vidual, operating  as  an  arm  of  the  Treasury  Department. 

If  regulatory  authority  were  to  be  unified,  and  placed  in  the  hands 
of  a  board,  the  major  issue  is  whether  it  should  be  assigned  to  the 
Fed  i.ii  Reserve  Board  or  to  a  separate  bank  regulatory  agency. 
Governor  Robertson,  for  example,  has  proposed  a  separate  five-man 
board,  or  commission,  that  would  assume  all  bank  regulatory  responsi- 
bility, including  administration  of  the  Federal  deposit  insurance.  The 
Commission  on  Money  and  Credit,  to  give  a  contrary  example,  pro- 
posed  transferring  all  responsibility  to  the  FederalKeservc  Board. 
^  Feelings  tend  to  run  high  on  the  issue  of  the  proper  place  of  the 
Federal  Reserve  Board  in  any  revamped  regulatory  system,  including 
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even  a  modernized  system  of  divided  regulation.  Certain  regulatory 
activities,  of  course,  such  as  the  setting  of  reserve  requirements  and  the 
discount  rate,  as  well  as  restrictions  on  stock  market  credit,  are  so 
intimately  related  to  monetary  policy  that  no  one  proposes  placing 
them  outside  the  central  bank. 

But  central  banking  is  also  closely  related  to  the  more  general 
aspects  of  regulation  aimed  at  promoting  sound  and  competitive  bank- 
ing. The  environment  created  by  monetary  policy  inevitably  condi- 
tions such  regulatory  decisions,  while  the  influences  of  regulation  on 
the  behavior  of  the  banking  system  just  as  inevitably  condition  mone- 
tary policy  decisions.  This  intimate  relationship  is  cited  by  both  advo- 
cates and  opponents  of  assigning  regulatory  powers  to  the  Federal 
Reserve. 

Advocates  point  out  that  since  the  Federal  Reserve's  monetary 
policies  require  it  to  stay  closely  in  touch  with  developments  in  bank- 
ing, and  with  the  relationship  of  these  developments  to  general  eco- 
nomic conditions,  the  System  gains  useful  insights  that  can  contribute 
to  enlightened  bank  regulation.  This  proposition  is  hard  to  question. 
(It  is  also  sometimes  argued  that  Federal  Reserve  involvement  in 
regulatory  activities  improves  the  formulation  of  monetary  policy, 
an  assertion  that  is  more  open  to  doubt.) 

The  Federal  Reserve  plays  a  crucial  role  in  international  monetary 
affairs.  Not  only  does  this  aspect  of  the  central  bank's  responsibilities 
enable  it  to  place  the  operations  of  multinational  banks  in  the  broad 
perspective  of  world  financial  developments;  it  also  imparts  a  keen 
appreciation  of  the  subtleties  of  international  monetary  relations  that 
a  purely  regulatory  agency,  divorced  from  central  banking,  might 
lack.  The  point  is  important  because  regulation  of  international  bank- 
ing is  an  important  ingredient  of  foreign  policy  in  general. 

On  the  other  side,  it  is  argued  that  the  Federal  Reserve  will  always 
view  itself  (and  be  viewed  by  others)  primarily  in  terms  of  domestic 
and  international  monetary  responsibilities.  Therefore,  it  is  held,  the 
System  is  tempted  to  short-change  its  regulatory  responsibilities  when 
they  conflict  with  domestic  or  international  monetary  objectives.  For 
example,  the  central  bank  might  instruct  or  encourage  its  bank  ex- 
aminers to  look  the  other  way  if  calling  attention  to  banking  dif- 
ficulties would  interfere  with  the  operation  of  expansionary  monetary 
policies. 

The  argument  that  the  Federal  Reserve  would  subvert  the  regula- 
tory process  when  good  regulation  conflicted,  or  appeared  to  conflict, 
with  monetary  policy  objectives  does  not,  so  far  as  I  can  tell,  conform 
with  historical  experience  and  should  not  be  accorded  much  weight. 

A  more  compelling  reason  to  question  the  desirability  of  direct  Fed- 
eral Reserve  involvement  in  bank  regulation  has  been  advanced  by 
Governor  Robertson  and  others.  It  is  that  the  task  of  regulation  is  so 
demanding  that  it  is  unwise  to  ask  the  Federal  Reserve  to  assume  it 
along  with  its  domestic  and  international  monetary  responsibilities. 
The  alternative  is  to  try  to  assure  open  lines  of  communication  be- 
tween the  Federal  Reserve  and  a  single  Federal  bank  regulatory 
agency.  One  possibility  is  to  make  a  member  of  the  Federal  Reserve 
Board  an  ex-ofpclo  member  of  a  unified  Federal  banking  commission. 
Another  is  to  assure  that  the  central  bank  has  access  to  a  continuous 
flow  of  information  from  such  a  commission,  with  an  opportunity  to 
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express  its  views  at  all  times.  A  third  alternative  is  to  implement  the 
"compromise''  move  toward  unified  authority  suggested  earlier,  put- 
ting the  Federal  Reserve  in  charge  only  of  regulating  national  banks 
and  their  holding  companies  and  state  banks  if  they  (or  their  holding 
companies)  exceed  a  certain  size.  This  would  reduce  somewhat  the 
additional  regulatory  burdens  imposed  on  the  System. 

REGULATION    OF    THRIFT    INSTITUTIONS 

Federal  regulation  of  mutual  savings  banks  and  savings  and  loan 
associations  is  divided  between  two  agencies. 

Mutual  savings  banks,  chartered  by  IT  states  (but  not  by  the  Fed- 
eral government)  are  eligible  for  Federal  deposit  insurance.  Two- 
thirds  of  all  mutual  savings  banks,  which  account  for  nearly  nine- 
tenths  of  the  industry's  deposits,  are  FDIC  members.  All  but  one 
nonmember  mutual  savings  bank  are  in  Massachusetts,  which  has  its 
own  insurance  S}Tstem. 

Federally-insured  mutual  savings  banks  are  subject  to  the  same 
kind  of  FDIC  examination  and  supervision  as  state  chartered  com- 
mercial banks  that  are  not  members  of  the  Federal  Reserve.  Their 
mergers  must  receive  prior  FDIC  approval  under  the  same  statute 
that  governs  mergers  of  commercial  banks,  and  the  FDIC  sets  de- 
posit interest  rate  ceilings  for  insured  mutual  savings  banks.24  Thus, 
Federal  regulation  of  this  industry  is  presently  integrated  with  Fed- 
eral commercial  bank  regulation. 

Savings  and  loan  associations  (S&Ls)  operate  in  all  states,  and  are 
chartered  both  by  the  states  and  by  the  Federal  Home  Loan  Bank 
board  (FHLRB).  The  Board  was  created  by  the  Federal  Home  Loan 
Bank  Act  of  1932,  and  given  its  chartering  and  regulatory  powers  by 
the  Home  Owners'  Loan  Act  of  1933.  The  Federal  Savings  and  Loan 
Insurance  Corporation  (FSLIC)  was  established  by  the  National 
Housing  Act  of  1934,  and  is  governed  by  a  board  of  trustees  whose 
membership  is  the  same  as  that  of  theFHLBB. 

About  4.100  S&Ls  belong  to  FSLIC,  roughly  half  of  them  state- 
chartered.  Insured  associations  account  for  97%  percent  of  all  S&L 
deposits  in  the  U.S.  All  insured  institutions  are  subject  to  the  regula- 
tions of  the  FSLIC,  and  are  examined  by  one  of  the  12  District  Fed- 
eral Home  Loan  Banks.  Mergers  of  insured  S&Ls  must  receive  prior 
approval  of  the  FSLIC.  Ceiling  rates  of  interest  on  deposits  of  insured 
S&Ls  are  se1  by  the  FSLIC  under  a  statute  first  enacted  in  1966  (and 
since  renewed  on  several  occasions)  which  requires  coordination  be- 
tween this  agency  and  the  three  Federal  bank  regulatory  agencies. 
Thus,  Federal  regulation  of  S&Ls  is  unified,  unlike  that  of  commercial 
banks,  but  S&L  regulation  is  not  in  general  integrated  with  that  of 
insured  mutual  savings  bank's. 

The  ral  lending  mission  of  the  savings  and  loan  industry  has 

been  to  finance  housing,  through  investment  in  mortgages.  Much  of 
the  activity  of*  the  Federal  Home  Loan  Bank  Board  (and  the  Federal 
Home  Loan  Mortgage  Corporation,  which  it  administers)  implements 
statutory  res]  onsibilities  for  improving  the  operation  of,  and  supple- 
menting the  now  of  funds  to,  the  mortgage  market. 

"<  It   ftlHO   Set*   celling  rntos  of  Interost  on   NOW  accounts  for  mutual  savings  banks  In 
liAMachusetti  that  <lo  not  belong  to  FDIC. 
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In  recent  years,  the  differences  between  thrift  institutions  and  com- 
mercial banks  have  narrowed.  Nonetheless,  aside  from  coordination  of 
ceiling  rates  of  interest  on  S&L  deposits  with  those  on  time  and  savings 
deposits  in  commercial  and  mutual  savings  banks,  the  work  of  the  Fed- 
eral Home  Loan  Bank  Board  has  been  carried  on  in  relative  isolation 
from  that  of  the  banking  agencies. 

However,  as  S&Ls  have  moved  to  enlarge  their  sources  of  funds,  they 
have  helped  narrow  the  distinctions  between  themselves  and  commer- 
cial banks.  The  same  is  true  of  mutual  savings  banks.  Both  kinds  of 
thrift  institutions  now  issue  large  denomination  certificates  of  deposit 
free  from  interest  rate  ceilings,  both  compete  for  corporate  and  govern- 
ment deposits,  and  both  have  begun,  in  some  areas,  to  move  more  ag- 
gressively  into  competition  with  commercial  banks  by  offering  check- 
ing accounts  and  various  funds  transfer  services  that  compete  directly 
with  demand  deposits. 

Some  States  allow  mutual  savings  banks  to  offer  demand  deposits, 
and  both  mutual  savings  banks  and  S&Ls  can.  along  with  commercial 
banks,  offer  XOW  accounts  in  Massachusetts  and  New  Hampshire 
under  Federal  law.  Numerous  proposals  have  been  made  to  give  all 
Federally-chartered  S&Ls  and  mutual  savings  banks  checking  account 
powers,  >70TV  account  powers,  and  broadened  portfolio  powers.  There 
is  little  doubt  that  they  will  participate  in  the  emerging  electronic 
funds  transfer  systems. 

The  wisdom  of  integrating  Federal  regulations  of  S&Ls  with  that 
of  commercial  and  mutual  savings  banks  would  appear  to  be  propor- 
tional to  the  degree  to  which  the  S&L  industry  becomes  less  distinct 
from  commercial  banking  in  the  future,  on  both  the  deposit-gathering 
and  the  lending  side.  Thus  it  depends  heavily  on  which  pending  pro- 
posals to  broaden  the  powers  of  S&Ls  are  enacted  and  how  fast  the 
industry  moves  to  take  advantage  of  such  new  powers.  The  greater  is 
the  narrowing  of  differences  between  S&Ls  and  commercial  banks. 
the  greater  will  be  the  potential  for  regulatory  agency  conflict  and  con- 
fusion under  a  system  that  keeps  regulation  of  S&Ls  separated  from 
that  of  commercial  and  mutual  savings  banks. 

If  the  regulatory  functions  of  the  FHLBB  and  FSLIC  were  to  be 
consolidated  with  those  of  one  or  more  Federal  banking  agencies,  it 
would  seem  appropriate  that  the  other  functions  of  the  FHLBB  and 
related  entities,  including  financial  assistance  to  the  S&L  industry, 
should  be  preserved  outside  the  regulatory  system.  In  that  case 
availability  of  FHLBB  assistance  for  mortgage  lending  should  be  ex- 
tended to  other  depository  institutions  as  well. 

It  is  to  be  expected  that  strenuous  objections  would  be  made  to  a 
proposal  for  integrating  regulation  of  S&Ls  with  that  of  banks.  In 
part,  such  objections  would  be  grounded  in  opposition  to  change  per  se. 
But  many  S&Ls  are  not  particularly  eager  to  move  away  from  spe- 
cialization in  real  estate  lending,  and  would  fear  that  regulation  by  a 
banking  agency  would  not  take  properly  into  account  their  special 
character  and  traditions. 


OPPORTUNITY  AND  RESPONSIBILITY  IN  A  FINANCIAL 

INSTITUTION 

(By  Donald  D.  Hester*) 

This  paper  examines  the  organization  structure  of  regulated  finan- 
cial institutions  in  an  attempt  to  ascertain  how  responsibility  for 
actions  of  the  institution  is  distributed.  It  reports  no  original  empir- 
ical findings  and  contains  no  summary  of  legal  precedents.  Instead 
the  approach  is  to  depict  broadly  the  roles  played  by  important  groups 
of  individuals  who  propel  the  institution  in  order  that  potential  con- 
flicts of  interest  and  sources  of  aberrant  behavior  may  be  better  under- 
stood. The  goal  is  not  to  propose  a  strict  new  moral  code,  but  rather 
to  provide  guidance  for  drafting  legislation  which  may  resolve  con- 
flicts of  interest  and  cause  behavior  to  conform  to  norms  which 
Congress  and  an  informed  public  may  prescribe. 

The  paper  is  written  during  a  period  when  a  number  of  recent  large 
bank  failures  and  bad  investments  have  caused  concern  about  the 
stability  of  the  financial  system.  The  premise  underlying  the  subse- 
quent pages  is  that  these  shortcomings  are  largely  a  result  of  a  failure 
of  both  the  public  and  regulatory  agencies  to  appreciate  the  structure 
of  command  and  the  diverse  interests  of  persons  responsible  for 
guiding  financial  institutions. 

1.  Introduction 

At  the  outset  it  is  useful  to  describe  how  a  limited  liability  corpo- 
ration is  organized.  Once  promoters  of  a  new  venture  manage  to 
obtain  a  charter  and  sell  stock,  an  enterprise  takes  on  a  life  of  its 
own.  By  electing  a  board  of  directors,  stockholders  specifically  dele- 
gate and  convey  authority  to  the  board  so  that  it  may  act  in  ways 
which  will  cause  the  enterprise  to  prosper.  Stockholders  of  course 
typically  have  the  right  to  challenge  the  board  at  periodic  meetings 
either  through  questions  or  proxy  fights  and  may  sue  if  it  appears 
that  directors  are  not  acting  honestly,  competently,  or  in  accordance 
with  the  organization's  charter  and  the  laws  of  the  land.  As  A.  A. 
Berle  has  repeatedly  stressed,  however,  such  challenges  and  suits  are 
inevitably  clumsy  controls  since  stockholders  will  rarely  be  in  pos- 
session of  sufficient  information  to  identify  malfeasance  or  incom- 
petence. The  costs  of  keeping  stockholders  informed  are  sufficiently 
great  that  the  board  effectivelv  has  complete  responsibility  for  guid- 
ing the  corporation  except  when  the  firm  attracts  take-over  bids  or 
misbehaves  so  obviously  that  it  draws  legal  challenges  from  other 
enterprises  or  government.  The  board  has  wide  latitude  to  move,  but 
its  actions  are  limited  by  competition  in  factor  and  product  markets. 
Information  is  imperfect  in  these  markets  and  it  is  this  fact  which 
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permits  directors  to  have  considerable  freedom  of  movement  and  not 
merely  be  automatons.1  One  can  hardly  be  irresponsible  if  his  actions 
are  entirely  dictated  by  outside  forces. 

The  board  of  directors,  Avhile  bearing  full  responsibility,  is  not  om- 
niscient and  typically  its  members  have  other  commercial  activities 
apart  from  supervising  the  firm  in  question.  Therefore,  it  appoints 
officers  to  administer  the  firm  and  monitors  their  activities  at  periodic 
board  meetings.  The  officers  have  no  independent  powers  apart  from 
those  conveyed  by  the  board  from  whence  all  power  in  this  firm  flows. 
If  officers  break  rules  they  can  be  disciplined  by  the  board  and  if  they 
commit  felonies  they  are  subject  to  the  criminal  codes.  However,  if 
they  are  merely  incompetent  or  if  their  actions  are  inconsistent  with 
the  goals  of  the  firm  it  is  the  board  and  not  the  officers  who  are  respon- 
sible. Delegation  of  authority  in  no  way  implies  disposing  of 
responsibility.2 

An  important  elaboration  of  the  traditional  limited  liability  corpor- 
ation occurs  when  the  corporation  acquires  interests  in  other  enter- 
prises which  themselves  are  limited  liability  corporations.  If  such 
subsidiaries  are  wholly  owned  by  the  corporation,  their  boards  of  di- 
rectors are  exactly  like  officers  of  the  parent  company  and  serve  at 
the  pleasure  of  that  company.  However,  unlike  a  division  of  the  par- 
ent corporation,  a  subsidiary  may  be  allowed  to  default  on  its  obliga- 
tions without  endangering  the  capital  and  resources  of  the  parent. 
Subsidiaries  are  thus  like  water-tight  compartments  in  the  hold  of  a 
ship ;  their  limited  liability  serves  to  limit  the  damage  which  is  sus- 
tained by  a  corporation  when  difficulties  or  tax  collectors  are  en- 
countered. Subsidiaries  may  not  operate  so  that  each  maximizes  profits, 
but  presumably  they  operate  so  that  total  returns  of  the  conglomerate 
are  maximized. 

a.  Financial  institutions. — In  contrast  to  the  conventional  limited 
liability  corporation  just  described,  financial  institutions  from  the 
earliest  days  of  this  country  have  been  regarded  as  deserving  addi- 
tional special  consideration  within  the  legal  fabric.  The  Constitution 
of  course  assigns  to  Congress  the  power  to  coin  and  regulate  money. 
Implicitly  its  drafters  recognized  that  the  business  of  creating  money 
and  operating  facilities  for  closing  transactions  within  a  decentralized 
economy  involves  much  power  and  many  potentially  harmful  effects 
in  the  event  of  its  failure.  In  fulfilling  its  responsibilities  Congress 
has  introduced  many  safeguards  to  protect  the  public  interest,  above 
and  beyond  those  legal  recourses  which  the  Courts  offer  to  any  person 
dealing  with  a  corporation.  These  safeguards  have  been  of  two  types: 
(1)  deterrent  and  (2)  confiscatory. 

Examples  of  deterrent  safeguards  are  (a)  minimum  capital  require- 
ments for  organizing  a  bank,  (b)  required  evidence  that  bank  direc- 
tors and  officers  are  of  good  character,  (c)  bans  on  "excessive'' 
concentration  of  bank  offices,  (d)  required  bonding  of  employees  and 


1  Indeed  the  amount  of  freedom  Is  potentially  so  creat  that  Congress  lias  fo-ind  It  desirable 
to  create  a  large  number  of  regulatory  agencies,  inch  an  the  S.B.C.,  the  F.D.A.,  and  the 

ICC.  In  order  to  protect  tlie  unwittlncr  public  from  socially  harmful  behavior.  There  Is. 
of  course,  currentlv  a  great  debate  about  whether  even  these  safeguards  are  adequate 
or  whether  these  agencies  are  Independent  of  the  Industries  which  they  regulate  In  prin- 
ciple. No  new  agencies  are  proposed  In  the  following  paces. 

2  Principal  officers  of  a  firm  may  also  be  members  of  the  board.  Tn  this  dual  role  they  are. 
first  responsible  for  the  activities  of  the  firm  as  directors  and  sccnruhirilu  administrators, 
agents  of  the  board. 
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examinations  of  banks,  (e)  deposit  insurance,  and  (f)  restrictions  on 
the  amounts  and  types  of  investments  an  institution  may  make.  Less 
widely  appreciated  but  perhaps  no  less  important  are  confiscatory  safe- 
guards which  Congress  has  imposed  to  appropriate  some  of  the 
enormous  potential  profits  which  exist  because  competition  among  fi- 
nancial institutions  is  limited.  For  example,  in  order  to  obtain  a  char- 
ter 19th  century  state  bank  organizers  were  often  required  to 
underwrite  or  buy  canal,  bridge,  highway,  and  other  state  authorized 
bonds.  Similarly  the  Nationaf  Banking  Acts  of  1863-64  required  na- 
tional banks  to  hold  debt  of  the  United  States  in  proportion  to  their 
note  issue  and  taxed  note  issues  of  state  banks  in  order  to  coerce  them 
to  buy  Federal  debt.  In  the  present  day,  a  credible  interpretation  for 
why  required  reserves  at  Federal  Reserve  banks  bear  no  interest  is 
that  through  this  arrangement  banks  are  forced  to  share  some  of  their 
power  and  profits  with  the  government  (and  hence  the  public). 

It  is  useful  to  examine  briefly  why  banks  and  other  financial  institu- 
tions merit  this  special  attention.  Relative  to  other  corporations 
financial  firms  are  distinctive  in  the  following  respects : 

1.  They  engage  in  large  numbers  of  confidential  transactions  with 
many  different  individuals:  the  multiplicity,  complexity,  diversity, 
and  secrecy  of  these  transactions  are  such  that  a  bank's  soundness  can- 
not be  accurately  judged  by  its  clients  or  even  perhaps  by  its  directors. 
A  bank  failure  can  have  catastrophic  consequences  for  innocent  indi- 
viduals in  a  community. 

2.  Financial  information  about  individuals  is  exceptionally  valuable 
and  together  with  unfair  contracts  can  be  used  to  harm  individuals 
unless  adequate  disclosure  and  oversight  exist.  The  costs  of  defending 
oneself  against  usurious  loan  terms  and  the  misuse  of  confidential  in- 
formation are  very  high  for  most  individuals ;  paternalistic  interven- 
tion seems  very  desirable  in  this  instance. 

3.  Most  financial  contracts  differ  from  other  contacts  in  that  they 
include  "tie-in"  clauses  which  protect  the  lender;  tie-in  sales  are 
ordinarily  illegal  under  anti-trust  laws. 

4.  The  services  offered  by  banks  and  certain  thrift  institutions  are 
very  similar  to  the  services  afforded  by  money  created  by  the  Congress 
under  the  Constiution.  Indeed  many  "monetarist"  economists  can  find 
no  meaningful  differences  between  currency  and  demand  deposits  (and 
often  time  and  savings  deposits  as  well)  since  they  feel  such  quantities 
can  be  meaningfully  aggregated.  If  the  drafters  of  the  Constitution 
wished  to  control  and  regulate  currency,  then  presumably  they  would 
also  have  wished  demand  deposits  and  their  issuing  enterprises  to  be 
regulated  by  Congress. 

5.  The  technical  expertise  of  financial  institutions  makes  them  very 
convenient  agents  for  the  distribution,  servicing,  and  retiring  of  Fed- 
eral debt.  This  agency  relationship  requires  the  existence  of  a  number 
of  protective  covenants. 

6.  Congress  has  attempted  to  redirect  flows  of  credit  in  the  economy 
from  time  to  time  by  specifying  terms  and  conditions  under  which 
financial  institutions  may  undertake  transactions  and  has  provided 
credit  facilities  and  other  arrangements  which  effectively  are  available 
only  to  selected  financial  firms  and  not  to  other  corporations. 

7.  Finally,  and  by  no  means  least,  as  a  result  of  legislation  and 
regulations  associated  with  the  aforementioned  distinctive  features, 
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financial  institutions  have  acquired  an  aura  of  respectability  and 
safety.  Through  the  FDIC,  the  Federal  Reserve,  the  FSLIC  and  other 
agencies,  financial  corporations  can  often  trade  on  the  good  name  and 
credit  of  the  United  States  government.  The  Congress  has  a  special 
responsibility  to  insure  that  this  boon  is  not  used  to  redistribute  wealth 
and  power  in  the  economy  in  ways  which  lawmakers  did  not  intend. 

Because  Congress  does  distinguish  financial  institutions  from  other 
business  enterprises,  legislation  has  emerged  which  (1)  provides  them 
with  certain  rights  and  privileges,  (2)  restricts  their  set  of  allowable 
activities,  (3)  imparts  rigid  and  discretionary  regulatory  powers  to 
government  agencies  that  supervise  financial  institutions,  and  (4) 
requires  that  specified  services  be  provided  and  actions  be  taken  by 
them.  These  stipulations  of  course  appear  in  the  National  Bank  Act,  the 
Federal  Reserve  Act,  the  Glass-Steagle  Act,  the  Federal  Deposit  Insur- 
ance Act,  the  National  Housing  Act,  the  Federal  Home  Loan  Bank  Act, 
the  Bank  Holding  Company  Acts,  etc.  These  stipulations  exist  in  order 
to  change  the  situation  of  financial  institutions  so  that  they  will  func- 
tion as  Congress  thinks  proper  and  differently  from  what  directors  of 
financial  institutions  thought  proper.  In  subsequent  sections  of  this 
paper,  it  is  suggested  that  these  laws  do  not  sufficiently  guide  behavior 
of  financial  institutions.  Directors  of  financial  institutions  of  course 
have  an  obligation  to  observe  the  laws  of  the  land;  this  paper  is  not 
concerned  with  the  detection  and  elimination  of  illegal  activities.  How- 
ever, laws  are  inherently  inflexible  and  it  requires  no  great  wisdom  to 
observe  that  it  is  often  possible  to  achieve  results  that  are  not  desired  by 
law  makers  through  ingenious  machinations  that  do  not  violate  the 
letter  of  the  law. 

Informed  directors  surely  understand  the  intent  of  the  laws  and  they 
may  well  allow  their  actions  to  be  partly  guided  by  what  they  perceive 
to  be  the  wishes  of  Congress  and  the  public.  This  informal  compliance 
may  or  may  not  constitute  irresponsible  behavior  as  judged  by  the 
criterion  of  maximizing  the  expected  returns  to  stockholders.  If  corpo- 
ral ions  flout  the  conspicuous  wishes  of  the  public,  they  will  surely  incur 
Congressional  displeasure  and  the  strong  likelihood  of  additional  re- 
strictive legislation  which  could  impair  the  value  of  common  stock.  On 
the  other  hand,  unnecessary  compliance  surely  sacrifices  potential 
profits  as  critics  of  the  trend  towards  public  interest  ventures  by  corpo- 
rations have  repeatedly  stressed.  The  inelegant  conclusion  seems  to  be 
that  corporations  will  comply  with  the  wishes  of  the  public  only  to  the 
extent  that  society  establishes  standards  of  integrity  and  fair  play  and 
then  relentlessly  points  out  deviations  from  these  standards.  Congress 
may  outlaw  certain  specific  types  of  bad  behavior,  but  surely  human 
ingenuity  and  technological  advance  prevent  any  effective  prescription 
"  behavior. 

Perhaps  two  other  conclusions  flow  from  this  introduction.  First, 
because  of  the  vast  amounts  of  confidential  information  which 
nal  urally  accumulates  in  financial  insi  if  ut  ions  and  of  the  secrecy  which 
attends  successful  operations  in  capita]  markets,  the  public  is  espe- 
cially vulnerable  to  irresponsible  and  unfair  behavior  in  this  sector. 
Second,  as  a  consequence  Coi  etermined  that  financial  insti- 

tutions require  considerably  more  governmental  guidance  than  other 
corporations  and.  therefore,  they  are  distinctive  in  being  unusually 
subject  to  arbitrary  non-markei  forces. 


b.  Summary  of  legislative  proposals.— The  following  proposals  are 
explained  more  fully  and  briefly  justified  in  the  following  pages: 

(i)  Because  of  the  quasi-public  nature  of  insured  financial  institu- 
tions, complete  minutes  of  board  meetings  should  be  available  for  in- 
spection by  shareholders  with  a  lag  of  no  more  than  one  year.  These 
minutes  should  be  available  to  bank  examiners  at  all  times.  In  the 
event  a  bank  is  held  by  a  holding  company,  stockholders  of  the  holding 
companv  should  have  the  right  to  examine  minutes  of  bank  board 


meetings 


(ii)  Directors  of  banks  and,  if  different,  bank  holding  companies 
should  be  required  to  disclose  all  of  their  other  directorships  and 
business  affiliations  in  the  annual  report  of  the  bank  or  bank  holding 
company;  such  information  should  be  freely  available  to  all  sharehold- 
ers at  the  principal  office  of  the  bank. 

(iii)  A  detailed  statement  of  all  substantive  informal  or  formal 
business  transactions  between  a  financial  institution  and  other  com- 
panies where  its  directors  hold  directorships  or  function  as  officers 
should  appear  in  the  institution's  annual  report:  such  information 
should  be  freely  available  to  all  shareholders  at  the  principal  office  of 
the  bank. 

(iv)  In  the  event  of  a  financial  institution's  being  declared  insolvent, 
the  governmental  agency  that  insures  the  institution  should  have  first 
claim  on  all  assets  of  other  firms  owned  by  the  institution's  holding 
company  up  to  the  amount  of  the  aa'enc^y's  losses. 

(v)  A  mutual  institution  should  be  required  to  mail  an  annual  report 
to  its  members  and  to  maintain  quarterly  reports  at  its  principal  office 
which  shall  be  available  for  inspection  by  the  public.  The  annual 
report  should  disclose  financial  interests  of  the  directors  of  the  institu- 
tion and  transactions  which  the  institution  may  have  made  which  in- 
volve firms  with  which  directors  are  affiliated. 

(vi)  The  mutual  institution's  annual  report  should  include  a  de- 
tailed statement  of  the  goals  of  the  institution,  especially  as  regards 
its  lending  policies  to  members  and,  in  the  case  of  real  estate  loans, 
the  extent  to  which  they  are  secured  by  commercial  and  residential 
properties  in  the  immediate  vicinity  of  the  institution's  principal 
offices. 

(vii)  The  mutual  institution's  annual  report  should  explain  any  in- 
crease in  its  net  worth  above  levels  which  are  viewed  as  adequate  by 
governmental  insuring  agencies.  In  the  event  of  a  proposed  reorganiza- 
tion or  conversion,  the  institution's  members  must  be  provided  with 
information  which  compares  the  institution's  ratio  of  net  worth  to 
total  assets  with  corresponding  local  and  national  ratios. 

(yiii)  Any  significant  minority  of  the  membership  of  a  mutual 
institution  should  have  the  right  to  petition  a  government  regulatorv 
agency  for  an  independent  audit  if  they  have  doubts  about  the  veracitv 
of  information  appearing  either  in  the  annual  report  or  in  anv  con- 
version proposal.  Membership  mailing  lists  should  be  available  for 
circulating  such  petitions  and  the  mailing  costs  must  be  borne  by  the 
institution. 

m  (ix)  Government  agencies  regulating  and  insuring  financial  institu- 
tions should  be  required  to  disclose  fully  all  information  appearing  on 
the  present  detailed  call  report  ffcrms,  including  footnotes,  qualifica- 
tions and  addenda.  Detailed  call  reports  should  be  collected  at  least 
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four  times  each  year  from  all  insured  financial  institutions.  At  least 
two  of  these  reports  should  be  surprise  calls  in  order  to  avoid  distor- 
tions associated  with  window  dressing. 

(x)  Government  agencies  should  be  required  to  introduce  a  clear 
and  detailed  accounting  framework  which  will  permit  stockholders 
and  creditors  of  financial  institutions  to  estimate  accurately  the  actual 
net  worth  of  an  institution.  Securities  should  be  shown  at  current 
market  values  and  uncollectible  loans  should  be  written  off.  Alloca- 
tions to  bad  debt  reserves  should  be  clearly  displayed. 

(xi)  Summaries  of  bank  examination  reports  should  be  viewed  as 
public  documents  and  under  the  Freedom  of  Information  Act  should 
be  available  to  the  public  for  inspection  at  the  principal  office  of  a 
financial  institution. 

(xii)  Regulatory  agencies  should  be  required  to  announce  and  widely 
publicize  target  minimal  capital/liability  ratios  for  different  financial 
institutions  and  should  require  that  any  deficiencies  from  these  minima 
be  expeditiously  eliminated.  Regulatory  agencies  should  discontinue 
the  practice  of  allowing  financial  institutions  to  count  subordinated 
debentures  as  capital  for  the  purpose  of  satisfying  this  requirement. 
Liabilities  are  here  denned  as  total  assets  minus  capital. 

(xiii)  Regulatory  agencies  should  be  required  to  impose  penalty 
ceilings  on  interest  rates  paid  by  a  bank  on  its  liabilities,  if  its 
average  ratio  of  capital  to  liabilities  falls  appreciably  below  the  an- 
nounced target  ratios  on  two  consecutive  calls. 

(xiv)  Regulatory  agencies  should  be  empowered  to  require  that 
stock  chartered  financial  institutions  which  are  persistently  delinquent 
in  reaching  target  ratios  of  capital  to  liabilities  should  publicly  auction 
additional  common  shares  with  full  voting  rights  in  order  to  replenish 
their  capital  accounts. 

(xv)  In  the  event  of  a  bank  owned  by  a  bank  holding  company 
which  is  persistently  delinquent  in  reaching  the  target  ratio  of  capital 
to  liabilities,  the  Federal  Reserve  should  be  empowered  to  require  that 
subsidiary  corporations  owned  by  the  holding  company  be  sold  a»t 
public  auction  in  order  to  replenish  the  bank's  capital  accounts. 

(xvi)  The  Office  of  the  Comptroller  of  the  Currency  should  be  d™ 
banded  and  all  its  powers  transferred  to  the  Federal  Reserve. 

2.  On  the  Role  of  Directors 

Since  directors  of  financial  institutions  are  elected  by  stockholders 
to  determine  policies  and  select  officers,  they  are  responsible  for  thn 
fate  of  the  firm.  In  this  section,  the  nature  of  their  responsibility 
to  different  interests  is  explored  and  proposals  are  made  which  should 
serve  to  make  them  more  accountable. 

Directors  typically  include  two  or  throe  officers  of  the  institution, 
a  representative  of  the  institution's  law  firm,  individuals  affiliated 
with  other  local  financial  institutions,  individuals  affiliated  with  firms 
who  work  in  fields  closely  related  to  those  of  the  financial  institution, 
and  other  individuals  who  may  contribute  special  skills.  Directors 
have  obligations  to  many  groups,  but  perhaps  their  greatest  duty 
should  be  to  keep  each  other  in  formed  about  the  activities  of  the 
instil n' ion  since  they  are  collectively  responsible  for  its  welfare.  This 
implies  not  only  that  directors  should  attend  board  meetings,  but 
that  they  should  keep  informed  about  the  activities  and  powers  of 
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■officers  in  the  institution.  This  implies  that  complete  minutes  of  all 
board  meetings  should  be  available,  At  any  time  directors  should 
also  have  an  organizational  chart  which  indicates  what  officers  are 
responsible  for  major  activities  of  the  institution.  Changes  in  this 
chart  should  be  indicated  in  the  minutes. 

Moreover,  it  is  very  important  that  minutes  of  board  meetings  be 
available  for  inspection  by  bank  examiners  and,  after  a  suitable  lag 
of,  say,  one  year,  by  stockholders  (or  members  in  the  case  of  mutual 
institutions).  The  justification  for  such  unusually  severe  disclosure 
requirements  is  that  financial  institutions  such  as  commercial  banks, 
savings  and  loan  associations,  mutual  savings  banks,  and  credit  unions 
are  really  regulated  quasi-public  institutions.  They  are  certified  by 
bank  examiners,  protected  by  deposit  insurance,  and  insulated  from 
certain  forms  of  competition.  Since  they  cannot  be  completely  tested 
in  the  market  place,  stockholders  and  the  public  require  more  infor- 
mation in  order  to  allocate  capital  efficiently.  Full  disclosure  naturally 
imposes  discipline  on  boards  of  directors. 

A  recent  study  of  interlocking  directorates  among  the  250  largest 
American  corporations  [Dooley,  1969]  has  reported  that  commercial 
banks  have  the  largest  average  number  of  director  interlocks  out  of 
six  major  industrial  groups  considered.  Banks  had  an  average  of  16.1 
interlocks  with  the  other  corporations;  life  insurance  companies  had 
13.6  interlocks  and  two  hundred  nonfinancial  firms  had  an  average 
of  8.6  interlocks.  Dooley  suggests  three  reasons  for  the  large  number 
of  bank  interlocks : 

1.  "By  electing  a  banker  to  the  board  of  directors,  a  company  may 
expect  to  have  more  ready  access  to  bank  funds,  while  the  banker  can 
watch  over  the  risk  of  lending  to  a  distressed  borrower. 

2.  "Second,  banks  apparently  find  it  advantageous  to  become  as- 
sociated with  large  companies  .  .  .  This  may  attract  large  deposits  as 
well  as  secure  a  reliable  customer  for  bank  loans. 

3.  "Third,  these  financial  interlocks  also  arise  from  the  trust  opera- 
tions of  banks  (pp.  317-18)." 

These  reasons  strongly  suggest  that  a  person  serving  as  a  director 
for  two  different  firms  has  a  conflict  of  interest  when  these  firms  trans- 
act business.  Stockholders,  firms  with  deposits  too  large  to  be  fully 
insured,  and  bank  examiners  should  have  a  clear  understanding  of  the 
size  and  frequency  of  such  transactions.  Toward  this  end,  I  propose 
that  a  financial  institution  be  required  to  disclose  in  its  annual  report 
all  directorships  and  other  affiliations  held  by  its  directors  and,  if  dif- 
ferent, by  directors  of  its  holding  company  parent.  In  addition  such 
information  should  be  freely  available  to  all  interested  parties  at  the 
institution's  head  office.  Further,  the  minutes  of  directors  meetings 
should  include  a  summary  of  substantive  transactions  between  a  bank 
and  companies  where  its  directors  hold  directorships  or  function  as 
officers. 

A  somewhat  more  subtle  potential  conflict  of  interest  involves 
transactions  between  a  bank  and  its  holding  company  affiliates  or 
simplv  decisions  by  a  holding  company  to  expand  its  lines  of  activity. 
The  Federal  Reserve  Board  seems  to*  have  taken  a  very  flexible  ap- 
proach towards  proposals  by  bank  holding  companies  to  enter  new 
lines  of  activity  and  apparently  examiners  do  not  study  linkages 
between  banks  and  their  holding  company  affiliates  with  special 
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interest — at  least  that  is  the  impression  one  gathers  from  the  REIT 
debacles.  Initially  the  Board  approved  (or  at  least  did  not  challenge) 
a  great  variety  of  activities  proposed  by  bank  holding  companies. 
However,  by  1974  the  Board  frequently  rejected  proposals  and  in  at 
least  one  case,  that  involving  the  Franklin  National  Bank,  a  rejec- 
tion precipitated  events  leading  to  the  closing  of  a  bank. 

It  is  instructive  to  examine  this  incident  briefly.  The  bank  undeni- 
ably was  in  a  very  unsound  condition  at  the  start  of  1974  and  one  must 
wonder  how  the  Controller  of  the  Currency  could  have  unwittingly 
allowed  this  condition  to  develop.  Nevertheless,  apparently  the  di- 
rectors of  that  late  bank  determined  that  the  holding  company's  earn- 
ings would  be  augmented  if  a  merger  with  a  large  factoring  eompam 
(Talcott)  could  be  arranged.  The  Reserve  Board  refused  to  approve 
the  proposed  merger  on  the  grounds  that  1)  the  capital  position  of  the 
bank  was  weak  and  2)  that  management  would  be  spread  too  thin  in 
the  enlarged  holding  company.  The  Reserve  Board's  refusal  seemed 
to  reflect  a  concern  about  the  viability  of  the  bank  itself  and  only 
indirectly  a  concern  with  the  survival  of  the  holding  company.  It  is 
at  least  conceivable  that  the  proposed  acquisition  would  have  im- 
proved chances  for  survival  of  the  holding  company,  although  it 
almost  surely  represented  an  increase  in  risk  exposure  for  the 
FDIC  and  other  bank  regulatory  agencies.3 

This  conflict  between  what  is  in  the  interest  of  stockholders  and 
what  is  in  the  interest  of  a  financial  institution  is  a  disturbing  feature 
that  is  unique  to  the  holding  company  form  of  organization.  If  direc- 
tors reflect  the  interests  of  shareholders  they  may  wish  to  ignore  the 
best  interests  of  the  bank.  A  similar  dilemma  has  been  identified  by 
Daughen  and  Binzen  in  their  illuminating  study,  The  Wreck  of  the 
Penn  Central. 

The  problem  posed  by  the  Franklin  National  and  Penn  Central 
cases  for  regulatory  agencies  is  to  prevent  the  directors  from  selling 
off  or  running  down  (either  with  intent  to  defraud  or  simply  from 
extreme  financial  pressure)  valuable  assets  of  the  bank  or  railroad  and 
then  allowing  a  government  agency  to  become  remainderman  for  the 
scraps.  A  milder  form  of  the  same  problem  occurs  when  banks  trans- 
act with  other  subsidiaries  of  their  own  one-bank  holding  company 
in  a  manner  which  is  more  profitable  to  the  subsidiary  than  to  the 
bank.  Through  such  transactions  the  net  worth  of  a  financial  institu- 
tion is  effectively  siphoned  off  to  the  subsidiary;  the  institution 
is  weakened  and  the  probable  loss  to  a  governmental  insuring  agency 
rises.4  The  adequacy  of  a  financial  institution's  capital  or  net  worth 
is  considered  below. 

In  order  to  protect  a  financial  institution's  not  worth.  I  propose  that 
the  baulc  holding  company  act  be  modified  so  that  in  the  event  of  a 
financial    institution's    being   declared    insolvent,   the    governmental 


3  Kvidenro  for  tills  interpretation  appears  in  tlio  order  by  1  lio  Federal  Reserve  Board 
denying  <lie  acquisition.  Sec  the  Federal  Renerve  Bulletin,  June  1974  p.  459. 

*  One  somotimos  bears  that  such  transactions  also  occur  between  financial  Institutions 
and  firms  which  are  not  formally  related  to  the  Institution,  but  which  are  controlled  hv  its 
directors  or  important  clients,  in  the  case  of  stock  chartered  institutions,  existing  legal 
safeguards  should  prove  adeauate  once  my  earlier  recommendation  of  full  disclosure  of  the 
interests  and  activities  of  directors  is  implemented.  The  problem  is  different  for  mutually 

Chartered    institutions   where   the   ownership  status   of  depositors  seems  unclear.   A    further 

recommendation  concerning  disclosure  and  participation  of  mutual  institution  depositors 
is  proposed  below. 
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agency  that  insures  the  institution  shall  have  first  claim  on  all  assets 
of  other  firms  owned  by  the  institution's  holding  company  up  to  the 
amount  of  the  agency's  losses.  The  act  should  further  be  modified  to 
define  affiliates  of  a  one  bank  holding  company  for  purposes  of  the 
foregoing  as  any  corporations  owned  or  controlled  by  substantially 
the  same  individuals  who  own  the  bank  holding  company.  These 
reforms  serve  to  make  the  domain  of  interest  of  the  holding  com- 
pany's board  of  directors  identical  with  that  of  the  insuring  agency 
and  thus  encourage  responsible  behavior. 

Directors  of  mutual  institutions  differ  from  directors  of  stock 
chartered  institutions  in  two  important  respects.  First,  they  are  sub- 
ject to  even  fewer  checks  than  their  stock  chartered  counterparts 
because  formal  mechanisms  (quarterly  and  annual  reports)  do  not 
exist  to  keep  depositors  as  well  informed  as  stockholders.  Second,  a 
mutual  institution  does  not  have  a  well-defined  goal.  Why  should  a 
mutual  exist  if  it  only  attempts  to  maximize  the  expected  value  of  its 
profits  like  stock  chartered  firms  where  clearer  lines  of  responsibility 
exist  %  If  the  mutual  has  a  different  goal  perhaps  it  should  be  publicly 
known.  Some  mutual  institutions,  such  as  mutual  savings  banks,  are 
guided  by  trustees  and  in  effect  have  no  owners ;  their  goals  are  what 
\  rustees  perceive  them  to  be.  Others,  such  as  mutually  chartered  sav- 
ings and  loan  associations,  have  boards  of  directors  that  nominally 
represent  depositors  or  shareholders,  but  their  accountability  is 
limited  at  best  and  they  in  effect  operate  autonomously.  In  either  case 
a  mutual  institution  finds  itself  collecting  funds  from  its  members 
in  different  amounts,  lending  to  some  of  its  members  at  different  inter- 
est rates,  and  lending  to  the  public  at  large  as  is  permitted  by 
law.  Depending  upon  an  institution's  borrowing  and  lending  policies 
some  of  its  borrowers  and  lenders  may  be  treated  much  more  favor- 
ably than  others  over  time.  In  addition  the  institution  also  accumu- 
lates net  worth  over  time  which  was  undistributed  net  income  earned 
from  previous  loans  and  deposits.  These  funds  have  effectively  been 
expropriated  from  the  individual  members  and  revert  to  the  control 
of  the  directors  of  mutual  institutions. 

There  seems  to  be  no  good  reason  to  prevent  or  deter  persons  from 
affiliating  with  mutual  institutions.  On  the  other  hand  there  is  no 
evident  test  of  responsible  behavior  and  many  of  these  institutions 
and  their  officers  and  directors  do  benefit  from  government  endorse- 
ment by  receiving  charters  and  deposit  insurance.  Therefore  it  seems 
especially  important  to  require  that  mutually  chartered  institutions 
which  have  deposit  insurance  or  Federal  charters  should  disclose 
to  the  public  information  about  1)  other  business  affiliations  of  their 
officers  and  directors  and  2)  transactions  which  may  occur  between 
the  institution  and  businesses  controlled  by  its  directors.  This  infor- 
mation along  with  a  detailed  statement  of  income  and  expenses  should 
be  mailed  to  all  depositors  at  least  once  a  year  and  should  be  available 
quarterly  for  inspection  by  the  public  at  its  principal  office.  In  addi- 
tion the  institution  should  be  required  to  state  specifically  and 
prominently  display  what  its  goals  and  lending  objectives  are, 
especially  those  involving  loans  to  members  and  loans  made  in  its 
immediate  geographic  area.  Its  financial  statement  should  clearly 
indicate  the  volume  of  loans  outstanding  and  recently  made  to 
its  members  and,  in  the  case  of  real  estate  loans,  loans  secured  entirely 
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by  a)  residential  and  b)  commercial  properties  located  within,  sayr 
five  miles  of  its  various  offices.  Finally,  in  order  to  qualify  for  deposit 
insurance,  a  mutual  institution  should  be  required  to  maintain  suf- 
ficient net  worth  so  that  risk  of  loss  to  a  government  insurance  agency 
is  similar  to  those  of  stock  chartered  institutions.  On  the  other  hand 
if  net  worth  increases  appreciably  beyond  this  level,  an  institution 
should  be  required  to  report  this  fact  and  to  explain  why  this  is 
occurring.  In  the  event  of  possible  reorganization  such  as  conversion 
to  stock  charters,  the  institution  should  be  required  to  report  to  mem- 
bers the  size  of  its  net  worth,  compare  its  ratio  of  net  worth  to  total 
deposits  with  other  institutions  locally  and  nationally,  and  explain 
the  significance  of  excess  net  worth  to  the  profitability  of  exercising 
conversion  rights. 

In  short,  mutual  institution  members  should  be  clearly  informed 
about  the  activities  of  the  institution  and  should  be  informed  that  they 
have  the  right  to  petition  the  insuring  or  chartering  agency  for  redress 
in  the  event  that  misleading  information  about  the  institution  is  pro- 
vided by  the  board  of  directors  or  trustees  or  if  the  activities  of  the 
institution  diverge  appreciably  from  its  stated  goals.  If  the  agency 
finds  the  directors  negligent,  the  directors  should  be  personally  liable 
for  resultant  losses  suffered  by  the  institution's  members. 

3.  On  the  Role  of  Capital 

In  stock  chartered  corporations  capital  is  the  sum  of  book  values  of 
outstanding  stock,  surplus,  and  undistributed  profits ;  in  mutual  insti- 
tutions it  is  simply  the  sum  of  retained  earnings.  If  a  firm's  balance 
sheet  is  accurately  drawn,  its  capital  is  the  safety  margin  which  credi- 
tors of  the  institution  have  in  the  event  the  firm  fails.  Firms  with 
high  ratios  of  debt  to  capital  may  have  great  promise  for  the  future,. 
but  if  all  other  things  are  equal  creditors  will  be  happier  and  better 
protected  when  this  ratio  or  "leverage"  is  low.  If  a  firm  is  successful 
all  the  creditor  can  hope  to  receive  is  his  principal  and  contractually 
specified  interest  income;  if  it  fails  he  may  lose  everything.  Stock- 
holders (and  perhaps  boards  of  directors  which  represent  their  inter- 
ests) on  the  other  hand  often  prefer  high  leverage;  their  returns  are 
unlimited  if  a  project  succeeds. 

When  firms  with  different  prospects  approach  capital  markets,  eco- 
nomic theory  suggests  that  firms  with  more  uncertain  or  risky  pros- 
pects (but  with  equivalent  promise)  must  put  up  more  equity  for 
each  dollar  of  debt  raised.  Crudely  lenders  require  that  owners  of 
high  risk  ventures  take  a  larger  share  of  the  overall  risk  in  the  hope 
that  such  a  stake  will  induce  them  to  behave  more  cautiously  or  re- 
sponsibly when  managing  their  enterprise.  These  facts  serve  as  a 
useful  backdrop  for  assessing  recent  trends  in  the  capital  structure  of 
stock  chartered  financial  institutions,  especially  commercial  banks.5 

fundamental  limitation  of  the  mutually  chartered  organization  is  that  it  ran  only 
acquire  new  capital  from  retained  earnings,  a  fact  often  died  in  arguments  seeking  to 
Justify  conversion  from  mutual  to  stock  charters.  This  paper  does  not  analyze  the  conver- 

iseuiiere  I  have  argued  that   the  case  for  allowing  conversions  is  weak   [Hester, 

1967].  in  any  case  leverage  in  mutual  Institutions  is  not  Increasing  at  this  time.  Tn  lOfiO 
restrictions  limiting  interest  payments  on  deposits  at  mutual  savings  hanks  and  savings 
and  h  inns  were  Imposed  and  'hey  have  served  to  Increase  the  rate  at  which 

these   Institutions   are  accumulating  retained  earnings.   Tf  anything  ratios  of  capital  to 

a  at   these  institutions  have  risen  Bllghtly  in   n  While  similar  restrictions 

ed  on  Interest  payments  on  time  and  savings  deposits  at  commercial  banks  at 

me  time,  thev  have  not  been  Sufficiently  encompassing  to  yield  an  Increase  in  banks' 
capital/deposit  ratio. 
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Banks  and  other  financial  institutions  acquire  debts  when  they 
collect  deposits  from  individuals  and  corporations  and  when  they  or 
their  holding  company  affiliates  issue  commercial  paper  and  other 
debt  instruments.  The  theoretical  relation  between  leverage  and  risk 
exposure  is  partly  obscured  in  the  case  of  financial  institutions  by 
the  presence  of  deposit  insurance.  So  long  as  a  depositor  is  fully  in- 
sured, why  should  he  care  whether  or  not  a  bank  is  prudently  and 
responsibly  operated?  Deposit  insurance  has  done  much  to  maintain 
the  public's  confidence  in  financial  institutions  in  these  troubled  times. 
The  other  side  of  that  golden  coin  is  that  a  natural  check  on  irre- 
sponsible behavior  by  financial  institutions  has  been  partly  removed. 
The  check  is  only  partially  removed  since  many  corporations  have 
deposit  balances  which  exceed  deposit  insurance  limits.  Nevertheless 
a  strong  case  can  be  made  for  insisting  that  minimum  bank  capital/ 
deposit  ratios  should  be  imposed  by  Congress,  especially  when  banks' 
risky  assets  are  increasing  as  a  percentage  of  deposits  through  time. 
A  much  stronger  case — indeed  an  overwhelming  argument — exists  if 
financial  regulatory  agencies  such  as  the  Federal  Deposit  Insurance 
Corporation  and  the  Federal  Reserve  insist  on  protecting  all  credi- 
tors from  loss  whenever  large  banks  fail.  That  seems  to  have  been 
the  policy  in  the  cases  of  the  recent  three  largest  bank  failures  in 
American  history,  i.e.  the  failures  of  the  United  States  National  Bank 
of  San  Diego,  the  Franklin  National  Bank,  and  the  Security  Na- 
tional Bank. 

Table  1  presents  some  evidence  on  recent  trends  in  the  leverage  and 
risk  exposure  of  all  commercial  banks  in  the  United  States  since 
World  War  II.  The  data  illustrate  well  the  three  major  phases  of 
bank  development  as  reflected  in  bank  balance  sheets  that  have  oc- 
curred since  World  War  II.  The  first  pattern  lasted  until  about  1960 : 
it  was  characterized  by  fairly  slow  deposit  growth  (particularly  if 
judged  by  the  growth  of  savings  and  loan  associations),  a  rising 
capital/deposit  ratio  and  rising  ratios  of  loans  to  deposits. 

In  about  1960  a  second  pattern  emerged  in  which  banks  became  much 
more  aggressive.  The  growth  rate  of  bank  deposits,  especially  time 
deposits  and  negotiable  certificates  of  deposit,  increased  considerably, 
the  ratio  of  loans  to  deposits  rose  to  about  60%  of  deposits,  and  the 
ratio  of  capital  to  deposits  was  constant  as  bank  earnings  just  about 
kept  up  with  deposit  growth.6  Graphic  evidence  available  from  the 
Flo w-of -Funds  Accounts,  reproduced  here  as  Figure  1,  strongly  sug- 
gests that  this  mature  phase  represented  a  balanced  development  of 
financial  institutions  in  relation  to  the  rest  of  the  economy.  In  the 
figure  government  debt  and  other  nonfinancial  debt  have  been  de- 
flated by  a  price  index  and  further  adjusted  to  eliminate  the  trend 
in  real  gross  national  product.  The  figure  shows  that  through  1974 
government  debt  has  diminished  steadily  in  relation  to  GNP  and 
that  until  1966  private  sector  debt  rose  as  a  fraction  of  GNP.  The 
latter  pattern  should  ordinarily  be  expected  in  a  growing  economy 

"Really  one  can  reasonably  argue  that  the  capital/deposit  ratio  actually  began  to  fall 
during  this  period  since  banks  began  to  dilute  their  equity  bv  issuing  capital  notes.  James 
Saxon,  the  Comptroller  of  the  Currency,  issued  rulings  on  December  28,  1962  permitting 
banks  to  issue  approved  convertible  or  nonconvertible  capital  debentures.  On  that  date 
*21  million  in  such  debentures  were  outstanding.  By  June  30.  1964  these  issues  reached 
£o21  million  and  by  mid-1965  they  exceeded  $700  million.  (Jessup,  p.  190).  In  recent  years 
they  equal  about  7%  of  equity  capital  as  is  shown  in  Table  1. 
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where  capital  is  being  accumulated  at  a  rate  which  is  faster  than 
labor  force  growth.  Inflation  was  not  a  serious  problem  during  the 
second  stage. 

The  same  figure  strongly  suggests  that  this  balanced  pattern  ended 
with  the  credit  crunch  of  1966;  since  then  financial  institutions  have 
failed  to  keep  pace  with  the  economy's  requirements  for  new  financial 
infrastructure.  While  deposit  growth  was  rapid,  banks  increasingly 
found  themselves  facing  enormous  demands  for  loans.  The  loan7 
deoosit  ratio  stayed  constant  until  19G9  when  it  suddenly  grew  10cb 
in  the  face  of  the  Federal  Reserve's  second  ''crunch*';  it  subsequently 
grew  another  10%  by  the  end  of  1974.  This  explosition  in  the  ratio  of 
bank  risk  assets  to  deposits  was  rather  ominously  accompanied  by  a 
sharp  erosion  in  the  ratio  of  capital  to  deposits.  This  erosion  oc- 
curred because  bank  earnings  failed  to  keep  pace  with  the  growth  of 
deposits,  except  for  1969  when  monetary  policy  momentarily  bailed 
banks  out  by  imposing  a  combination  of  falling  deposits  and  high 
interest  income.  After  the  Penn  Central  collapse  in  June.  1970  and 
the  consequent  renewed  growth  in  bank  deposits,  the  erosion  in  the 
capital/deposit  ratio  resumed. 

TABLE  1. -CAPITAL,  CAPITAL  NOTES,  LOANS,  AND  DEPOSITS  AT  ALL  COMMERCIAL  BANKS 


Capital/ 

Capital/ 

Loans 

Capital  Notes/ 

End  of  Year 

deposits 

liabilities 

deposits 

equity 

1950 

7.5% 

7.5% 

33.  7% 

0 

1955 

8.0 

8.0 

43.0 

0 

I960..... 

9.1 

9.1 

51.1 

0 

1965 = 

9.1 

9.0 

60.7 

NA 

1966 

9.1 

9.0 

61.8 

NA 

1967 

8.7 

8.6 

59.7 

NA 

1968 

8.5 

8.4 

61.1 

NA 

1969 . 

9.2 

8.8 

67.9 

NA 

1970 _ 

8.9 

8.6 

65.2 

NA 

1971 

8.8 

8.4 

64.5 

NA 

1972 

8.5 

8.1 

67.3 

NA 

1973 

8.5 

7.6 

72.6 

7.1% 

1974.... 

8.5 

7.5 

73.4 

6.7 

Note.— Capital  includes  Capital  Notes.  Deposits  and  liabilities  pertain  to  domestic  branches  only. 
Source:  "Federal  Reserve  Bulletin,"  various  issues. 
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Amount  outstanding,  billions  of  1972  dollart 
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Figure  1. — Deflating  flows  and  levels  by  a  single  index  of  growth  and  prices  for 
the  charts  creates  a  special  relation  between  the  deflated  figures  for  net  bor- 
rowing and  changes  in  debt  outstanding.  If  the  deflator  increases  5  per  cent 
a  rear,  borrowing  must  equal  5  per  cent  of  outstanding  debt  merely  to  keep 
deflated  debt  constant.  A  borrowing  rate  of  more  than  5  per  cent  will  raise 
the  debt  level,  but  if  less  than  5  per  cent,  deflated  debt  goes  down  even  with 
positive  borrowing.  In  the  data  used  for  the  charts,  average  growth  in  the 
deflator  was  6.7  per  cent  per  year,  1952  to  1973,  whereas  U.S.  Government  debt 
was  growing  in  absolute  terms  at  a  2.3  per  cent  rate  that  by  deflation  was 
converted  to  a  4.1  per  cent  rate  of  decrease.  Private  debt,  on  the  other  hand, 
was  growing  at  a  9.1  per  cent  annual  rate,  well  above  the  deflator. 

Source:  Introduction  to  Flow  of  Funds,  1975,  p.  17. 

The  preceding  statistics  considerably  understate  the  weakening  in 
financial  institution  equity  that  was  occurring  because  they  do  not  ac- 
count for  the  fact  that  banks  were  increasingly  raising  nondeposit 
funds  by  selling  paper,  including  so  called  "capital  debentures"  which 
have  accounted  for  about  7%  of  total  bank  capital  in  recent  years. 
These  securities  which  were  authorized  for  national  banks  by  Comp- 
troller of  the  Currency  James  Saxon  in  no  sense  represent  an  owner- 
ship interest;  it  is  extremely  misleading  and  deceptive  for  banks  to 
represent  them  as  capital.  In  addition,  banks  and  their  holding  com- 
panies have  issued  large  amounts  of  commercial  paper  which  rests 
on  the  same  capital  base  as  the  banks'  deposits.  Finally,  bank  holding- 
companies  played  a  major  role  in  the  establishment  and  management 
of  EEITS  which  were  at  best  a  very  dubious  device  for  raising  addi- 
tional funds  through  the  issuance  of  commercial  paper  and  eventually 
from  the  banking  system's  loan  departments.  A  very  incomplete  pic- 
ture of  what  was  happening  can  be  seen  by  inspecting  the  trend  in  the 
ratio  of  capital  to  all  bank  liabilities,  deposits  plus  other  liabilities. 
Until  1968  this  ratio  was  almost  indistinguishable  from  the  capital/ 
deposit  ratio,  but  since  then  it  has  fallen  by  more  than  10% — just  when 
the  ratio  of  bank  risk  assets  (loans)  to  deposits  rose  20%.  Banks  simply 
have  failed  to  earn  and  retain  enough  profits  to  catch  up  with  their 
burofeonino-  activities. 
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TABLE  2.— RECENT  INFORMATION  ON  LARGE  WEEKLY  REPORTING  BANKS 


Year 

Demand 

Time 

Other 

Caoital 

Capital' 

Caoital/ 

(end  of 

Deoosits 

Deposits 

Liabilities 

Accounts 

Deposits 

Liabilities 

July) 

(billions) 

(billions) 

(billions) 

(billions) 

C%) 

(%) 

1969.. 

127.1 

100.6 

45.1 

22.8 

10.0 

8.4 

1970 

128.7 

106.5 

41.5 

23.9 

10.2 

8.6 

1971 

139.7 

133.0 

36.7 

26.0 

9.5 

8.4 

1972 

145.2 

151.3 

45.4 

28.3 

9.5 

8.3 

1973 

151.1 

183.6 

62.5 

30.6 

9.1 

7.7 

1974 

161.8 

216.2 

83.1 

33.4 

8.8 

7.2 

1975.. 

158.9 

222.7 

74.8 

35.3 

9.3 

7.7 

Source:  "The  Federal  Reserve  Bulletin",  various  issues. 

Belatedly  the  large  banks  who  report  weekly  on  their  condition  to 
the  Federal  Reserve  or  their  creditors  appear  to  have  recognized  the 
peril  of  their  position.  Table  2  shows  a  marked  decline  in  liabilities 
of  these  banks  in  1975  and  this  along  with  new  additions  to  capital 
has  reversed  the  deterioration  in  their  capital  deposit  ratio.  Unfortu- 
nately the  increment  to  capital  was  fairly  small  in  1975.  Both  the  reduc- 
tion in  liabilities  and  the  decline  in  retained  earnings  undoubtedly 
reflect  the  current  severe  recession.  Further,  bank  assets  on  the  books 
today  include  considerable  quantities  of  loans  which  are  paying  little 
or  no  interest  and  many  state  and  municipal  securities  whose  book 
values  bear  little  resemblance  to  what  they  would  fetch  in  the  market. 
The  percentage  of  bad  loans  and  overvalued  securities  is  doubtless 
much  higher  than  it  was  as  recently  as  19G8. 

In  short,  the  immediate  situation  is  very  serious,  but  perhaps  not 
hopeless  if  regulatory  agencies  and  the  Congress  act  with  alacrity  to 
support  weak  institutions  and  debt  issues  such  as  those  of  New  York 
Uity.  This  reflex  should  not.  however,  be  of  as  much  concern  to  this 
committee  as  a  series  of  reforms  designed  to  prevent  this  situation 
from  recurring.  The  following  suggestions  are  designed  to  encourage 
financial  institutions  to  rebuild  and  to  maintain  their  capital  positions 
in  future  years.  In  light  of  the  current  situation  it  is  only  realistic 
to  expect  them  to  become  effective  after  a  passage  of  some  period  of 
time,  perhaps  as  long  as  live  years. 

Perhaps  the  most  crucial  reforms  concern  providing  stockholders, 
existing  or  potential,  and  large  creditors  with  enough  accurate  infor- 
mation so  that  they  may  know  the  condition  of  financial  institutions.7 
With  adequate  information  the  public  will  help  curb  excessive  tenden- 
cies towards  high  leverage  and  foolish  investments  either  by  driving 
down  the  price  of  a  hank's  stock  or  by  withdrawing  large  uninsured 
deposits.  Banks  are  not  under  the  jurisdiction  of  the  Securities  and 
Exchange  Commission  and  perhaps  this  is  appropriate  in  view  of 
the  special  roles  they  play  in  the  American  economy.  However,  there 
is  no  reason  why  hanks  should  he  allowed  to  escape  tluj  disclosure  of 
financial  conditions  which  the  S.E.C.  imposes  on  other  corporations. 

Indeed,   in    view  of  the  quasi-public  role   which  banks  play  a   strong 

case  exists  for  insisting  upon  much  fuller  disclosure4  of  their  balance 
sheets  and  income  statements  than  is  required  of  other  corporations. 


7  Table  -   considerably   understates   the  recent    Increase  in  bank  levernjro.   T  belatedly 
learned  that  the  Federal  Revenue  Bulletin  data  underlying  the  table  mislead!  ngly  Ignores 

deposits  nn,l   liabilities   at    foreign    branches  of  domestic   hanks.    Accurate   data   arc   reported 
in  my   testimony  given   before   thlB   subcommittee  on   December  4,   1976. 
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Therefore.  I  propose  that  Congress  require  the  Federal  Reserve,  the 
FDIC,  and  the  Comptroller  of  the  Currency  to  make  all  insured  banks 
release  their  complete  call  reports,  including  footnotes,  qualifications 
and  addenda.  These  agencies  should  be  charged  with  maintaining  at 
least  the  present  level  of  detailed  reporting  of  important  lines  of  bank 
activity  in  future  years.  At  least  two  of  these  reports  should  be  sur- 
prise calls  as  was  the  practice  before  1964  in  order  that  window 
dressing  of  balance  sheets  not  obscure  banks'  essential  condition.  The 
practice  of  collecting  call  reports  should  be  extended  to  all  financial 
institutions  insured  by  government  agencies.  The  usefulness  of  call 
report  information  surely  is  not  limited  to  investors  in  or  regulators 
of  banks. 

Further,  existing  bank  balance  sheets  must  depict  the  condition  of 
a  bank  accurately  if  the  preceding  proposal  is  to  guide  the  investing 
public.  There  is  considerable  evidence  that  current-  accounting  prac- 
tices for  banks  are  seriously  misleading,  particularly  in  the  reporting 
of  bank  loss  reserves  and  net  worth  (capital). s  Therefore,  I  propose 
that  directors  of  banks  be  required  to  disclose  the  condition  of  their 
bank  fully  and  accurately.  Toward  this  end  regulatory  agencies  should 
be  required  to  establish  and  publish  a  specific  accounting  framework; 
directors  of  banks  should  clearly  identify  and  explain  all  deviations 
from  this  approved  accounting  framework  in  all  call  reports  and 
annual  reports.  In  particular,  an  estimate  of  expected  unrealized 
losses  on  securities  and  loans  must  be  appended  if  such  losses  are  not 
already  deducted  from  a  bank's  net  worth.  Capital  accounts  shall  not 
include  loss  reserves.  The  directors  of  a  financial  institution  shall  be 
personally  liable  for  losses  owing  to  any  unreported  deviations  from 
this  standard  accounting  framework. 

Finally,  I  believe  that  summaries  of  reports  by  bank  examiners 
should  be  viewed  as  public  documents  under  the  Freedom  of  Infor- 
mation Act;  financial  institutions  should  be  required  to  have  these 
summaries  available  for  public  inspection  at  their  principal  office. 
The  summary  need  not  specify  individual  bad  loans  or  weak  borrow- 
ers, but  should  include  sufficient  detail  about  the  examination  so  that 
investors  and  depositors  may  reasonably  evaluate  the  strengths  and 
weaknesses  of  an  institution. 

These  safeguards  will  help  to  prevent  the  recently  experienced 
deterioration  in  banking  system  stability,  but  they  may  not  prove 
sufficient.  Therefore,  I  propose  additional  reforms  in  order  to 
strengthen  the  hand  of  regulatory  agencies.  First,  regulatory  agencies 
must  state  unequivocally  and  with  wide  publicity  what  they  view  as  a 
realistic  and  desirable  ratio  of  accurately  measured  equity  capital  (in- 
cluding undistributed  profits)  to  liabilities  for  different  types  of 
financial  institutions.  They  must  also  emphasize  with  wide  publicity 
that  any  deficiencies  from  these  targeted  ratios  must  be  eliminated  ex- 
peditiously. These  public  utterances  would  apply  only  to  liabilities  of 
a  bank  and  not  those  of  nonbank  affiliates  of  a  one-bank  holding  com- 

8  A  very  revealing:  discussion  of  these  misrepresentations  appeared  in  Forbes  Marjnrinr 
[February  15.  197o,  pp.  53-54.]  This  article  reviewed  financial  statements  of  the  then 
recently  deceased  Security  National  Bank  and  found  that  stated  loss  reserves  and  bank  net 
worth  bore  no  relation  to  tb.p  losses  which  the  bank  could  expect  to  realize  or  even  the  loss 
rcsprvps  which  bank  regulators  and  auditors  might  prudentlv  require.  Both  bank  loans 
and  hank  capital  worp  considerably  overstated  by  conventionaraccountiug  criteria  used  by 
the  hank  s  successor,  Chemical  New  York. 
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pany  provided  that  a  previous  recommendation  of  this  paper  is 
adopted.  That  recommendation  subordinated  all  claims  on  the  assets 
of  nonbank  affiliates  in  the  event  of  a  bank's  insolvency  to  the  losses 
experienced  by  a  governmental  insuring  agency.  For  purposes  of  this 
requirement,  regulatory  agencies  must  discontinue  the  present  practice 
of  allowing  "capital  debentures"  to  be  included  in  the  capital  accounts 
of  financial  institutions.  Any  thinking  investor  recognizes  that  an  obli- 
gation on  the  part  of  a  financial  institution  to  pay  9%  per  year  over 
the  next  thirty  years  is  in  no  sense  a  buffer  in  the  event  that  the  insti- 
tution gets  into  trouble — even  if  this  debt  is  subordinate.  These  two 
actions  will  go  a  long  way  towards  removing  a  strong  and  growing 
suspicion  that  the  financial  system  is  but  a  house  of  cards.  The  an- 
nounced capital/liability  ratio  should  be  allowed  to  change  slowly 
through  time,  but  such  changes  must  be  publicly  defended  by  regu- 
latory agencies.  Any  such  changes  should  be  gradual  and  infrequent 
in  order  to  avoid  precipitating  speculative  behavior  in  equity  markets. 

Second,  in  order  to  enforce  compliance  with  these  targeted  ratios  of 
bank  capital  to  liabilities,  I  propose  that  regulatory  agencies  be 
required  to  impose  deposit  interest  rate  ceilings  on  institutions  whose 
average  ratio  of  capital  to  liabilities  falls  below  the  targeted  per- 
centage by  as  much  as,  say  2c/c  on  an}'  two  consecutive  call  reports.9 
For  example,  deficient  banks  might  be  required  to  pay  interest  rates  on 
liabilities  that  are  at  least  200  basis  points  lower  than  the  average 
interest  rate  paid  by  nondeficient  banks  until  this  shortfall  is  elimi- 
nated on  two  consecutive  call  reports.  This  reform  reflects  the  inter- 
esting property  of  a  ratio  which  is  that  it  can  be  increased  either  by 
increasing  its  numerator  or  by  decreasing  its  denominator.  Depositors 
can  be  expected  to  move  funds  to  institutions  which  have  no  interest 
rate  restrictions.  A  natural  extension  of  this  proposal  would  be  for  a 
regulatory  agency  to  impose  a  schedule  relating  interest  rate  penalty 
ceilings  to  the  size  of  the  discrepancy  between  actual  and  required 
capital/liability  ratios. 

Two  further  powers  should  be  given  regulatory  agencies  in  order 
to  encourage  financial  institutions  to  maintain  adequate  ratios  of 
capital  to  liabilities.  First,  in  the  event  of  a  persistent  failure  by  a 
stork  chartered  institution  to  reach  a  target  ratio  of  capital  to 
liabilities,  the  relevant  agency  should  be  empowered  to  require  the  in- 
stitution to  attempt  to  issue  and  soil  by  public  auction  such  additional 
voting  si » ares  as  may  be  necessary  to  rebuild  the  institution's  equity.  If 
the  subscription  of  funds  at  the  auction  should  prove  insufficient  to 
adequately  replenish  the  capital  account,  the  institution  should  be 
liquidated.  This  reform  should  help  to  bring  fresh  entrepreneurial 
talent  and  a  larger  number  of  interested  parties  into  an  institution 
which   has  become  unprofitable. 

Second,  in  the  event  a  bank  belonging  to  a  holding  company 
persistently  fails  to  maintain  an  adequate  ratio  of  capital  to  liabilities, 

9  It  may  seem  perverse  to  Impose  restrictions  on  agencies  of  the  Eovornment.  Unfor- 
tunately Irresponsibility  is  not  a  monopoly  of  the  private  sector.  There  is  amnio  evidence 
that-  the  Federal  Reserve  has  been  encouraging  and  helping  banks  to  keep  loans  on  their 
books  which  are  vary  unsound  in  order  t"  avoid  conspicuous  failures.  Through  this  policy 
♦  ho  Federal  Reserve  has  in  effect  been  concentrating  Hi"  weaknesses  of  the  economy  in 
its  most  vital  organ,  the  banking  system,  in  order  to  kooo  enterprises  such  as  selected 
REITS,  the  W.  T.  Grant  Company,  and  the  Franklin  National  Bank  afloat  ,■>  few  mors 
months.  This  policy  obviously  discriminates  in  favor  of  large  corporations  and  against 
small  firms  which  are  equally  weak.  The  proposed  requirement  serves  to  limit  this  uneven 
.application  of  power  by  the  Federal  Reserve  Board,  if  bank  assets  are  realistically  valued. 
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the  Federal  Reserve  should  be  empowered  to  auction  off  nonbank  sub- 
sidiaries of  the  holding  company  and  use  the  proceeds  to  replenish  the 

capital  account  of  the  delinquent  bank(s).  This  proposal  is  designed 
to  allow  the  Federal  Reserve  to  rectify  errors  which  it  perceives  it  may 
have  made  in  earlier  decisions  to  approve  activities  by  bank  holding 
companies  or  to  compensate  for  managerial  deficiencies  which  may 
have  become  apparent  with  the  passage  of  time.  It  should  not  be 
assumed  by  bank  holding  companies  that  they  have  an  unconditional 
license  to  operate  subsidiaries  simply  because  the  Federal  Reserve 
once  approved  an  application.  I  would  not  expect  this  sanction  to  be 
imposed  frequently. 

4.  Other   Comments    on   Responsibility   in   the   Administrate  on   of 
Financial  Inst itut Ions 

This  final  section  of  the  paper  surveys  some  other  largely  unrelated 
aspects  of  the  problem  of  maintaining  sound  financial  institutions. 

Perhaps  the  most  easily  implementable  proposal  in  this  paper  is 
that  the  Office  of  the  Comptroller  of  the  Currency  be  eliminated  and 
that  its  functions  be  transferred  to  the  Federal  Reserve.  The  major 
reason  for  this  suggestion  is  that  a  significant  amount  of  the  recent 
deterioration  in  bank  soundness  can  be  traced  directly  to  that  office. 
First,  it  was  Comptroller  Saxon  who  authorized  the  issuance  of  capital 
notes  in  1962  over  the  objections  of  the  Federal  Reserve.  It  was  pres- 
sure from  the  Comptroller's  Office  that  caused  the  other  regulatory 
agencies  to  abandon  surprise  calls  and  to  reduce  the  number  of  calls 
per  year.  There  are  continuing  rumors  that  the  Comptroller's  Office 
has  been  less  than  cooperative  in  trading  bank  examination  informa- 
tion with  other  agencies,  especially  in  the  case  of  weak  banks.  It  is 
surely  no  accident  that  all  three  large  recent  bank  failures  were 
national  banks  and  that  most  large  banks  have  found  it  convenient  to 
convert  to  national  charters,  if  they  did  not  already  have  them,  in 
order  to  benefit  from  a  less  restrictive  regulatory  environment.  The 
Comptroller's  Office  is  notorious  for  its  permissiveness  when  it  comes 
to  merging  and  the  chartering  of  new  banks.  Xo  doubt  some  of  the 
Comptrollers  Office's  new  policies  were  laudable,  but  they  have  also 
contributed  seriously  to  the  current  problems.  As  has  been  noted  often 
about  America's  youth,  excessive  permissiveness  can  lead  to  problems 
and  alienation :  the  lesson  is  no  less  applicable  to  banks ! 

The  remaining  problems  are  very  intractable  and  I  really  mean 
only  to  venture  opinions  rather  than  recommend  formal  actions. 

(a)  Deposit  insurance :  I  would  not  like  to  see  deposit  insurance  in- 
creased any  further,  except  possibly  to  compensate  for  future  inflation. 
The  reason  is  that  further  increases  in  coverage  serve  only  to  reduce 
the  natural  checks  on  irresponsible  bank  behavior  which  are  offered  by 
co7T>orate  treasurers  and  affluent  individuals  in  the  private  sector. 

(h)  Criminal  prosecution  of  bank  directors:  I  believe  that  white 
rollar  crime  is  a  common  and  serious  felony  and  urge  that  statutes  be 
drafted  that  will  cause  misbehaving  officers  and  directors  of  financial 
institutions  to  spend  a  good  many  years  in  prison.  I  am  not  qualified 
to  makp  recommendations  about  such  legislation. 

(c)  Technologv  of  funds  transfers:  In  light  of  the  rapid  develop- 
ments in  the  technologv  of  electronic  funds  transfer  and  accounting. 
T  am  very  concerned  that  the  degree  of  control  of  financial  institutions 
both  by  boards  of  directors  and  regulatory  agencies  is  rapidly  eroding. 
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One  certainly  doesn't  want  to  thwart  progress,  but  I  believe  that 
regulatory  agencies  should  be  empowered  to  issue  cease  and  desist 
orders  whenever  they  perceive  that  a  new  system  has  security  flaws. 
Prudent  behavior  is  not  well  defined  in  the  context  of  rapid  techno- 
logical advance. 

(d)  Disclosure  of  confidential  information:  This  is  a  serious  and 
largely  unenforceable  area  of  financial  institution  operations.  One  can 
always  compel  institutions  to  disclose  the  contents  of  their  data  file,  but 
I  know  of  no  system  for  defending  against  unauthorized  disclosures 
other  than  imposing  severe  fines  on  directors  and  the  institutions  they 
control.  This  does  not  seem  to  be  an  effective  deterrent  since  a  success- 
ful theft  of  data  does  not  necessarily  imply  negligence.  I  have  no  sug- 
gestion other  than  that  examiners  keep  a  sharp  eye  out  for  malfeasance 
and  loose  security. 

(e)  Rate  of  offset  in  the  event  of  bank  insolvency:  One  additional 
safeguard  which  can  be  readily  implemented  is  to  limit  the  extent  to 
which  firms  with  both  large  deposit  balances  and  outstanding  loans 
can  offset  the  loans  with  their  uninsured  deposits  and  other  liability 
claims  against  an  insolvent  bank.  The  possibility  of  full  (100%)  offset 
clearly  reduces  the  necessity  for  corporate  treasurers  to  carefully  re- 
view a  bank's  soundness.  Perhaps  a  sensible  reform  would  be  to  limit 
the  offset  of  loan  repayment  obligations  to  perhaps  80%  of  a  firm's 
deposit  claims.  I  favor  this  reform  although  it  has  the  obvious  diffi- 
culty that  it  may  increase  the  disruptive  consequences  of  a  bank 
failure.  Its  adoption  surely  will  encourage  corporate  treasurers  to 
examine  a  bank  more  thoroughly. 

Madison,  Wis. 
October  U,  1975. 
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FINANCIAL  INNOVATION  AND  EFTS:  IMPLICATIONS 
FOR  REGULATION 

(By  Dr.  William  L.  Silber  and  Dr.  Kenneth  D.  Garbade*) 

IXTRODUCTIOX  AND  SUMMARY 

Innovation  means  change.  It  usually  implies  progress  as  well,  al- 
though this  need  not  always  be  the  case.  While  many  economists  have 
limited  the  term  to  technological  improvements,  it  has  been  broadened 
by  economic  historians  to  include  the  evolution  of  institutions  and 
practices.  Innovation  as  discussed  in  this  paper  falls  within  such  an 
expanded  framework. 

In  the  first  section  of  the  paper  the  stimuli  to  innovation  in  the 
financial  sector  are  discussed.  The  major  categories  of  innovation- 
inducing  phenomena  include:  technological  change,  regulation,  and 
market-imposed  constraints.  A  discussion  of  the  interrelationship  be- 
tween financial  intermediaries  and  markets  is  also  presented  since 
these  two  groups  of  institutions  are  frequently  alternative  means  of 
providing  a  financial  service.  Thus,  innovation  in  one  area  can  sub- 
stitute for  supressed  innovation  in  the  other. 

In  the  second  section  the  welfare  implications  of  innovation  are 
analyzed.  This  includes  both  a  general  discussion  of  measuring  wel- 
fare gains  due  to  innovations  in  finance  as  well  as  specific  considera- 
tion of  the  welfare  aspect  of  innovation  induced  by  government 
regulation.  With  respect  to  the  latter,  the  cycle  of  innovation  leading 
to  regulation  which,  in  turn,  leads  to  innovation  (of  a  different  type) 
is  given  explicit  treatment. 

In  section  III  we  turn  to  the  topic  of  an  electronic  funds  transfer 
system  (EFTS).  Many  scenarios  have  already  been  presented  on  the 
likely  changes  in  financial  structure  and  performance  flowing  from 
this  technological  innovation.  Our  discussion  focuses  on  the  impacts 
on  bank-nonbank  competition,  small  versus  large  institutions  and  the 
dangers  of  over-  or  under-regulation.  Other  aspects  of  the  EFTS 
revolution  will  also  be  mentioned,  such  as  the  problem  of  public  versus 
private  ownership. 

The  concluding  section  of  the  paper  briefly  discusses  a  general 
approach  to  regulation  with  respect  to  its  impact  on  innovation.  Cer- 
tain general  principles  are  articulated  which  seem  quite  straight- 
forward but  also  appear  to  have  been  ignored  in  the  execution  of  regu- 
latory policy.  A  formal  statement  of  such  principles  seems  an  appro- 
priate capstone  to  the  interrelationship  between  regulation  and 
innovation. 


*  The  authors  are  Professor  of  Economics  and  Finance  and  Assistant  Professor  of  Fi- 
nn nee.  respectively,  at  the  Graduate  School  of  Business  Administration.  New  York  lTni ver- 
sify. Paper  prepared  for  the  Financial  Institutions  and  the  Xation's  Economy  {FINE)  Study 
of  the  House  Committee  on  Banking,  Currency  and  Housing.  Revised  :  October  27,  1975. 
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The  overall  objective  of  this  paper  is  to  summarize  the  state  of 
knowledge  with  respect  to  financial  innovation,  EFTS  and  regulation. 
By  bringing  together  the  existing  literature  on  these  subjects  we  hope 
to  provide  a  foundation  for  legislative  consideration. 

I.  Causes  of  Financial  Innovation 

LI  A  Micro  View 

Financial  innovation  usually  refers  to  the  emergence  of  a  new  finan- 
cial instrument,  institution  or  practice.  In  recent  years  the  term  has 
been  applied  most  often  to  instruments  such  as  CDs,  Eurodollar  de- 
posits, and  bank-related  commercial  paper.  These  innovations  are 
usually  attributed  to  regulations  that  impinge  on  the  commercial  bank- 
ing industry,  most  notably  Regulation  Q.  This  regulation  theory  of 
innovation  is  articulated  most  clearly  by  Greenbaum  and  Haywood 
(1071).  While  this  hypothesis  has  merit  it  is  too  narrow  to  explain 
entirely  the  evolution  of  financial  instruments  and  institutions.  There 
are  many  other  factors  leading  to  the  introduction  of  financial  instru- 
ments and  the  development  of  new  institutions,  such  as  the  imposition 
of  new  risks  on  society. 

A  general  theory  that  provides  a  framework  for  discussion  is  that 
innovation  of  financial  instruments  and  practices  occurs  in  an  effort 
to  remove  or  lessen  the  financial  constraints  imposed  on  firms  (see 
Silber,  1975).  Government  regulation  does,  indeed,  impose  constraints 
and  thereby  induces  innovation.  But  the  financial  firm  is  constrained 
by  other  forces  as  well — such  as  by  market  supply  and/or  demand 
conditions  and  technological  factors.  Changes  in  these  constraints  also 
induce  financial  innovation. 

Formal  models  of  financial  firm  behavior  permit  us  to  set  forth 
more  specifically  the  conditions  which  are  likely  to  induce  innovation. 
Xew  financial  instruments  or  practices  will  be  innovated  when  there 
is  an  externa]  change  in  the  constraints  which  define  the  feasible  set 
of  activities  within  which  the  firm  operates.  There  are  two  types  of 
such  exogenous  changes  which  induce  the  firm  to  search  for  new  activi- 
ties or  policy  tools.  In  one  case,  exogenous  changes  in  constraints  force 
a  reduction  in  the  profitability  (or  an  increase  in  the  risk  exposure) 
of  the  firm  and  the  firm  innovates  in  an  effort  to  return  to  previous 
levels  of  profitability  (or  risk).  For  example,  local  commercial  bank 
monopoly  powefr  over  time  deposits  was  eroded  by  the  growth  of  the 
national  market  for  CDs.  Interest  rate  variability  then  began  to  affect 
bank  profitability.  One  way  to  decrease  fluctuations  in  the  firm's  profit- 
ability was  to  tie  the  yield  on  the  firm's  assets  to  the  variable  interest 
rate  paid  on  liabilities.  This  is  precisely  the  description  of  the  process 
involved  in  moving  from  the  "administered"  prime  rate  on  bank  loans 
(\\  the  1960s  to  the  "floating"  prime  rate  of  the  1970s.  In  the  second  case, 
innovation  responds  to  an  increase  in  the  cost  of  adhering  to  a  con- 
straint For  example,  the  development  of  CDs.  Eurodollar  deposits, 
bank  related  commercial  paper  and  so  on,  are  best  viewed  as  responses 
to  the  increased  cost  of  adhering  to  the  Regulation  Q  constraint  as 
open  market  rate-  increased. 

Both  reductions  in  profitability  and  increases  in  the  cost  of  operat- 
ing under  a  constraint  create  strong  incentives  to  innovate.  If  a  con- 
si  mint  is  administered  internally,  such  as  when  a  bank  establishes  a 
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desired  level  of  government  bond  holdings  as  a  source  of  liquidity, 
it  may  simply  suspend  or  revise  the  constraint.  If  the  constraint  is 
imposed  externally,  e.g.,  by  market  forces  (as  with  the  variability  in 
interest  rate  example)  or  by  government  regulation,  the  firm  will 
attempt  to  circumvent  the  constraint  by  altering  the  opportunities 
it  faces. 

But  the  financial  firm  does  not  respond  with  an  innovation — a  new 
financial  instrument — every  time  it  is  confronted  by  a  change  in 
profitability  or  risk.  It  frequently  chooses  "normal'*  responses,  such 
as  a  change  in  portfolio  composition  or  more  aggressive  bidding  for 
conventional  sources  of  funds.  Plow  are  these  "normal"  stimuli  and 
responses  to  be  distinguished  from  those  which  induce  innovation? 
The  search  costs  inherent  in  reexamining  the  firm's  policy  weapons 
and  the  nature  of  its  financial  assets  and/or  liabilities  for  potential 
innovation  suggest  that  this  route  will  be  chosen  only  when  the 
"normal"  reduction  in  firm  performance  becomes  "abnormal."  Simi- 
larly, the  innovation  route  will  be  chosen  only  when  the  "cost"  of  a 
constraint  becomes  "abnormally"  large.  The  term  "abnormal"  is  best 
understood  in  an  historical  context.  As  the  cost  of  adhering  to  a  con- 
straint rises  over  time  or  as  the  financial  firm  experiences  continued 
decreases  in  "performance"  over  time,  it  will  undertake  or  intensify 
the  search  for  new  financial  instruments  and/or  practices.  The 
sharper  the  rise  in  the  "cost"  of  the  constraint  or  the  reduction  in 
profit,  the  greater  will  be  the  innovative  eifort.  We  expect,  therefore, 
a  time  lag  between  the  initial  stimulus  to  innovate  and  the  actual 
innovation.  The  time  lag  should  be  shorter,  however,  the  more  rapid 
the  change  in  the  environment  in  which  the  firm  operates. 

A  good  example  of  the  evolutionary  process  leading  to  a  major 
innovation  is  the  story  underlying  the  emergence  of  bank  certificates 
of  deposit.  CDs  were  introduced  in  1961,  following  a  decade  of  rising 
interest  rates  on  securities  and  increases  in  bank-loan  demand.  Ini- 
tially, the  increase  in  commercial  and  industrial  loans  was  financed 
by  reductions  in  the  government  bond  holdings  of  banks  (which  had 
been  swollen  as  a  result  of  World  War  II  financing).  As  the  govern- 
ment bond  holdings  declined  towards  minimum  liquidity  levels,  banks 
felt  increased  pressure  to  expand  sources  of  funds.  But  their  ability 
to  attract  funds  was  hampered  by  interest  rate  regulations  on  demand 
and  time  deposits  and  the  lack  of  a  negotiable  instrument  that  would 
be  attractive  to  corporate  treasurers  seeking  high  yielding  liquid  in- 
struments. The  increased  pressure  through  the  1950s  finally  induced 
several  large  New  York  City  banks  to  issue  a  negotiable  time  certifi- 
cate of  deposit  in  1961.  The  CD  was  innovated  in  response  to  the  in- 
creased "cost"  of  adhering  to  regulatory  constraints. 

Financial  innovation  induced  by  technological  developments  ini- 
tially appears  to  be  outside  the  framework  just  presented.  In  fact,  if 
one  takes  the  view  that  technological  change  is  primarily  the  result 
of  exogenous  advances  in  scientific  knowledge  then  this  is  quite  true, 
Most  researchers  in  the  area  of  technology,  such  as  Schmookler  (1966) 
and  Nelson  and  Winter  (1973)  show  quite  convincingly  that  techno- 
logical change  responds  to  profit  opportunities.  The  view  of  financial 
innovation  described  above  is,  in  fact,  a  modified  version  of  innova- 
tion responding  to  profit  incentives.  The  application  and  even  de- 
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velopment  of  a  specific  real  technology  for  use  in  providing  financial 
services  also  responds  to  profit  incentives.  Many  of  these  technological 
changes  produce  significant  reductions  in  cost,  thus  permitting  the 
innovations  to  improve  the  performance  of  the  firm.  For  example, 
the  innovation  of  magnetic  ink  character  recognition  (MICR)  re- 
duced the  cost  of  check  processing.  Its  development  is  best  understood 
in  light  of  the  rising  volume  of  check  clearing  in  the  1950s.  This  stimu- 
lated the  introduction  of  MICR  and  its  widespread  adoption  in  the 
banking  industry. 

Recent  forays  into  the  data -bank-oriented  computer  technology  of 
EFTS  may  lead  to  expanded  commercial  bank  opportunities  in  the 
field  of  personal  asset  and  liability  management  at  a  retail  level  simi- 
lar to  that  currently  offered  at  the  wholesale  level.  Such  expanded 
fields  of  activity  may  be  comparable  in  importance  to  cost  reduction 
in  stimulating  the  emergence  of  EFTS.  Indeed,  the  incentive  to  inno- 
vate EFTS  by  the  private  sector  is  a  direct  function  of  the  potential 
profit  opportunities  that  appear  available  to  early  innovators. 

1.2  A  Macro  Vieiv 

The  mieroeconomic  view  of  financial  innovation  just  presented  does 
not  provide  a  complete  description  of  the  innovative  process.  There 
are  interrelationships  between  markets,  instruments  and  institutions 
which  are  best  appreciated  from  a  global,  or  macro,  view.  The  finan- 
cial sector  of  the  economy  provides  a  number  of  important  services 
to  producers,  consumers  and  investors.  These  include:  an  efficient 
method  of  conducting  exchange  (the  payments  mechanism)  ;  a  set  of 
institutions  channeling  saving  into  investment  (financial  inter- 
media lies  and  markets)  ;  and  an  efficient  mechanism  for  allocating 
and  distributing  risk  (institutions  that  facilitate  the  construction  of 
well-diversified  portfolios).  These  services  are  provided  by  a  "delivery 
system"  composed  of  financial  instruments,  markets  and  institutions. 
There  are  substitute  and  complementary  relationships  between  each 
of  these  components.  If  the  development  of  a  network  of  financial 
intermediaries  is  suppressed  by  regulatory  constraint,  for  example, 
then  a  more  complex  set  of  financial  markets  is  likely  to  emerge.  At 
this  point  it  seems  best  to  illustrate  these  interrelationships  via  a  brief 
and  selective  discussion  of  the  evolution  of  the  financial  sector.  The 
problems  confronting  regulatory  authorities  in  the  financial  sector 
will  be  most  easily  understood  in  this  framework. 

As  long  as  there  exist  "deficit"  units  that  want  to  spend  more  than 
their  current  income  and  accumulated  wealth  permit  and  "surplus" 
units  that  want  to  spend  less  than  their  current  income,  financial  assets 
and  liabilities  will  be  created.  Deficit  units  issue  "primary"  securities 
that  are  purchased  by  surplus  units.  Purchasing  power  over  real  re- 
sources is  thereby  redistributed.  Tliis  reallocation  of  real  resources 
from  less  useful  or  less  productive  activities  to  more  useful  or  more 
productive  activities  is  a  major  contribution  of  the  financial  sector  to 
real  economic  activity.  In  order  to  facilitate  the  transfer  of  funds  be- 
tween saver-lenders  and  investor-borrowers,  a  market  in  primary 
securities  might  emerge.  Economic  units  might  find  it  profitable  to 
ime  brokers  between  borrowers  and  lenders,  collecting  and  dis- 
seminating information  between  potential  sources  and  uses  of  funds. 
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Such  brokerage  (or  dealer)  services  in  the  primary  securities  market 

do.  in  fact,  exist  and  are  offered  by  investment  banking  firms. 

The  importance  of  financial  assets  also  stems  from  their  "liquidity" 
or  convertibility  into  money,  as  well  as  their  role  in  redistributing 
real  resources.  Secondary  markets,  in  particular,  permit  holders  of 
financial  assets  to  dispose  of  such  securities  at  their  own  discretion, 
rather  than  depending  on  the  redemption  schedule  of  the  issuer.  Sec- 
ondary markets  provide  liquidity  to  holders  of  securities,  where 
liquidity  is  defined  as  the  ability  to  turn  an  asset  into  cash  quickly 
with  little  loss  in  value.  A  security  holder  is  willing  to  accept  a  lower 
rate  of  return  on  assets  with  such  liquidity  because,  as  long  as  there 
is  uncertainty  over  the  time  horizon  he  wishes  to  hold  the  security 
(his  holding  period),  liquidity  increases  the  flexibility  of  his  oppor- 
tunities. Deficit  units  also  have  an  interest  in  the  existence  of  sec- 
ondary markets  for  their  securities  since  the  interest  rate  demanded 
by  lenders  is  less  the  greater  the  marketability  of  the  security. 

The  existence  of  a  secondary  market  for  a  financial  asset  changes  the 
nature  of  the  security  issued  by  the  deficit  unit.  By  transforming  a 
relatively  illiquid  asset  into  one  with  greater  liquidity,  the  charac- 
teristics of  the  security  differ  from  the  characteristics  of  the  under- 
lying real  investment.  For  society  as  a  whole,  of  course,  the  mere  exist- 
ence of  a  secondary  market  could  not  transform  an  illiquid  real  invest- 
ment into  a  liquid  security.  But  a  secondary  market  takes  advantage 
of  the  different  needs  for  liquidity  by  individual  economic  unit-  at 
different  moments  in  time.  This  relationship  becomes  clear  once  it  is 
recognized  that  liquidity  vanishes  with  a  sudden  preference  by  all  eco- 
nomic units  to  liquidate  their  financial  assets  at  a  particular  point  in 
time. 

We  digress  to  note  that  this  last  point  underscores  one  of  the  major 
concerns  of  the  regulatory  authorities :  to  avoid  financial  crises  by  pre- 
venting the  conditions  that  lead  to  such  a  mass  rush  for  liquidity.  The 
susceptibility  of  the  financial  sector  to  such  upheavals,  its  fragility, 
is  one  of  the  externalities  that  justifies  some  form  of  government 
intervention. 

Continuing  our  story  of  financial  sector  evolution,  Gurley  and  Shaw 
(I960)  popularized  the  notion  that  financial  intermediaries,  via  diver- 
sification, can  issue  liabilities  which  are  less  risky  than  the  primary 
securities  issued  by  deficit  units.  In  addition,  intermediaries  are  also 
able  to  take  advantage  of  the  offsetting  needs  for  funds  by  different 
economic  units.  Financial  intermediaries  can,  therefore,  also  issue  lia- 
bilities offering  greater  liquidity  than  the  primary  securities  pur- 
chased, i.e.,  they  can  promise  to  redeem  their  liabilities  for  cash  on 
short  notice  even  without  resorting  to  secondary  markets.  In  other 
words,  intermediaries  perform  some  of  the  same  functions  as  secondary 
markets.  In  a  somewhat  formal  context,  the  value  of  liquidity  services 
in  the  form  of  secondary  markets  is  lower  in  the  presence  of  financial 
intermediaries. 

In  the  context  of  innovation  and  regulation,  the  interrelationship 
between  secondary  markets  and  intermediation,  and  indeed  money 
holdings,  markets  and  intermediaries  is  of  considerable  importance. 
The  impact  of  a  regulation  preventing  interest  payments  on  demand 
deposits,  for  example,  leads  individuals  to  economize  on  cash  balances 
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and  to  engage  in  secondary  market  transactions  in  short-term  securi- 
ties. The  liquidity  provided  by  secondary  markets  is  a  substitute  for 
the  liquidity  of  cash  balances.  If  money  balances  paid  interest,  some 
of  the  resources  devoted  to  secondary  market  transactions  could  be  used 
elsewhere. 

On  a  more  concrete  level,  the  maze  of  financial  intermediaries  that 
support  the  mortgage  market — including  government  sponsored  inter- 
mediaries like  FNMA — lessen  the  incentive  for  private  development  of 
secondary  markets.  As  Jaffee  (1975)  has  pointed  out,  "government 
intervention  in  the  mortgage  market . . .  may  act  to  forestall  basic  and 
necessary  innovation/'  It  is  useful  to  note  that  it  is  frequently  difficult 
to  foresee  the  ultimate  ramifications  of  such  government  intervention. 
Regulation  Q  was  originally  thought  to  expand  total  mortgage  funds 
but  turned  out  to  be  a  major  cause  of  cyclical  instability  in  housing 
credit.  We  will  return  to  this  discussion  in  the  last  section  of  our  paper 
as  part  of  an  effort  to  consolidate  the  innovation-regulation 
interrelationship. 

II.  Financial  Innovation  and  Economic  Welfare 

The  most  frequently  used  measure  of  welfare  is  consumption  per 
capita.  In  the  same  vein,  the  productivity  measure  generally  used  to 
indicate  technological  progress  is  output  per  man.  Innovation  in  the 
financial  sector  can  also  be  reflected  in  that  dimension.  The  introduc- 
tion of  a  medium  of  exchange  and  improvements  in  the  technology  and 
organizational  structure  of  the  payments  mechanism  release  resources 
from  the  exchange  process,  permitting  an  increase  in  production.  In- 
termediaries and  organized  financial  markets  tend  to  lower  the  cost  of 
capital  confronting  entrepreneurs,  thereby  increasing  investment,  and 
hence,  output  per  capita.  Risk  reduction  via  portfolio  diversification 
would  tend  to  reduce  the  cost  of  capital  as  well,  once  again  increasing 
output  per  man. 

The  last  point  suggests  that  in  addition  to  output  per  capita,  there 
should  be  another  dimension  to  the  effect  of  financial  innovation  on 
economic  welfare,  namely,  the  risk  associated  with  the  uncertain  re- 
turns on  real  investments.  When  the  innovation  of  financial  instru- 
ments or  practices  decreases  risk,  only  part  of  the  story  is  told  by  the 
induced  induction  in  cost  of  capital  and  higher  output  per  capita. 
Society  may  very  well  end  up  with  a  net  reduction  in  risk-bearing  in 
addition  to  the  fall  in  cost  of  capital.  This  is  similar  to  the  quality- 
improvement  aspect  of  a  technological  change.  Imt  when  dealing  with 
the  financial  sector,  it  is  crucial  not  to  ignore  this  explicit  and  measur- 
able (at  least  conceptually)  dimension.  The  innovation  of  insurance 
contracts  and  the  technology  for  constructing  well-diversified  portfo- 
lios are  clearly  beneficial  to  society  from  the  point  of  view  of  risk  bear- 
ing. Differentiated  financial  instruments  might  also  produce  the  same 
type  of  welfare  gain.  By  expanding  the  menu  of  financial  assets  (equi- 
ties, bonds,  preferred  stock,  commercial  paper  and  soon)  issued  by 
firms  in  the  real  sector  as  well  as  financial  firms,  the  risk  borne  by 
society  is  distributed  more  efficiently  among  economic  units  with  dif- 
ferent  t;i 

It  is  also  worth  mentioning  that  innovations  may  initially  increase 
welfare  but  eventually  turn  out  to  be  detrimental.  A  new  financial  in- 
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gfcrument  or  market  may  be  introduced  because  it  yields  private  bene- 
fits, despite  the  existence  of  social  costs.  The  introduction  of  Real 
Estate  Investment  Trusts  (REITs)  is  a  perfect  example  of  an  inno- 
vation which  yielded  profits  to  the  innovators,  appeared  to  increase 
welfare  by  providing  needed  funds  for  construction,  but  ultimately  led 
to  near-disaster  by  threatening  the  viability  of  major  banks.  In  gen- 
eral, social  costs  might  take  the  form  of  increased  instability  in  aggre- 
gate output  or  increased  sensitivity  of  the  financial  system  to  exoge- 
nous shocks.  Government  regulation  is  often  elicited  to  rectify  such 
externalities  and  this,  in  turn,  may  call  forth  a  new  set  of  financial 
innovations. 

The  introduction  of  government  regulation  into  the  dynamics  of 
financial  innovation  raises  the  curious  problem  of  the  welfare  implica- 
tion of  innovation  aimed  at  circumventing  regulation.  Clearly,  if  the 
regulation  succeeds  in  promoting  a  socially  desirable  objective,  that 
would  indicate  that  "circumventive  innovation"  (see  Holland,  1975) 
decreases  welfare.  On  the  other  hand,  regulation,  however  well  inten- 
tioned,  can  rarely  be  applied  with  pinpoint  accuracy.  Even  if  the  al- 
leged externalities  actually  exist,  the  blanket  imposition  of  regulations 
may  suppress  legitimate  activities.  Under  such  circumstances,  circum- 
ventive  innovation  succeeds  in  restoring  some  financial  service  that 
should  not  have  been  legislated  away.  Goldfeld  (1975)  takes  a  some- 
what stronger  position :'"..'.  regulations  that  invite  and  permit  sub- 
stantial circumventive  regulation  are  per  se  bad  regulations . . .  Sub- 
stantial innovation  of  this  sort  indicates  that  either  the  regulators 
missed  some  fundamental  truism  about  the  way  financial  markets  work 
or  that  they  knew  what  they  were  doing  but  simply  were  not  clever 
enough  to  close  all  the  loopholes.'' 

There  are  no  simple  answers  to  the  welfare  aspects  of  regulation- 
induced  financial  innovation.  One  lesson,  which  will  be  mentioned  again 
in  the  last  section  but  has  a  bearing  on  the  EFTS  issue  which  follows 
immediately,  is  that  regulations  ought  to  be  reversible.  More  specifi- 
cally, regulators  ought  to  reexamine  carefully  regulations  that  stimu- 
late substantial  circumventive  innovation.  They  then  should  be  brave 
enough  to  reverse  field  and  eliminate  the  inadequate  regulation  and 
replace  it  with  something  else  (or  nothing).  The  tendency  to  reinforce 
regulations  which  have  been  evaded  by  imposing  complementary  regu- 
lations results  in  a  patchwTork  regulatory  structure  that  can  hardly  be 
efficient.  The  suggestion  by  Goldfeld  that  reflations  that  invite  cir- 
cumventive innovation  are  per  se  bad,  is  precisely  the  source  of  patch- 
work regulations.  Only  by  scrapping  "circumvented  regulations''  and 
taking  a  newT  hard  look  at  the  problem  can  a  sensible  legal  structure  for 
financial  institutions  be  maintained. 

III.  Electronic  Funds  Transfer  System:  A  Regulatory 

Challenge 

ih.l  overall  evaluation 

The  emergence  of  an  electronic  funds  transfer  system  has  been  her- 
alded as  potentially  revolutionizing  the  financial  sector.  While  the 
direct  impact  appears  to  impinge  primarily  on  the  payments  mech- 
anism, the  implications  extend  well  beyond  such  initial  impulses.  With 
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drastic  changes  in  the  offing,  the  regulatory  challenge  is  clear  and 
simple :  should  legislators  sit  back  and  react  or  should  they  take  the 
lead  in  shaping  the  future  of  the  system  ? 

The  innovation-regulation  relationship  discussed  in  sections  I  and  II 
illustrates  the  pitfalls  that  confront  those  responsible  for  shaping  the 
legal  structure  of  the  financial  sector.  The  objectives  of  maintaining 
financial  stability  and  the  prevention  of  monopolistic  practices  justify 
some  form  of  government  intervention,  but  both  the  specific  nature  of 
the  rules  and  the  tendency  to  go  beyond  what  is  really  necessary  to 
meet  these  objectives  create  potential  sources  of  counterproductive 
regulation.  In  the  case  of  EFTS  the  main  source  of  legislative  difficulty 
stems  from  the  alleged  need  to  permit  expansion  by  groups  of  financial 
institutions  to  reap  the  economies  that  are  said  to  emerge  with  opera- 
tions beyond  a  specific  size,  while  at  the  same  time  insuring  open  access 
to  all  institutions  to  whatever  system  emerges.  For  example,  a  con- 
sortium of  commercial  banks  may  jointly  sponsor  an  electronic  trans- 
fer system — with  such  a  joint  venture  exempted  from  anti-trust  action 
in  order  to  permit  an  economically  viable  scale  of  operations.  But 
banks  will  have  a  strong  incentive  to  deny  access  to  the  system  to  other 
thrift  institutions,  thereby  retaining  a  competitive  advantage.  Thus, 
the  issue  of  open  access  to  the  system  (as  a  quid  pro  quo  for  an  anti- 
trust exemption — if  appropriate)  is  likely  to  be  a  significant  legisla- 
tive problem.  Before  delving  into  the  bank-thrift  institution  confron- 
tation, let  us  review  the  function  of  a  payments  system  in  general  and 
the  particular  role  that  an  electronic  funds  transfer  system  is  likely  to 
play. 

The  major  function  of  the  payments  mechanism  is  to  facilitite  the 
transfer  or  exchange  of  economic  resources.  Both  Brunncr  and  Meltz.er 
(1971),  from  a  theoretical  viewpoint,  and  Flannery  and  Jaffee  (197-°0  , 
from  a  more  applied  perspective,  emphasize  this  point.  The  use,  of  a 
medium  of  exchange  reduces  search  costs  associated  with  finding  a 
trading  partner  and  arriving  at  mutually  advantageous  terms  of  ex- 
change. The  movement  from  a  barter  economy  (bilateral  exchange  of 
goods  and  services)  to  one  with  a  medium  of  exchange  permits  eco- 
nomic units  to  devote  more  time  to  production  or  leisure  and  less  time 
to  the  exchange  process.  However,  a  particular  mode  of  exchange 
typically  entails  its  own  capital  and  labor  costs,  so  alternative  modes 
can  be  compared  for  their  relative  efficiency  at  different  volumes  of 
transactions. 

Besides  the  key  characteristic  of  the  cost  of  completing  a  transaction, 
there  are  also  ancillary  services  provided  by  alternative  payments 
anisms  which  help  determine,  the  particular  medium  of  exchange 
chosen  by  society.  In  terms  of  the  basic  textbook  characteristics,  we 
enn  distinguish  a  medium  of  exchange  on  the  basis  of  its  portability 
(important  since  not  nil  transactions  occur  at  the  same  geographic 
location),  ifs  divisibility  (the  ability  to  "make  change"  is  important 
because  I  ransactions  are  not  all  for  the  same  value  of  goods  and  serv- 
ices), its  durability  (transactors  would  be  unhappy  with  a  medium 
that  lost  value  while  it  was  being  stored  in  anticipation  of  future  trans- 
actions), its  security  from  theft  and  its  general  acceptability.  To  cite  a 
familial-  distinction,  commercial  bank  checks  are  more  portable,  divis- 
ible and  secure  from  theft  than  currency,  especially  for  large  amounts, 
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but  are  less  generally  acceptable  and  cost  more.  They  are  also  not  imme- 
diately available  to  the  payee  (the  check  must  "clear"  first). 

The  effects  of  an  innovation  in  the  payments  mechanism  can  be  di- 
vided conceptually  into  two  parts :  (1)  the  identical  transaction  service 
provided  at  lower  cost ;  (2)  improved  quality  of  service  with  no  change 
in  costs.  In  the  first  type  of  effect  a  straightforward  measure  of  the 
short-run  benefit  of  the  innovation  is  the  reduction  in  cost  per  transac- 
tion times  the  volume  of  transactions.  Over  the  longer  run,  as  demand 
expands  in  adjusting  to  the  new  (lower)  price,  the  total  gain  is 
bounded  from  below  by  the  foregoing  short-run  gain  and  from  above 
by  the  change  in  price  times  the  new  (larger)  volume  of  transactions. 

The  first  benefit  of  the  innovation  of  EFTS  is,  in  fact,  a  reduction  in 
the  cost  of  a  transaction.  According  to  Flannery  and  Jaffee  (1973,  pg. 
61)  the  marginal  cost  is  zero,  since  all  the  costs  of  EFTS  are  fixed,  with 
no  relation  to  the  number  of  messages  actually  processed.  Since  fixed 
costs  are  very  high,  the  volume  of  transactions  needed  to  justify  the 
introduction  of  EFTS  is  quite  large.  Thus,  EFTS  takes  on  some  of 
the  characteristics  of  a  public  utility,  with  the  associated  issues  of  who 
should  be  responsible  for  coordinating  its  implementation.  Donald 
Baker  (1974)  sets  forth  the  arguments  from  the  viewpoint  of  the  Jus- 
tice Department.  He  argues,  quite  correctty,  that  "even  if  electronic 
clearing  ultimately  proves  to  be  a  natural  monopoly  either  at  a  local  or 
national  level  ...  it  would  still  be  a  bad  idea  to  assume  the  fact  in 
advance."  Credit  cards  share  some  of  the  characteristics  of  EFTS  and 
competitive  systems  have  developed  and  have  operated  quite  success- 
fully. Innovation  and  diversity  of  consumer  services  can  be  best  pro- 
moted by  such  competing  networks.  Collective  action  by  private 
groups,  through  regional  clearing  associations  and  so  on,  permit  the 
economy  to  reap  the  benefits  of  scale  economies  without  suppressing 
competitive  pressures.  Collective  action,  therefore,  need  not  be  imple- 
mented by  the  government — and  it  may  very  well  be  suboptimal  to 
proceed  in  that  direction. 

This  is  likely  to  be  even  more  relevant  for  EFTS  than  it  has  been  for 
credit  cards.  Baker  (1974,  pg.  56)  puts  the  argument  best,  as  follows: 

.  .  .  electronic  clearing  does  not  have  to  be  confined  to  the  financial  industry  : 
indeed,  when  one  thinks  of  electronic  data  communications  as  a  relevant  line 
of  commerce,  financial  information  shrinks  to  a  small  portion  of  the  whole. 
A  private  data  communications  company  might  offer  a  number  of  services  to 
the  business  community,  including  the  financial  community,  only  one  of  which 
is  specifically  geared  to  transferring  funds.  A  company  that  offers  many 
services  may  be  able  to  achieve  economies  of  scale  so  great  that  the  cost  of 
the  clearing  function,  taken  by  itself,  would  fall  far  below  the  cost  of  a  net- 
work dedicated  exclusively  to  clearing  funds. 

On  these  grounds,  it  would  seem  that  with  the  "natural  monopoly"' 
aspect  of  EFTS  in  doubt,  the  principle  of  open  access  (at  competitive 
prices)  is  the  dominant  theme  that  legislators  must  bear  in  mind. 
Monopolistic  practices  cannot  be  sanctioned  under  the  nebulous  rubric 
of  public  benefit. 

There  is  at  least  one  obstacle  that  might  blunt  the  private  sector's 
incentive  to  change  to  electronic  clearing.  The  relatively  high  cost  of 
check  clearing  together  with  the  rising  volume  of  checks  should  en- 
ourage  the  innovation  of  EFTS.  But  one  of  the  services  provided  by 
the  Federal  Reserve  System  to  member  banks  is  "free"  check  collec- 
tion. This  has  been  justified  as  a  quid  pro  quo  for  member  bank  hold- 
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frigs  of  xero-interest-bearing  reserves.  But  as  pointed  out  by  Kaminow 
and  Iloskins  (1975)  this  is  a  highly  inefficient  pricing  mechanism  that 
ran  only  serve  to  inhibit  private  innovation.  Here  is  a  perfect  example 
of  complementary  government  regulations  which  initially  served  to 
rectify  some  of  the  inequities  of  the  system  but  wind  up  perpetuating 
inefficiencies. 

Besides  cost  reduction,  EFTS  is  likely  to  lead  to  substantial  quality 
gains  in  the  payments  mechanism.  Under  almost  all  systems  currently 
envisaged,  an  electronic  medium  of  exchange  will  be  perfectly  divis- 
able.  highly  portable,  perfectly  acceptable  and  at  least  reasonably 
secure  from  theft.  Security  from  theft  may  present  the  greatest  short- 
rim  problem,  and  will  likely  require  some  reinterpretation  of  the  law 
of  negotiable  instruments  to  handle  improper  payment  of  claims  pre- 
sented to  depository  agencies.  This  will  probably  take  the  form  of  an 
electronic  signature  system  to  replace  the  ordinary  signature  system 
currently  used  to  validate  bank  checks.  The  difficulty  will  be  in  making 
the  signature  unique  to  the  depositor  rather  than  to,  e.g.,  a  plastic 
card  which  could  itself  be  stolen.  _ 

A  less  likely  but  more  damaging  occasion  of  loss  is  the  possibility 
of  a  catastrophic  failure  of  the  electronics  of  an  EFTS  payments 
mechanism.  Once  electronic  transfers  become  commonplace  in  retail 
transactions  the  potential  for  severe  damage  to  the  economic  system 
is  far  greater  than  is  the  case  when  electronic  transfers  are  restricted 
to  wholesale  transactions,  as  in  the  current  transfers  of  commercial 
bank  deposits  on  the  books  of  district  Federal  Reserve  banks.  This  is 
an  example  where  an  innovation  with  important  private  benefits  could 
lead  to  a  more  fragile  financial  sector  and  engender  the  possibility  of 
substantial  social  costs.  A  back-up  system  of  records,  independent  of 
the  on-line  computer  network  is  certain  to  be  a  minimal  precaution. 

III.  2    STRUCTURE   OF  FINANCIAL  INSTITUTIONS 

Let  us  now  turn  to  some  specific  implications  of  the  innovation  of 
EFTS  for  the  structure  of  the  financial  sector.  This  is  the  area  which 
generates  the  most  heated  discussions  because  existing  interests  and 
eon>tituencies  are  threatened.  The  key  to  much  of  the  controversy  lies 
in  the  competitive  pressures  that  emerge  as  a  by-product  of  EFTS: 
competition  between  bank  and  nonbank  thrift  institutions  and  com- 
petition between  large  and  small  institutions. 

A  key  characteristic  of  EFTS,  which  has  already  emerged  as  part 
of  the  existing  system,  is  remote  terminals  which  permit  bank 
customers  to  deposit  and  withdraw  funds  at  such  "unbanking"  places 
as  supermarkets.  Point  of  sale  (POS)  terminals  have  already  been 
instituted  in  supermarkets  in  Nebraska  and  California.  This  practice 
will  become  flic  rule  rather  than  the  exception.  Are  such  off-banking 
deposit-withdrawal  services  to  be  considered  bank  branches,  subject 
to  the  familiar  restrictions  on,  such  operations?  Small  banks,  especially 
in  unit-banking  states  argue  that  this  should  be  the  case  since  otherwise 
a  few  large  banks  will,  in  effect,  branch  across  the  entire  country, 
monopolize  local  banking,  deny  customers  the  services  to  which  they 
have  become  accustomed  and  destroy  the  competitive  environment  sug- 
gested by  the  some  14,000  banks  in  the  United  States  today. 
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This  argument  should  not  be  given  much  weight.  Competitive  pres- 
sure and  diversity  of  customer  services  are  likely  to  increase  as  a  result 
of  the  proliferation  and  perfection  of  off-premises  deposit-withdrawal 
facilities.  Unit  banking  laws  account  for  the  large  number  of 
banks  in  the  United  States,  not  economic  factors.  One-bank  towns  can 
hardly  be  held  up  as  models  of  competitive  pressure.  If  the  customer 
relationship  is  as  important  as  is  suggested,  then  remote  terminals 
will  not  drive  the  small  banker  out  of  business.  This  assumes,  of  course, 
that  access  to  an  EFT  system  is  available  to  small  as  well  as  large 
banks.  Indeed,  the  development  of  competing  systems,  one  of  which 
is  a  consortium  of  small  banks,  seems  a  likely  possibility.  This  will 
work  against  the  small  banker's  demise. 

The  second  main  area  of  concern  is  bank-nonbank  competition.  The 
negotiable  order  of  withdrawal  (NOW  account)  initiated  in  1971  by 
a  Delaware  savings  bank  and  made  popular  in  1972  by  mutual  savings 
banks  in  Massachusetts  was  the  first  step  in  blurring  the  distinction 
between  demand  and  time  deposits.  Formalities  aside,  NOW  accounts 
permit  depositors  to  write  checks  on  savings  accounts.  Thrift  institu- 
tions can,  in  essence,  compete  with  the  services  provided  by  commercial 
bank  demand  deposits.  The  ability  to  make  third  party  payments  with 
savings  deposits  raises  the  question  of  why  reserve  requirements  and 
maximum  interest  rates  should  be  different  on  demand  compared  with 
time  deposits.  It  also  raises  the  question  of  why  thrift  institutions 
should  retain  tax  advantages  relative  to  commercial  banks.  The  dis- 
advantages of  the  thrifts  (for  which  they  receive  a  tax  break)  are 
rapidly  disappearing. 

The  introduction  of  EFTS  will,  therefore,  further  erode  the  dis- 
tinctions between  time  and  demand  accounts  and  therefore  between 
bank  and  nonbank  institutions.  This  assumes  that  the  crucial  issue  of 
who  should  have  access  to  the  EFT  system  is  decided  in  favor  of  open- 
access  to  all.  A  major  change  in  the  regulatory  framework,  tearing 
down  barriers  to  competition,  is  necessary  in  order  to  avoid  a  pro- 
liferation of  "superfluous  innovation"  aimed  at  skirting  the  regula- 
tions. Once  again,  if  specialized  institutions  are  desired  by  savers — 
they  will  remain.  If  they  don't,  why  perpetuate  them  via  legislation  ? 

A  somewhat  different  aspect  of  bank-nonbank  competition  is  the 
possibility  of  combining  EFTS  with  the  new  "money  market"  mutual 
funds  which  have  appeared  in  the  past  few  years.  These  funds  are  ex- 
clusively due  to  the  binding  interest  rate  ceilings  imposed  on  depository 
institutions  at  times  when  open  market  rates  rise  well  above  ceiling 
rates.  Open  market  instruments  typically  are  available  only  in  large 
units  like  $100,000  or  $1  million,  and  money  market  funds  make  the 
valuable  contribution  of  overcoming  such^size  problems.  If  savers 
gain  electronic  access  to  such  funds,  and  if  rate  ceilings  continue  to 
provide  substantial  incentives  for  participation,  it  is  possible  that 
some  participants  will  substitute  fund  shares  for  commercial  bank 
deposits  (some  substitution  undoubtedly  has  already  occurred). 

The  combination  of  EFTS  and  money  market  funds  is  similar  to 
the  payment  of  interest  on  demand  deposits.  There  is,  however,  a 
major  difference.  The  assets  of  fund  participants  are  denominated  in 
proportional  shares  rather  than  in  dollars,  as  with  demand  deposits. 
If  the  holders  of  these  shares  suspect  any  potential  credit  defaults 
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among  issuers  of  the  assets  typically  held  by  the  money  market  funds, 
e.g..  commercial  paper  or  large  certificates  of  deposits,  they  may  choose 
tcT  convert  their  shares  in  a  scramble  for  liquidity,  which  would  in 
turn  trigger  large  scale  sales  of  the  underlying  investments.  Since  the 
conversion  of  the  shares  could  be  done  quickly  via  EFTS  the  rime- 
frame  for  a  financial  crisis  might  be  considerably  shortened  relative 
to  crises  of  recent  experience,  such  as  the  crisis  in  the  commercial 
paper  market  following  the  bankruptcy  of  Penn  Central.  This  is  an- 
other dimension  where  EFTS  may  lead  to  a  more  fragile  financial 
sector,  and  will  doubtless  require  some  kind  of  regulatory  safeguards, 
including  possibly  authorizing  money  market  funds  to  suspend  con- 
version without  notice  (this  practice  was  used  b}^  mutual  savings 
banks  in  several  financial  crises  in  the  last  century,  and  is  still  com- 
monly available  to  financial  institutions  issuing  passbook  liabilities). 
We  have  thus  far  touched  mostly  on  the  ownership  and  competition 
aspects  of  EFTS.  "We  have  also  implied  that  the  dangers  of  pre- 
regulation  are  likely  to  be  greater  than  post-regulation.  Exhibits  I 
and  II,  reproduced  from  Lovati  (1975)  indicate  that  the  move  towards 
"electronics  in  finance''  is  well  underway.  There  are  other  unresolved 
issues  associated  with  the  innovation  of  an  electronic  funds  transfer 
system,  such  as  the  problems  for  monetary  policy.  These  take  us  some- 
what away  from  our  theme  of  EFTS,  innovation,  and  regulation.  A 
number  of  books  have  been  written  which  are  useful  references  for 
further  discussion.  In  addition  to  Flannery  and  Jaffee's  book  men- 
tioned above,  a  recent  volume  by  Bender  (1975,  especially  Chapters  4 
and  5)  and  the  article  by  Holland  (1975)  would  be  most  useful. 

EXHIBIT  1 
EFTS  Applications  Approved  by  FHLBB  (May  2,  1975) 


Institution  l 

Number  and 
Type  2 

Location 

California 

California  Federal  Savings  & 

5     M 

supermarkets 

Loan  Association,  Los  Angeles 

Clendale  Federal  Savings  & 

70     POS 

supermarkets 

Loan  Association 

San  Diego  Federal  Savings  & 

4     A 

airports 

Loan  Association 
Colorado 

Joint  Denver  Project 

(6  Federal  Savings  &  Loan 

Associations,  (i  State  Savings  & 

Loan  Associations) 
Florida 

Boca  Raton   Federal  Savings  & 

Loan  Association 
Joint  Projecl 

West  Palm  Beach 

(4  Federal  Savings  &  Loan 

Associations) 
United  Federal  Savings  &  Loan 

Association,  Fort  Lauderdale 

Illinois 

Iroquois  Federal  Savings  & 

ii  Association,  Watseka 
Iowa 

First  Federal  Savings  A  Loan 
Association  of  Council  Bluffs 


1     A 


free4  standing  building 


7  A  shopping  centers 

2  A  supermarkets 

4  A  shopping  centers 

1  A  shopping  center 

2  M  supermarkets 
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EXHIBIT  1 
EFTS  Applications  Approved  by  FHLBB  (May  2,  1975)— Continued 


Institution  ! 

Numb 

er  and 

Location 

Ty] 

pe  2 

Kansas 

Capitol  Federal  Savings  &  Loan 

4 

M 

supermarkets 

Association,  Topeka 

Minnesota 

Twin  City  Federal  Savings  & 

1 

A3 

airport 

Loan  Association,  Minneapolis 

7 

M 

supermarkets 

6 

M 

department  stores 

Nebraska 

First  Federal  Savings  &  Loan 

24 

M< 

supermarkets 

Association  of  Lincoln 

>hared  with  First  Federal 

Savings  &  Loan  Association  of 

Omaha  and  3  State  Savings  and 

Loan  Associations 

New  Jersey 

Collective  Federal  Savings  & 

1 

M 

supermarket 

Loan  Association,  Egg  Harbor 

Ohio 

Buckeye  Federal  Savings  & 

27 

M 

supermarkets 

Loan  Association,  Columbus 

3 

M 

department  stores 

Oklahoma 

Tulsa  Federal  Savings  &  Loan 

2 

As 

shopping  centers 

Association 

Pennsylvania 

First  Federal  Savngs  &  Loan 

5 

M 

supermarkets 

Association  of  Pittsburgh 

Washington 

Bellevue  Project,  Seattle 

2 

A 

shopping  centers 

(10  Federal  Savings  &  Loan 

Associations,  4  Mutual  Savings 

Banks,  2  State  Savings  &  Loan 

Associations) 

Wisconsin 

First  Federal  Savings  &  Loan 

3 

M 

supermarket/discount 

Association  of  Madison 

department  stores 

1  Institutions  are  listed  alphabetically  bjr  state. 

2  Type  refers  to  automated  teller  terminal  (A)  or  merchant  operated  terminal 
(M) .  POS  terminals  are  located  at  the  check-out  counter. 

3  Terminal  is  operational. 

4  Five  terminals  are  operational. 

5  One  terminal  is  operational. 

Source:  Lovati  (1975). 

EXHIBIT  II 

CBCT  Notifications  filed  with  the  Comptroller  of  the  Currency  (May  30,  1975) 


Institution 


Number  and 
Type  2 


California 

Bank  of  America  National  Trust 
and  Savings  Association,  San 
Francisco 
Colorado 

First  National  Bank,  Fort  Col- 
lins 


Location 


3     A  supermarkets 


1     A  loan  production  office 


206 


CBCT  Notifications  filed  with  the  Comptroller  of  the  Currency  (May  30,  1975)- 

Continued 


Number  and 

Institution  1 

Ty 

pe  2 

Location 

Florida 

First     National     Bank    in     Ft. 

l 

A 

shopping  center 

Myers 

Sun  "  First    National    Bank    of 

2 

A 

mobile  home  parks 

Leesburg 

Georgia 

First  National  Bank  of  Atlanta 

1 

A 

university  campus 

1 

A 

shopping  center 

Illinois 

Continental     Illinois     National 

2 

A 

central  financial  district 

Bank    and    Trust    Company, 

1 

A 

train  station 

Chicago 

124 

M 

62  supermarkets 

Mid-West    National    Bank    of 

1 

M 

supermarket 

Lake  Forest 

Iowa 

Iowa-Des       Moines       National 
Bank 
Minnesota 

5 

M 

supermarkets 

Zapp  National  Bank,  St.  Cloud 

1 

A 

shopping  center 

Missouri 

First     National     Bank     in     St. 

1 

A 

factory 

Louis 

1 

A 

supermarket 

Nebraska 

The     United     States     National 

2 

M 

supermarkets 

Bank  of  Omaha 

1 

M 

department  store 

2 

M 

yet  to  be  determined 

Omaha  National  Bank 

14 

M 

supermarkets 

5 

M3 

restricted  line  department 
stores 

New  Jersey 

The  National  State  Bank,  Eliza- 

1 

A 

(4) 

beth 

Ohio 

The    Central    Trust    Company, 

2 

A 

supermarkets 

Cincinnati 

1 

A 

plant 

Oklahoma 

First    National    Bank   &    Trust 

1 

A 

shopping  center 

Company  of  Enid 

Utica  National  Bank,  Tulsa 

2 

M 

shopping  centers 

Oregon 

United  States  National  Bank  of 

1 

A 

shopping  center 

Oregon,  Portland 

Tenn< 

First  National  Bank  of  Memphis 

2 

A* 

supermarkets 

Washington 

Peoples  National  Bank  of  Wash- 

1 

A 

(4) 

ington,  Seal  1  le 

Seattle-First  National  Bank 

5 

A 

-hupping  centers 

I 

A 

business  district 

Wisconsin 

First  National  Bank  in   Meno- 

1 

A 

shopping  center 

monie 

1 

A 

supermarket 

1  Institutions  are  listed  alphabetically  by  state. 

2  Type  refers  to  unmanned  automated  CBCT  (A)  or  manned  CBCT  (M). 

3  Facilities  shared  with  First  Federal  Savings  &  Loan  of  Lincoln. 
*  Additional  information  requested. 

■  (  laife  dispensers  only. 

Source:  Lovati  (1975). 
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IV.  Regulation  and  Innovation:  Some  Principles 

It  is  virtually  impossible  to  detail  each  and  every  regulatory  change 
that  should  be  made  to  accommodate  the  financial  system  to  EFTS 
in  particular,  or  to  financial  innovation  in  general.  A  second  best  solu- 
tion is  to  outline  some  of  the  principles  that  legislators  and  regulators 
must  keep  in  mind  in  order  to  foster  a  financial  system  that  is  most 
likely  to  deliver  the  services  that  society  wants.  There  are  two  general 
statements  based  on  the  foregoing  discussion  that  ought  to  be  kept  in 
mind : 

(1)  Legislate  so  that  the  regulators  have  considerable  flexibility 
as  to  particular  details.  This  will  permit  outmoded  regulations  or 
ones  that  produce  significant  "circumventive  regulation*'  to  be  revised. 

(2)  Explicit  recognition  of  the  interrelationship  between  financial 
intermediaries  and  financial  markets  will  discourage  a  narrowly- 
focused  regulatory  approach.  What  initially  is  done  through  an  inter- 
mediary can  be  undone  by  a  market  and  vice  versa. 

The  modified  maxim :  ''Those  that  regulate  least  regulate  best" 
might  characterize  our  discussion.  (For  a  diametrically  opposing  view 
see  Minsky,  1975.)  The  experience  within  the  financial  sector  itself 
leads  us  to  such  a  philosophy.  But  in  addition,  the  fact  that  financial 
services  can  and  are  provided  by  non-financial  firms  points  up  the 
folly  of  considering  financial  regulation  in  a  vacuum.  Christophe's 
study  (1974)  of  the  provision  of  consumer  credit  by  non-financial 
corporations  should  be  kept  in  mind.  Consumer  installment  credit  is 
dominated  by  large  retailers  and  manufacturing  corporations.  Com- 
petitive pressures  in  the  real  sector  are  likely  to  substitute  for  regula- 
tion-suppressed competition  in  the  financial  sector.  It  is  hopeless  to 
shape  the  long-run  character  of  financial  services  by  simply  regulating 
the  financial  sector.  It  will  drive  financial  services  into  the  real  sector. 
And  if  a  completely  regulated  system  is  what  we  really  want,  that  is 
where  it  will  lead. 

To  soften  somewhat  the  anti-regulatory  tone  of  our  discussion,  it  is 
Ayorth  noting  the  distinction  between  short-run  and  long-run  objec- 
tives. Financial  regulation  takes  time  to  be  undone.  As  a  device  for 
temporarily  counteracting  some  threat  to  the  system  or  as  means  for 
diverting  credit  for  a  short  time  period,  regulation  may  very  well 
succeed,  and  in  a  relatively  efficient  manner.  On  the  other  hand,  when 
laying  the  groundwork  for  the  long-run  structure  of  the  financial  sys- 
tem, it  is  more  appropriate  to  give  the  system  as  much  flexibility  as 
possible.  It  is  better  to  let  the  regulatory  structure  adjust  to  the 
evolution  of  financial  markets  and  institutions  rather  than  the  reverse. 
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ADDENDUM 

MUNICIPAL  BOXD  MARKET  '.  AX  EXAMPLE  OF  REGULATIOX  AXD  INNOVATION 

Abstracting  from  the  specificity  of  New  York  City's  immediate 
problems  in  the  municipal  bond  market,  the  evolution  of  and  prospeccs 
for  municipal  finance  provide  an  interesting  lesson  for  the  interaction 
between  legislation  and  financial  sector  innovation.  One  of  tne  most 
significant  developments  has  been  the  general  erosion  of  the  "captive" 
market  for  state-local  bonds  in  the  portfolios  of  commercial  banks. 
As  commercial  banks  have  come  to  make  increased  use  of  the  tax 
shelters  in  leasing  and  foreign  operations,  they  have  had  less  need 
for  tax-free  interest  income.  This  has  resulted  in  an  increased  share 
of  municipals  held  by  the  nonbank  public.  In  order  to  induce  the 
marginal  investor  in  a  lower  tax  bracket  to  hold  tax  free  bonds,  the 
yield  has  had  to  increase.  A  visual  inspection  of  yield  spreads  between 
municipals  and  taxable  bonds  shows  a  narrowing  of  spreads  since  1969. 
The  higher  yields  are  one  component  of  the  cash  flow  problem  of  local 
governments. 

What  does  this  mean  for  financial  innovation?  If  there  are  no 
changes  in  the  tax  treatment  of  state-local  obligations  (or  tax  treat- 
ment of  financial  intermediaries)  it  is  highly  likely  that  the  recent 
emergence  of  municipal  bond  funds  will  turn  into  rapid  growth.  The 
mutual  fund  industry  owes  its  growth  to  its  ability  to  access  the 
"small"  investor  to  a  market  with  economies  of  scale.  The  same  would 
be  true  of  municipal  bond  funds :  risk  pooling,  expertise  and  reduced 
transactions  costs  are  likely  to  make  municipal  bond  funds  a  major 
growth  industry. 

There  are  legislative  changes  that  might  very  well  take  place  that 
could  forestall  such  a  development.  The  removal  of  the  tax-free  status 
of  municipals  and  its  replacement  by  direct  subsidies  is  obvious.  The 
advantage  of  such  a  change  increases  with  the  relative  rise  in  yields 
on  municipals.  Similarly,  eliminating  some  favorite  commercial  bank 
tax  shelters  as  part  of  overall  tax  reform  would  also  short-circuit 
growth  of  municipal  bond  funds.  Finally,  removing  some  of  the  favor- 
able tax  treatment  accorded  nonbank  financial  intermediaries  would 
open  up  a  new  market  for  the  obligations  of  state-local  governments. 

Here  is  a  perfect  example  of  a  case  where  legislation  (or  lack 
thereof)  can  shape  the  future  growth  of  a  financial  industry.  While 
we  have  suggested  that,  in  general,  it  would  be  best  not  to  permit 
legislation  or  regulation  to  interfere  with  the  emergence  of  a  financial 
industry  or  service,  the  current  characteristics  of  the  municipal  bond 
market  have  been  very  much  shaped  by  past  tax  legislation.  Thus,  it 
might  be  superior  to  completely  revise  the  tax  status  of  municipals 
and  financial  intermediaries  and  thereby  shed  the  municipal  bond 
market  of  its  peculiar  characteristics.  Under  such  circumstances  the 
innovation  of  the  highly-specific  municipal  bond  fund  may  prove  to 
be  unnecessary. 
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BANK  TRUST  DEPARTMENTS  AND  PUBLIC  POLICY 

TODAY 

(By  Roy  A.  Schotland*) 

1.  The  Question  and  the  Facts: 

Is  there  any  point  at  which  a  single  institutional  investor — a  bank 
trust  department,  or  an  insurance  company,  or  a  mutual  fund — is 
responsible  for  so  much  of  the  buying  or  selling  of  a  number  of  stocks 
that  that  one  firm  cannot  avoid  virtually,  or  actually,  setting  the  mar- 
ket price  for  those  stocks  ?  For  example,  if  one  bank  trust  department 
in  one  year  bought  30  percent  of  all  the  shares  traded  that  year  in 
International  Nickel  stock,  then  the  price  of  that  major  corporation 
stock  would  hardly  be  a  public  market  price.  That  is,  the  price  would 
not  reflect  the  balanced  result  of  decisions  by  many  different  people 
and  firms,  with  a  wide  diversity  of  views  and  of  investment  needs.  In- 
stead, it  would  be  a  price  influenced  or  virtually  set  by  the  decision  of 
a  handful  of  people  on  one  committee  in  that  one  trust  department. 

This  is  not  a  hypothetical  question.  In  1975,  the  nation's  largest 
institutional  investor,  the  Trust  and  Investment  Division  of  the  Mor- 
gan Guaranty  Trust  Company  in  Xew  York,  bought  31  percent  of  all 
the  shares  of  International  Nickel  traded  that  year.  In  1974,  the  Mor- 
gan bought  enough  International  Nickel  to  account  for  25  percent  of 
all  trading  in  that  stock.1 

The  Morgan's  activity  in  Nickel  is  not  a  "sport",  but  rather  part  of 
a  consistent  pattern  of  dramatic  dimensions.  In  1973,  1974,  and  1975 
(the  only  years  on  which  data  are  available),  there  were  128  instances 


*Professor  of  Law,  Georgetown  University  Law  School.  Paper  prepared  for  the  Financial 
Institutions  and  tJie  Nation's  Economy  (FINE)  Study  of  the  House  Committee  on  Banking, 
Currency,  and  Housing. 

1  All  volume  figures  include,  in  addition  to  the  volume  on  the  NYSE  itself,  the  volume 
traded  in  those  NYSE-listed  stocks  on  regional  exchanges — the  Midwest,  Pacific,  PBW, 
Boston  and  Cincinnati — and  in  the  "Third  Market,"  i.e.,  over  the  counter. 

Data  on  purchases,  sales  and  holdings  have  been  reported  on  a  quarterly  basis  to  the 
Comptroller  of  the  Currency  by  large  trust  departments  in  national  banks  since  1974.  The 
Federal  Reserve  Board,  responsible  for  supervising  state-chartered  member  banks'  trust 
departments,  does  not  assure  similar  reporting  by  banks  within  its  jurisdiction,  an  inex- 
plicable and  unexplained  lapse.  Within  the  FRB  jurisdiction  are  such  major  trust  depart- 
ments as  the  Morgan,  Bankers  Trust  (3rd),  U.S.  Trust  (6th),  and  Manufacturers  Hanover 
(7th). 

The  Morgan  voluntarily  reports  full  data  to  the  Comptroller,  as  do  a  few  of  the  other 
state-chartered  banks.  However,  data  as  called  for  by  the  Comptroller  are  exceedingly, 
almost  defiantlv,  difficult  to  use.  and  cumulating  figures  for  a  year  would  be  an  inordinate 
task.  The  1973  and  1974  cumulated  data  used  here  are  from  the  Morgan's  own  "annual 
reports"  (Reports  III  and  IV)  for  its  Trust  and  Investment  Division.  The  1975  data  were 
made  available  for  use  by  the  FINE  Study  shortly  before  their  regular  publication  in 
cumulated  form  so  that  this  analysis  could  be  undertaken,  although  not  released  until 
after  the  Morgan's  own  release  (Report  V). 

Roy  Schotland.  a  consultant  to  the  FINE  Study,  and  James  Pierce,  the  Director  of  the 
Study,  are  indebted  to  the  officers  of  the  Morgan  for  this  invaluable  aid  and  cooperation, 
particularly   noteworthy   in   light  of  their  prior  knowledge  of  the  analysis  beine:  made. 

Appreciation  is  due  also  to  Computer  Directions  Advisors  Inc.  (Silver  Spring,  Md.),  who 
regularly  digest  and  publish,  in  form  usable  for  most  purposes,  the  data  collected  by  the 
Comptroller,  and  particularly  to  Mr.  Spiros  Kripotos  of  CDA :  and  to  Ethan  Hilton  Siegal 
and  John  R.  Youngken  of  the  FINE  staff,  who  had  the  patience  and  good  humor  to  prepare 
the  data  for  1974  and  1975. 

Of  course  any  errors  are  the  sole  responsibility  of  the  author. 
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in  "which  the  Morgan's  net  purchases  or  net  sales  of  XYSE  stocks 
exceeded  5  percent  of  total  purchases  or  sales  in  those  stocks.  In  16 
of  those  instances,  the  Morgan  accounted  for  over  20  percent  of  all 
buying  or  selling.2 

Note  that  these  figures  refer  not  to  the  amount  of  Nickel  or  other 
shares  outstanding,  but  rather  are  percentages  of  a  year's  trading  in 
those  stocks.  Some  stocks  trade  or  '"turn  over-  each  year  only  a  tiny 
proportion  of  their  total  shares  outstanding,  other  stocks  turn  over 
more  than  the  total  outstanding.  The  larger  the  company,  of  course, 
the  less  likely  that  its  turnover  will  be  as  large  as  the  total  outstand- 
ing, unless  the  situation  is  highly  speculative. 

Most  discussions  of  whether  institutional  investors  "control^  or 
"influence"  the  operating  corporations  in  which  they  own  stock  has 
been  in  terms  of  the  proportion  of  the  outstanding  stock  held  by  one 
trust  department,  or  perhaps  by  the  "big  six"  trust  departments  in 
New  York  City,  or  by  trust  departments  as  a  category.  Largo  trading- 
is  obviously  also  important  in  evaluating  institutional  investors.  It  is 
trading  that  determines  the  stock's  price,  even  if  total  trading  volume 
is  only  a  small  fraction  of  the  total  shares  outstanding.  Thus  a  single 
investor's  large  trading,  by  its  significant  if  not  even  determinative 
effect  on  the  price,  has  important  impacts  on  the  corporation,  the 
other  shareholders  and  potential  shareholders,  and  even  upon  stocks 
in  the  same  industry  whose  prices  usually  tend  to  be  affected  together. 
It  is  impossible  to  measure  how  much  price  impact  such  trading  does 
have,  because  so  many  factors  go  into  each  stock's  price  at  any  mo- 
ment. But  it  defies  belief  that  massive  buying  or  massive  selling 
would  not  have  at  least  significant  impact,  at  least  in  the  short  run. 
In  the  long  run,  the  price  will  be  determined  by  factors  external  to 
any  one  institutional  investor's  control  or  judgment,  but  of  course 
the  long  run  itself  is  likely  to  be  affected,  at  least  in  a  significant 
number  of  instances,  by  those  short-run  impacts. 

The  Morgan  trust  department's  trading  is  analyzed  here  because 
it  is  not  only  the  largest  institutional  investor,  with  a  portfolio  of 
equities  amounting  to  $15.4  billion  as  of  end-1975.  but  also  beeau-e  it 
is  vastly  larger  than  any  other:  The  second-largest  trust  department. 
Citibank,  had  only  two-thirds  as  much  equities,  $10.3  billion.  To  get 
perspective  on  such  figures,  note  that  the  combined  equity  holdings 
of  "fl  life  insurance  companies  totalled  about  $28.3  billion  at  the  same 


2  The  12,9  instances  are  set  forth  in  detail  at  the  end  of  this  paper.  In  tables  5-7. 

For  explanations  of  the  sources  and  calculations  of  "net  purchases,"  "net  sales"  and 
volume  figures,  see  Appendix  1. 

The  128  instances  do  not  include  other  instances  of  heavy  trading  in  unlisted  securities 
on  which  trading  data  are  not  available  or  have  only  recently  become  available.  For 
example,  in  1974  Morgan's  fourteenth  largest  purchase  was  $23.1  million  worth  (664.900 
shares)  of  BankAmorica.  which  trades  over  the  counter.  They  also  bOUghl  $18.8  million 
worth  (472. 8R0  shares)  of  Connecticut  General  Insurance  Corp.,  also  over  the  counter. 
Those  purchases  were,  respectively.  5.8  and  8  percent  of  the  total  trading  in  those  stocks 
for  that  year.  All  figures  include  only  companies  with  $100  million  or  more. 

Moreover,  the  precise  percentages  of  buying  or  selling  done  hy  the  Morgan  in  these 
128  instances  actually  considerably  understate  the  Significance  of  the  Morgan's  trading, 
relative   to  other   institutional    investors   and   the   rest   of   t ho   public.    This   i<   so   because   B 

(substantial  proportion  of  nil  volume  is  accounted  for  hy  NYSE  member  firms'  trading, 
roch  as  the  "specialists"  who  make  markets  on  the  floor,  or  the  "block  positioners."  Member 

firm  activity  accounts  for  different  proportions  of  total  volume  iu  different  Stocks,  and 
-lata  are  nor  available  stock  by  stock.  On  average,  member  firms  account  for  20  25  percent 
Of  all  huvlnjr  or  selling  in  a  stock.  cNeodham.  "Our  Kind  of  a  Central  Auction  Market 
Ry*tem,"  Commercial  A  Financial  Chronicle,  Sent.  20.  1978,  PP.  1.  4.1  Therefore,  if  the 
Morpan  accounted  for  ?>0  percent  of  the  buying  in  Nickel,  the  rest  of  the  public  probably 
accounted  for  not  the  remaining  70  percent,  buy  only  about  45  50  percent  -not  even 
twice  afl  much   as   the   Morgan  alone — With  the  balance  accounted  for  by  member  firms. 
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time.3  In  no  way  does  this  analysis  inpute  any  impropriety  to  the 
Morgan ;  indeed,  like  many  other  observers,  I  consider  both  that  bank 
and  that  trust  department  unsurpassed  in  their  operation  and 
integrity. 

Total  asset  size  shapes  the  pattern  of  both  holdings  and  trading. 
Many  bank  trust  departments  are  large  enough  to  show  what  huge 
size  means  in  terms  of  holdings — concentration  in  major  corpora- 
tions— but  only  the  Morgan  is  already  large  enough  to  show  dra- 
matically what  great  size  means  for  trading  patterns.  The  examina- 
tion is  worthwhile  because  institutional  investors  generally,  and  bank 
trust  departments  particularly,  are  growing  rapidly.  What  is  oc- 
curring in  significant  degree  at  only  the  Morgan  today,  will  spread. 
A  protective  limitation,  which  paradoxically  has  long  been  law  for 
much  smaller  institutional  investors,  is  recommended  in  Section  4  be- 
low for  all  institutional  investors. 

The  full  picture  of  the  Morgan's  major  trades  in  1975  and  the  other 
two  years  for  which  data  are  public,  1973  and  1974,  appears  in  Table 
1.  showing  large  net  purchases  or  net  sales,  but  excluding  stocks  in 
which  large  activity  occurred  in  both  purchases  and  sales.4 

TABLE  l.-NUMBER  OF  NYSE  STOCKS  IN  WHICH  MORGAN  ACCOUNTED  FOR  MORE  THAN  SUBSTANTIAL 
PERCENTAGES  OF  TOTAL  PURCHASES  OR  SALES  IN  THOSE  STOCKS  FOR  THE  YEAR,  BY  MORGAN'S  NET  PUR- 
CHASES OR  NET  SALES i 

1973  1S74  1975 


Pur- 

chases 

Sales 

Total 

2  25 

16 

41 

10 

8 

18 

6 

5 

11 

3 

2 

5 

1 

1 

2 

1 

1 

2 

19 

14 

33 

12 

6 

18 

6  „ 

6 

2  „ 

2 

1  ._ 

1 

Pur- 

chases 

Sales 

Total 

33 

21 

54 

19 

7 

26 

15 

2 

17 

9  . 

9 

6  . 

6 

4  . 

4 

1  . 

1 

Morgan  alone  accounted  for  Pur-  Pur- 

more  than—  chases    Sales      Total  chases      Sales       Total 

5  percent  of  total 

10  percent  of  total 

15  percent  of  total 

20  percent  of  total 

25  percent  of  total 

30  percent  of  total 

35  percent  of  total 

1  For  notes  explaining  "netting"  and  total  volume,  see  appendix  1. 

2  Numbers  in  each  line  of  course  include  numbers  in  lower  lines.  Thus,  in  the  1973  purchases  column,  Morgan  volume 
was  5  to  10  percent  in  15  stocks,  and  over  1C  percent  in  another  10  stocks,  etc. 

The  dry  data  of  Table  1  are  a  mere  skeletal  summary  of  a  stunning 
story,  appreciated  only  by  remembering  just  how  major  are  the  stocks, 
and  just  how  massive  the  trading,  reflected  in  this  Table. 

In  1975,  the  Morgan  accounted  for  net  purchases  of  Kaiser  Alumi- 
num amounting  to  38.5  percent  of  total  trading;  in  Crown  Zellerbach, 
28.6  percent;  in  Manufacturers  Hanover,  another  Xew  York  bank, 
24  percent.  In  sum,  there  were  6  stocks  in  each  of  which  the  Morgan's 

3  For  fuller  data  on  asset  sizes,  see  Section  2  below.  The  life  insurance  figure,  up  from 
1974\s  $21.9  billion,  is  a  preliminary  estimate  made  in  April  1976  by  the  primary  data 
source,  the  Institute  of  Life  Insurance. 

4  This  exclusion,  fully  explained  in  Appendix  1,  leads  to  another  understatement  of  the 
Morgan's  relative  impact.  (For  the  first  causes  of  understatement,  see  n.2  supra.)  Some  few 
of  the  excluded  stocks  may  have  involved  concurrent  trading  with  the  Morgan's  buying  and 
selling  neutralizing  each  other,  with  little  if  any  price  impact.  Such  stocks  cannot  readily 
be  distinguished  from  others  in  which,  say,  heavy  buying  for  five  months  was  followed 
by  a  switch  and  then  heavy  selling  for  7  months,  with  either  the  buying  or  selling — or 
both — being  large  enough  in  volume  to  affect  the  price.  Because  of  the  difficulty  of  dis- 
tinguishing between  concurrently  traded  and  "switch"  stocks,  it  seemed  more  conservative. 
in  light  of  the  thesis  of  this  paper,  to  understate  the  significance  of  the  Morgan's  trading 
and  show  separately  the  excluded  stocks,  as  in  Tables  5c  and  6c.  (No  separate  data  are 
presented  on  1973,  although  there  were  instances  that  year  similar  to  those  shown  for 
1975  in  Table  5c  and  1974  in  Table  6c.) 


214 

buying  alone,  or  Morgan  selling  alone,  accounted  for  more  than  25 
percent  of  total  trading:  in  26  stocks  it  was  over  10  percent  and  in 
54-  stocks,  over  5  percent. 

Nor  is  1975  at  all  unusual.  In  1074,  the  Morgan's  buying  alone,  or 
its  selling  alone,  accounted  for  more  than  5  percent  of  total  trading  in 
33  stocks;  in  1973,  41  stocks.  There  are  no  public  data  for  earlier 
years.  And  these  total  numbers  do  not  include  stocks  in  which  Morgan's 
purchases  and  sales  combined,  amounted  to  over  10  percent  of  total 
trading.  For  example,  in  1974  in  Philip  Morris  Inc.,  the  Morgan's 
sales  accounted  for  10  percent  of  total  trading,  and  it  also  bought 
enough  Philip  Morris  to  account  for  yet  another  5  percent.  Perhaps 
the  buying  and  selling  were  concurrent,  but  probably  a  switch  was 
made  in  mid-year. 

In  addition  to  the  examples  already  mentioned,  we  find  among  the 
128  instances  a  number  in  which  the  Morgan's  heavy  volume  continued 
beyond  a  single  year.  For  example  : 

International  Flavors  &  Fragrances,  Morgan's  net  sales  in  1975 
were  16  percent  of  all  sales,  after  1974  had  seen  sales  amounting  to  7 
percent  as  well  as  purchases  amounting  to  9  percent  of  all  IFF  snares 
traded  that  year. 

Baker  Oil  Tools,  net  sales  of  15  percent  of  all  trading  in  1975  and 
10  percent  in  1974. 

Schlumberaer,  net  sales  of  11  percent  of  all  trading  in  1975  and  12 
percent  in  1974. 

Ralston  Purina,  net  sales  of  13  percent  in  1975.  after  net  purchases 
of  9  percent  in  1974  and  32  percent  in  197.°). 

In  order  to  do  so  much  buying  or  selling  with  as  low  an  impact  on 
price  as  possible,  the  Morgan  spreads  its  activity  over  many  days.' 
Given  the  volume  of  activity,  any  other  course  would  produce  extra- 
ordinary volatility  in  price,  probably  to  the  detriment  of  the  trust 
accounts  and  certainly  to  the  detriment  of  an  orderly  market.  Despite 
the  fact  that  the  trading  is  spread  out  as  carefully  as  possible,  can 
anyone  doubt  that  the  Morgan's  presence  is  itself  a  virtual  or  perhaps 
actual  price-setter  when,  e.g.,  in  1975  they  were  selling  IBM  on  all 
but  12  days  that  the  NYSE  was  open,  Schlumberger  on  all  but  13 
days.  Kodak  on  all  but  17  days  and  Xerox  on  all  but  18  days?  Here 
again,  these  figures  are  part  of  a  consistent,  inevitable  pattern.  In  1975. 
they  traded  each  of  10  different  stocks  on  more  than  200  of  the  253 
possible  days,  in  1974  9  stocks,  and  in  1973  11  stocks.' 

2.  Why  does  this  occur? 

Commercial  bank  trust  departments  are  the  nation's  large-!  inves- 
tors, by  an  immense  margin.  Trust  departments'  equity  port  folios 


'Once  atrnin.   the  Morgan  has  voluntarily  disclosed  the  precise  numl>er  of  days'  trading 
for  each  of  their  top  50  purchases  and   top  .10  sales,  since  1 1 »7-';.   See  Reports  III,  IV  and  V. 

Citibank  was  the  first  major  trust  department  to  disclose  significant  information  about 

its   activities,    early    in    1J»7'J,   and    also    the    lirst    to   disclose   its   major   purchases   and   sales 

(on  1978).  Morgan  lias  been  only  months  behind,  and  each  bank  has,  each  year,  Improved 
and  enlarged  the  information  given.  Comparing  those  two,  year  by  year,  shows  a  fascinat- 
ing competition  beneficial  to  the  public  interest. 

it    is   sad    that    so    few   other    trust    department!   have   made   any    similar   disclosure,    and 

that  the  handful  which  have,  have  hardly  gone  beyond  barest-bone  listing  of  their  Largest 

stork    holdings,    in   Bhort,    trust    department    disclosure   appears   to   be  one  more   Instance  in 

which  private  sector  forces  can  work  admirably,  but  do  not. 
'•  In  1973  there  were  252  days  of  trading. 
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are  so  much  greater  than  other  institutional  investors  that  they  are 
almost  double  the  combined  stock  holdings  of  insurance  companies, 
investment  companies,  foundations  and  endowments. 
Consider  the  last  firm  data  available,  end-1974 : 

TABLE  2.— TOTAL  ASSETS  AND  EQUITY  HOLDINGS  OF  INSTITUTIONAL  INVESTORS,  END  19741 
[In  billions  of  dollars] 

Total  assets       Equity  holdings 

Commercial  bank  trust  departments 

Life  insurance  companies 

Property  and  casualty  insurance  companies. 

Investment  companies . 

Foundations. 

Educational  endowments 

iSee  app.  2  for  explanation  of  sources  of,  and  gaps  in,  this  kind  of  data. 

Not  only  are  bank  trust  departments  a  huge,  even  gargantuan  pres- 
ence in  the  equity  markets,  but  there  is  a  high  degree  of  concentration 
among  them: 

TABLE  3.— SIZE  DISTRIBUTION  OF  COMMERCIAL  BANK  TRUST  DEPARTMENTS,  DECEM3ER  19741 


325.3 

171.3 

263.8 

21.9 

81.8 

9.8 

54.0 

34.0 

29.9 

18.0 

12.1 

6.1 

Size  (dollar  assets) 

Number  of 

trust 

departments 

Percent  of 

trust 

departments 

Total  trust 

department 

assets 

(millions) 

Percent 

of  trust 

departments 

assets 

Total 

assets  of 

those  banks' 

commercial 

departments 

(millions) 

Under  $10,000,000 

2,805 

70 
10 
11 
6 
1 
2 

$5,  272 
6,748 
22,  846 
47,419 
27,  460 
215,582 

2 
2 
7 

15 
8 

66 

$103,863 

$10,000,000  to  $25,000,000. . 

418 

44,  327 

$25,000,000  to  $100,000,000 

454 

86,  286 

$100,000,000  to  $500,000,000 

222 

120, 070 

$500,000,000  to  $1,000,000,000 

40 

59,  035 

$1,000,000,000  and  over 

60 

335,  757 

Total. 

3,999 

100 

325,  328 

100 

749,  337 

i  Compiled  from  FRB,  FDIC.  OCC,  Trust  Assets  of  Insured  Commercial  Banks,  1974. 

The  seven  biggest  trust  departments,  six  of  them  in  New  York  City, 
managed  $86  billion,  or  just  over  25  percent  of  the  total  trust  assets 
managed  by  all  3,999  trust  departments  in  1974.  (In  order  of  size: 
Morgan,  Citibank,  Bankers  Trust,  Chase  Manhattan,  U.S.  Trust  and 
Manufacturers  Hanover — the  Mellon  National  is  the  5th  largest.) 

Concentration  data  would  be  much  more  extreme  today,  as  the  stock 
market  has  risen  50  percent  (measured  bv  Standard  &  Poor's  500, 
which  ended  1974  at  68.56  and  stood  at  102.77  at  the  close  of  1976's  first 
quarter) ,  and  the  larger  the  trust  departments,  the  larger  the  propor- 
tion of  assets  in  equities.  Moreover,  the  larger  the  trust  department,  the 
larger  the  in-flows  of  additional  funds;  this  is  so  because  employee 
benefit  accounts  are  the  major  source  of  net  new  in-flows,  and  those 
accounts  cluster  overwhelmingly  in  the  biggest  trust  departments: 
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TABLE  4.— SIZE  DISTRIBUTION  OF  EMPLOYEE  BENEFIT  ASSETS  UNDER  MANAGEMENT  BY  COMMERCIAL  BANK 

TRUST  DEPARTMENTS,  DECEMBER  19741 


Size  (cellar  assets) 

Trust 
departments 

Percent  of 

trust 

departments 

Total  employee 

benefit  assets  in 

trust  departments 

(millions) 

Percent  of 

employee  benefit 

assets  in  trust 

departments 

Under  $10,000,GC3 

2,805 

70 
10 
11 
6 

1 
2 

$648 

1,027 

3,596 

10,  545 

7,761 

103,  107 

1 

$10,000,000  to  $25,000,000 

418 

454 

222 

40 

60 

1 

$25,000,000  to  $100,000,000 

3 

$100,C0G,0C0  to  $500,000,000.. 

8 

$500,000,000  to  $1,000,000,000 

Over  $1,000,000,000 

6 
81 

Tcta  1 

3,999 

100 

125,686 

100 

»  Compiled  from  FRB,FDIC;OCC,  Trust  Assets  of  Insured  Commercial  Banks,  1974. 

Concentration  in  the  seven  biggest  trust  departments  as  to  employee 
benefit  assets  managed  is  high  indeed:  As  of  end-1974,  those  seven 
managed  about  $51  billion  of  employee  benefit  plan  assets,  or  nothing 
less  than  40  percent  of  the  total  of  such  assets  managed  by  all  3,999 
trust  departments.  This  category  of  accounts,  the  fastest  growing  and 
most  equity-oriented,  would  show  vastly  greater  dollar  figures  today,7 
and  would  very  likely  also  show  greater  concentration. 

As  a  result  of  the  size  of  the  major  trust  departments'  assets,  they 
are  aide  to  invest  only  in  very  large  corporations,  with  huge  values 
and  numbers  of  outstanding  shares.  (Most  departments  do  invest  small 
portions  of  their  assets  in  small  companies,  even  venture  capital  ones, 
but  the  total  magnitude  of  those  special  positions  is  minor.)  Smaller 
stocks  could  not  receive  the  huge  investments  major  trust  departments 
make,  without  their  priees  becoming  distorted  and  their  companies 
controlled.  Also,  the  trust  departments  would  face  grave  difficulty  in 
selling  any  holdings  in  smaller  companies,  unlike  the  high  liquidity  of 
the  major  corporation  stocks  in  which  almost  all  institutional  inves- 
tors, by  necessity,  hold  most  of  their  equity  assets. 

The  Morgan  is  the  biggest  of  all — $23  billion  in  trust  department 
assi  is  at  end  of  1073,  $17.8  billion  at  the  stock  market  bottom  in  end- 
1974.  At  end  of  1975,  although  precise  figures  are  not  available  yet, 
Morgan  had  about  $22.5  billion.  In  equities  alone,  the  Morgan  had 
$15.4  billion,  $14  billion  of  which  was  in  XYSE  companies,  as  of  end- 
1975. 8  So  heavy  is  the  flow  of  new  funds  into  the  Morgan  that  it  aver- 
aged, according  to  the  last  data  available  (1970-72),  $859  million  per 
year   simply   in  existing  employee   benefit   accounts'   net  in-flows.9 


'According  to  an  April  197C  preliminary  release  from  the  SEC,  private  noninsured 
pen-ion  fund  assets  rose  $.">.".. 9  billion  in  197;"),  and  State  and  local  government  pension 
fund  assets   rose  $12.8  billion.   Bank  trust  departments  manage  most  such  assets. 

■    Directions    Advisors.    Sped  rum    4:    Bank    Portfolios    (Dec.    31,    197f»).    p.    .".I!). 
•  .Answer  to  Questionnaire  submitted  to  25  largest  hank  trust  departments.  Appendix  to 
Hearings  on  Financial  Markets,  Subcommittee  on  Financial  .Markets,  Senate  Committee  on 
Finance,  93rd  Cong.,  lsl  Sess.  (197:'.),  p.  0- 
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Such  size  includes  large  holdings  in  particular  companies,  such  as 
these  as  of  end-1975 : 


Stock 


Morgan 

Morgan's 

net  sale 

or  net  purchase 

held — 

Market  value 

accounted  for  5  percent  or  more  of 

percent  of 

of  Morgan's 

total 

outstanding 

holding 

shares 

(millions) 

1973 

1974 

1975 

5.67 

$296.  7 

Yes 

.  Yes.... 

.  Yes. 

9.97 

155.3 

Yes 

.  Yes.... 

..  Yes. 

10.09 

257.7 

No 

.  Yes.... 

.  Bought  7.2 
percent, 
sold  2.8 
percent. 

6.58 

123.8 

No 

.  Yes.... 

.  Yes. 

7.01 

282.4 

Yes 

No 

.  No. 

9.93 

165.0 

Yes 

Yes.... 

.  Bought  8.2 
percent, 
sold  6.1 
percent. 

5.94 

186.7 

Yes 

Yes 

.  Yes. 

6.11 

261.0 

No 

Yes 

.  Yes. 

American  Home  Products 

Goodyear  Tire 

International  Paper 

International  Nickel  of  Canada. 

Kresge,  S.  S.. 

PepsiCo.... 

Philip  Morris 

Schlumberger 


The  Morgan  held,  at  end-1975,  over  5  percent  of  the  outstanding 
shares  of  85  companies,  taking  only  companies  worth  at  least  $200 
million.  This  compares  with  63  such  holdings  at  end- 19 74  and  74  at 
end-1973. 

The  Morgan's  heavy  trading  situations  are  overwhelmingly  in  stocks 
in  which  their  holdings  exceed  5  percent  of  the  outstanding  shares. 
Of  the  128  "heavy  net  trading"  instances  reflected  in  Table  1  above, 
89  involved  holdings  above  5  percent  in  the  pertinent  period :  that  is, 
if  there  was  a  "heavy"  ?ale  in  1975,  there  was  a  holding  above  5  per- 
cent at  the  beginning  of  that  year;  if  there  was  a  "heavy"'  purchase 
in  1974.  there  was  a  holding  above  5  percent  by  the  end  of  that  year 
or  of  1975.  If  we  exclude  from  the  128  instances  the  19  on  which  full 
data  are  unavailable  (2  in  1973)  or  on  which  the  pertinent  period 
is  still  open  (17  of  the  33  purchases  in  1975),  we  come  to  109  heavy 
trading  instances,  of  which  89  involved  holdings  of  over  5  percent. 

That  the  Morgan's  trading  pattern  is  the  result  of  the  size  of  its 
holdings,  and  not  of  any  propensity  to  trade  actively,  is  obvious  from 
noting  that  its  turnover  even  in  its  most  actively  traded  category  of 
accounts,  employee  benefit  accounts,  is  consistently  much  lower  than 
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found  in  other  kinds  of  institutional  investors — and  even  notably 
lower  than  Citibank's  turnover : 

EQUITY  TURNOVER  RATES » 

1971  1972  1973  1974  1975 

Morgan  employee  benefit  accounts. 

Citibank  employee  benefit  accounts 

Total  selected  institutions 

Private  noninsured  pension  funds 

Open  end  investment  companies 

Life  insurance  companies 

Property-liability  insurance  companies 

1  Turnover  is  defined  for  these  purposes  as  the  average  of  total  purchases  and  sales  divided  by  average  market  valu» 
of  equity  assets.  This  is  the  standard  measure  of  market  activity  by  a  manager  or  portfplio. 

Source:  Securities  and  Exchange  Commission  Statistical  Bulletins,  and  Morgan  and  Citibank  trust  reports. 

It  follows  inexorably  from  sheer  size  that  the  Morgan's  trading  is 
the  largest  presence,  exerting  the  largest  impacts.10 

3.  What  of  it? 

We  promote  our  equity  markets,  and  since  the  Securities  Act  of  1933 
we  have  protected  our  vast  public  interest  in  them,  because  they  are  so 
crucial  a  system  for  linking  savers  and  users  of  capital.  The  value  of 
any  given  corporation  is  a  disputable  matter,  but  our  public  auction 
markets — for  all  their  fads  and  other  imperfections — perform  a 
valued  price-setting  function  precisely  because  of  the  relatively  full 
disclosure  of  relevant  information,  and  participation  by  a  great  num- 
ber of  diverse  individuals  and  institutions,  with  diverse  investment 
needs,  timing,  understanding  and  judgment.  If  many  participants  are 
wrong  about  what  is  a  realistic  price  for  a  particular  stock,  "the  mar- 
ket" is  highly  likely  to  correct  that  error  as  participants  with  better 
information  or  judgment  try  to  take  advantage  of  what  they  deem 
an  error.  As  time  passes,  the  "correct"  judgment  tends  to  become  clear. 

In  recent  years,  the  growth  of  institutional  investors,  combined  with 


10  The  second-ranked  Citibank,  though  until  very  recently  far  behind  Morgan  in  size, 
still  seems  far  behind  so  far  as  pertinent  here.  At  end-1975.  Citibank's  trust  department 
assets  were  $21.8  billion,  a  soaring  40  percent  rise  from  $15.(>  billion  In  1974,  which  in 
turn  was  only  a  tiny  fall  from  end-1973's  $15.7  billion.  Citibank  Investment  Management 
Group,  Review  of  1975  and  Review  of  1974. 

In  contrast  to  the  Morgan's  $15.4  billion  in  equities  at  end-1975.  Citibank  had  only 
$10.3  billion.  Interestingly,  Citibank  was  slightly  more  concentrated  than  was  Morgan  in 
NYSE  companies,  9.'{.f>  percent  to  Morgan's  91.2  percent.  More  Interesting,  and  trouble- 
some, is  Citibank's  high  concentration  in  holdings  of  a  single  industry:  13.1  percent  of 
its  equities  are  in  one  industry  and  12.3  in  another,  compared  to  the  Morgan's  maxima 
of  10.G  percent  and  8.2  percent.  These  high  concentration  figures  suggest  that  when  Citi- 
bank does  have  as  huge  an  equity  portfolio  as  Morgan  has,  Citibank's  trading  is  likely  to 
be  even  more  cause  for  concern  than  Morgan's. 

Some  of  Citibank's  growth  is  attributable  to  Citibank's  willingness  to  accept  "directed 
trusteeships",  a  troublesome  concept  which  the  Morgan  rejects.  These  are  accounts  over 
which  a  bank,  although  appearing  to  serve  as  a  full,  formal  trustee,  exercises  no  Invest- 
ment power  at  all,  but  instead  agrees  to  follow  directions  from  an  outside  investment 
adviser.  Total  assets  in  such  accounts  at  Citibank  now  amount  to  $1.8  billion,  most  of 
Which  Mas  conic  within  the  past    I  wo  or  three  vears. 

"Directed  t rusteeships"  are  troublesome,  in  terms  of  misrepresentation  to  nccount  bene- 
ficiaries particularly  In  the  employee  benefit  situation — as  to  who  Is  exercising  what 
responsibility  over  their  account,  and  also  In  terms  of  potential  bank  liability  for  such 
misrepresentation  and  for  failure  to  meet  the  responsibilities  inherent  In  being  a  trustee. 

A  limited  explanation  and  defense  of  "directed  trusteeships",  by  the  Hankers  Trust  trust 
department,  officer  in  charge  of  new  business,  appears  In  American  Hanker,  Jan.  13, 
1976,  p.  2. 

To  the  extent  that  assets  "tinder  management"  in  a  trust  department  are  not  in  fact 
under  their  investment  management,  of  course  trading  is  likely  to  be  more  dispersed.  While 
the  thesis  of  this  paper  is  that  dispersion  of  trading  is  important,  the  goal  is  to  be  met 
by  dispersion  of  assets  under  many  managements,  not  by  having  some  managements  serve 
both  as  true  trustees  and  pseudo-trustee9. 
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an  especially  sharp  decline  of  individual  investors,  has  stirred  wide- 
spread concern.  Institutional  dominance  of  the  markets  has  some 
affirmative  aspects,  such  as  the  hope  that  the  markets  will  become 
more  efficient.  But  such  dominance  also  has  its  negative  side,  in  terms 
of  impacts  on  other  stockholders,  on  the  companies  whose  stock  is  so 
held,  also  on  the  companies  which  may  be  simply  too  small  to  be  of 
interest  to  the  large  institutional  investors,  and  even  on  the  markets 
themselves.  These  matters  have  been  much  considered  elsewhere.11 

Concern  over  the  growth  of  institutional  investors  generally  is  mag- 
nified greatly  if  any  one  institution,  or  handful  of  institutions,  is  so 
la  roe  that  it  (or  they)  dominates  (or  dominate)  the  market  in  impor- 
tant stocks,  frequently  and  as  a  consistent  pattern.  Such  domination 
is  occurring  today  by  sheer  force  of  size  at  only  one  institution.  As 
other  institutions  continue  the  growth  they  have  been  enjoying,  while 
of  course  the  market  as  a  whole  is  also  growing,  the  institutional  share 
has  risen  steadily  with  many  if  not  most  of  the  largest  institutions 
growing  fastest.  This  distribution  of  growth  is  occurring  primarily 
because  the  fastest  growing  source  of  new  dollars  for  equity  invest- 
ment, employee  benefit  accounts,  is  so  largely  managed  by  the  largest 
trust  departments.  Even  if  one  were  not  concerned  by  a  pattern  of 
heavy  trading  on  behalf  of  the  Morgan  alone,  this  is  the  ripest  time 
for  guarding  against  the  spread  of  such  dominant  or  unduly  influential 
trading. 

We  should  not  allow  any  single  committee  of  investment  managers 
in  any  single  institution  to  dominate  major  segments  of  our  equity 
markets.  Such  domination  threatens  the  soundness  oi'  market  pricing, 
the  safety  of  investors'  portfolios — especially  employee  benefit  port- 
folios, in  which  the  public  interest  is  acute — the  independent  judg- 
ment of  operating  corporations'  managements,  and  public  confidence. 

Because  sheer  size  means  that  a  giant  institutional  investor's  major 
trading  must  be  spread  over  relatively  lengthy  periods,  as  is  the  Mor- 
gan's, some  people  argue  that  those  institutions'  performance  will  suf- 
fer, and  portfolios  or  new  funds  will  flow  away  to  smaller  money 
managers.  In  short,  some  argue  that  free  market  forces  will  solve  any 
problem  here.  Such  a  view  rests  on  three  questionable  assumptions: 
First,  that  view  assumes  that  the  giant  money  managers'  massive  trad- 
ing has  no  price  impact  in  itself,  or  very  little,  whereas  such  huge  trad- 
ing may  well  have  enough  self-fulfilling  price  impacts  to  make  up  for 
any  disadvantages  caused  by  the  drawn-out  moves.  Xot  even  most  large 
institutional  investors,  let  alone  smaller  ones  and  individuals,  are  at 
all  likely  to  validate  their  own  investment  judgments  by  the  impact 
of  their  buying  or  selling,  since  their  orders  are  too  small  relative  to 
the  market.  But  if  one  or  a  few  institutions  can  frequently  buy  or  sell 
as  much  as  25  percent  or  more  of  all  shares  traded  in  a  stock,  self- 
validation  becomes  likely.  Second,  even  if  the  giant's  performance  does 
suffer,  will  it  suffer  so  much  as  to  cause  business  to  go  elsewhere  ?  The 
argument  assumes  highly  rational  selection  of  money  managers, 
whereas  many  factors  go  into  such  selections,  including  other  relation- 

u  See,  e.g..  the  useful  compendium.  The  Rule  of  Institutional  Inve<tors  in  the  Stock 
Market,  briefing  material  for  the  Subcommittee  on  Financial  Markets.  Senate  Committee 
on  Finance,  93rd  Cong.,  1st  Sess.  (July  24,  3  973). 

See  also  my  testimony,  Hearings  on  Stockholders  Investment  Act  of  1974.  Subcommittee 
on  Financial  Markets,  Senate  Committee  on  Finance,  93d  Cong..  2d  Sess.  (February  1974), 
at  56-91. 
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ships  with  the  investment  manager.  Last,  the  argument  assumes  that 
market  self-correction  will  occur  in  sufficient  magnitude,  and  soon 
enough,  to  provide  adequate  protection  of  the  public  interest.  In  fact, 
trends  thus  far  make  clear  that  the  giant  institutional  investors  arc 
continuing  to  grow  very  substantially,  not  shrinking.  Moreover,  there 
is  little  reason  to  limit  ourselves  to  hoping  for  self -correction,  when 
simple,  unintrusive  corrective  steps  are  available. 

As  the  few  major  trust  departments  continue  to  grow,  whether  or 
not  the  Morgan's  size  leads  the  field  as  it  has  in  the  past,  we  are  likely 
to  see  such  massive  trading  presences  becoming  even  more  massive 
and  emerging  in  a  steadily  expanding  number  of  stocks.  Trading  styles 
differ,  but  the  over-riding  determinant  is  sheer  size.  Such  size  defies 
any  significant  improvement  over  what  we  are  experiencing,  during 
the  three  years  on  which  we  have  data,  from  the  Morgan.  As  put  unfor- 
gettably by  the  master  stylist  of  financial  journalists,  Alan  Abelson 
of  Barron's,  "(F) or  the  megabuck  mastadons  to  become  [any  other 
kind  of]  traders  is  as  credible  as  Dumbo  doing  a  pas  de  deuxP  12 

4.  What  Should  be  Done? 

To  limit  the  amount  of  trading  any  investor  can  do  is  utterly  un- 
feasible. Causes  of  trading  activity  vary,  proportions  of  turnover 
vary,  and  general  measurements  to  be  imposed  on  everyone  would  be 
as  easy  to  put  together  as  a  holy  fleece.  Also,  if  a  particular  company 
or  industry  is  suddenly  struck  by  a  blessing  or  a  disaster,  institutional 
investors — which  are,  after  all,  intermediaries  for  masses  of  individ- 
uals— must  not  be  barred  or  limited  from  taking  timely  advantage  of, 
or  timely  self-protection  against,  such  events.  Last,  restricting  any 
one  period's  trading  by  any  one  investor  would  only  cause  price  dis- 
tortions, or  at  the  very  least  would  lower  confidence  in  market  prices 
because  fears  would  rise  of  what  pent-up  trading  might  still  be  com- 
ing. Trading  limits  have  more  need  and  more  feasibility  in  commodi- 
ties markets,  and  for  the  small  category  of  corporate  "control  per- 
sons", but  I  know  of  no  stock  market  observer  who  believes  that  trad- 
ing limits  on  institutional  investors  can  work  in  our  equity  markets. 

Nor  is  disclosure  an  answer.  Of  course  the  recent  required  increase 
in  trust  department  disclosure  is  important  and  valuable,  but  it  is 
not  a  full  solution  for  all  problems.  Simple  disclosure  of  holdings,  or 
of  trading  done,  is  a  small  corrective  at  best  for  the  problem  of  domi- 
nating a  stock's  trading.  And  disclosure  before  trading  is  done  would 
wholly  distort  the  reliability  of  market  prices  as  reflections  of  transac- 
tions, and  would  nearly  or  wholly  destroy  the  ability  of  an  institution 
to  carry  out  its  investment  decisions. 

The  surest  solution  is  indirect  but  sure  enough,  it  has  almost  no 
socio-economic  (or  other)  costs,  and  it  even  has  beneficial  byproducts. 
As  Senator  Bentsen  and  others  have  proposed  for  several  years,  no 
single  investment  management  firm,  whether  bank  trust  department, 
insurance  company,  investment  adviser  or  whatever,  should  be  able  to 
manage  unlimited  amounts  of  the  outstanding  stock  of  any  single 
company.13  (No  divest  it  area  would  be  required,  lest  the  market  be  dis- 

>-  I'.arron's.   I)p(cmhrr  S,   1 1»T-1 .  p.   1. 

11  s«'<>  Hearings  on  Financial  .\hirkots  and  on  Ktockhoidors  Investment  Act  of  1'.»74.  Sm>>- 
conimlttpp  on  Financial  Markets,  Senate  Committor  on  Finance,  03rd  Conir.  1st  and  2nd 
Spss.   (1973-74). 
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rupted  and  account  beneficiaries  possibly  injured  by  untimely  sales, 
as  transition  is  made  to  new  legal  limits  meant  to  improve  the  market 
and  to  safeguard  account  beneficiaries.  Also,  the  holding  size  limit 
would  be  subject  to  exceptions  at  least  (a)  for  an  appropriate 
fraction  of  the  assets  under  management  to  be  placed  in  small  com- 
panies, lest  venture  capital  be  yet  harder  to  secure;  and  (b)  for  close 
corporations  held  in  trust  or  estates.)14 

If  a  trust  department  can  hold  only,  say,  5  percent  of  the  outstand- 
ing shares  of  any  single  large  corporation,  then  the  largest  trust  de- 
partments will  have  to  increase  the  diversification  of  their  holdings, 
or  slow  their  overall  growth  in  assets,  or  both. 

As  a  matter  of  fact,  many  major  trust  departments  already 
practice  a  self-imposed  limitation  on  the  relative  size  of  their  hold- 
ings.15 Thus  this  proposal  would  merely  apply  to  all  investment  man- 
agers what  many  of  the  industry  leaders  already  profess  and  practice 
as  sound  policy.  However,  many  trust  departments  do  not  so  limit 
themselves.  As  of  end-1975,  Citibank  had  29  above-5  percent  holdings 
in  companies  worth  at  least  $200  million,  and  recall  that  the  Morgan 
had  85  such  holdings,  including  seven  holdings  of  over  10  percent  in 
such  major  firms  as  International  Paper,  Chesebrough-Pond's,  and 
Burlington  Industries. 

Similar  holdings  limits  have  governed  insurance  companies  for 
generations,  under  state  laws,  and  investment  companies  ever  since 
they  were  "chartered"  bv  the  Federal  Investment  Company  Act  of 
1940. 

The  result  of  adopting  a  holdings  limit  will  be  two-fold.  First,  large 
trust  departments  will  go  further  to  diversify  (a  small  trend  away 
from  the  1965-74  extremes  of  institutional  faddism  and  favoritism- 
has  developed  recently).  Second,  trust  assets  will,  beginning  at  onceT 
gradually  but  steadily  tend  to  spread  among  a  greater  number  of 
banks  and  other  investment  managers.  This  is  bound  to  occur  as  new 
accounts  will  avoid  the  handful  of  gargantuan  trust  departments 
which  will  already  be  at  their  holdings  limits  in,  say,  IBM  and  similar 
institutional  favorites,  so  that  a  new  account  could  not  be  invested 
in  any  of  those  stocks.  For  the  same  reason,  even  some  existing 
accounts  are  likely  to  reduce  their  additions  to  funds  managed  by  the 
gargantuans. 

The  resulting  increase  in  diversification  of  holdings  within  the  huge 
trust  departments,  and  in  dispersion  of  trust  assets  among  a  larger 
number  of  trust  departments  and  other  investment  managers,  will  go 
far  toward  reducing  any  one  (or  a  few)  institutional  investor's  domi- 
nation of  trading.  Of  course,  even  with  a  holdings  limit  of,  say,  5  per- 
cent of  a  company's  outstanding  shares,  there  could  and  wili  still  be 
instances  of  relatively  massive  trading  bv  a  single  institutional  in- 
vestor. But  the  limited  size  of  holdings  will  greatly  reduce  the  likely 
magnitude  of  any  such  instances,  and  the  frequency  of  occurrence  of 

]*  While  Senator  Bentsen  has  limited  this  proposal  to  employee  benefit  plan  assets, 
nrobably  that  limitation  arises  from  bis  own  jurisdictional  focus  as  a  Member  of  tbe 
Finance  Committee,  for  the  principle  is  not  so  limited.  On  the  other  hand,  even  if  tbe 
holding  limitations  were  applied  only  to  employee  benefit  assets,  the  bulk  of  our  concern 
would  be  met.  for  that  category  of  assets,  vast  indeed  today,  is  growing  vastly  faster  than 
any  other.  See  n.  7,  supra. 

"Sep  answers  of  22  largest  bank  trust  departments  to  Questionnaire,  Question  13,  in 
Appendix  to  Hearings,  supra  (1973). 
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such  instances  would  also  be  greatly  reduced.  In  the  case  of  the 
Morgan,  as  noted  earlier,  during  the  past  three  years  such  a  holdings 
limit  would  have  prevented  SO  of  the  109  heavy-trading  instances  on 
which   full   data   are   available    (or  of  the   128  total  heavy-trading 

instances),  in  which  the  Morgan's  net  buying  or  net  selling  came 
to  over  5  percent  of  total  trading. 

Thus,  even  if  general  institutional  dominance  of  the  stock  markets 
rises  still  further,  the  markets  will  be  more  healthy  with  a  safeguard 
that  prices  will  reflect  the  judgments  of  a  substantial  number  of  in- 
stitutions, with  a  substantial  variety  in  their  timing  and  perspectives. 
Further,  as  by-product  benefits  of  the  holdings  limits,  institutional 
investment  portfolios  will  be  more  sure  to  be  prudently  di versified, 
and  the  companies  whose  shares  are  held  in  such  portfolios  will  have 
less  fear  of  inappropriate  institutional  influence,  let  alone  control. 

AVould  there  be  any  negative  impact?  Xo.  unless  one  believes  that 
slowing  the  infinite  growth  of  the  "big  six*'  New  York  City  trust  de- 
partments (plus  the  Mellon,  which  is  No.  5),  would  be  a  negative. 

The  argument  that  a  holdings  limit  is  not  needed,  because  private 
decisionmaking  will  meet  any  real  problems  here,  ignores  a  great  deal 
of  history  in  securities  markets,  in  banking  and  elsewhere,  which 
shows,  first,  how  often  and  how  much  harm  to  the  public  interest 
occurs  in  the  interim;  second,  history  which  shows  the  uncertainty 
that  the  public  interest  will  be  served  after  all ;  and  last,  history  which 
shows  the  certainty  that  in  our  fortunately  pluralistic  society,  there 
are  large  divergences  between  private  interests  and  the  public  inter- 
est. Often  the  public  interest  is  best  served  by  the  clash  of  private 
interests,  but  many  other  times  it  must  be  implemented  by  special 
regulatory  intervention  to  assure  that  we  will  remain  pluralistic.  If 
the  regulatory  intervention  can  be  simple  and  almost  entirely  self- 
enforcing,  as  here,  then  the  choice  is  easy — as  it  is  here. 

5.  /.s-  This  the  Only  Public  Policy  Problem  Presented  by  Trust  De- 
partments Today? 

Xo.  However,  full  consideration  of  such  other  major  questions  as 
conflicts  of  interest  in  commercial  bank  trust  departments,  or  whether 
commercial  banks  have  undue  economic  power  (particularly  because 
the  $300-400  billion  in  trust  assets  is  managed  by  institutions  with 
another  S7O0-800  billion  in  commercial  assets) ,  has  been  fully  and  ably 
handled  elsewhere.16 


1,5  On  conflicts  of  Interest,  spp  Herman.  Conflicts  of  Interest-  Commercial  Bank  Trust 
Departments  [Twentieth  Century  Fund.  107")).  See  also  Herman's  testimony  nt  Hearings 
on  Financial  Institutions  and  the  Nation's  Economy.  Subcommittee  on  Financial  Institu- 
tions Supervision,  Regulation  and  Insurance.  House  Committee  on  Banking,  Currency  and 
Housing.  94th  Cdng..  1st  and  2nd  Seas.  ( 1975  )r,  327  S35. 

Unfortunately  regulatory  action  has  not  been  full  at  all,  although  there  is  clearly  suffi- 
cient statutory  authority— and  therefore,  responsibility.  The  FRB  has  recognized  t !i o 
Importance  of  trying  to  prevent,  abuses  in  connection  with  conflicts,  but  lms  done  no  more 
than  advising  it--  examiners  to  Inquire  whether  State  member  bank  trust  departments 
With  assets  of  $100  million  or  more  bad  written  policies  and  procedures  on  potential  con- 
flicts of  interesl    Including  inside  information,  securities  trading,  allocation  of  brokerage 

Commissions,    uninvested    trust    cash,    proxy    matters,    allocation    of    securities,    and    timing 

of  dissemination  of  advice.  Letter  from  Brenton  i.ea\itt,  Director  of  Banking  Supervision 
and  Regulation,  to  FR  Bank  examination  officers,  May  29.  l o 7 r> . 

The  Comptroller's  office,  which  has  tended  to  have  the  primary  responsibility  anion)? 
Federal  agencies  for  trust  department  supervision,  has  plven  conflicts  little  attention 
(unfortunately  overlooked  by  the  generally  excellent  Btudy  of  the  Comptroller's  operations 
by  Raskin  a  Sells  In  1075). 

The   FRB  and  Comptroller  have  jointly  permitted,  even  encouraged,  one  of  the  most 

Widespread    patterns    of    abuse    of    trust    beneficiaries,    the   deposit    of    substantial    amounts 
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The  aim  of  this  paper  is  to  awaken  recognition  that  we  are  several 
years  into  a  considerable  problem — and  we  are  proceeding  apace  into 
an  acute  problem — of  letting  important  parts  of  our  public  securities 
markets  become  a  private  jousting  ground  for  a  handful  of  unre- 
strainedly huge  money  managers.  Unless  one  is  more  concerned  about 
half  a  dozen  bank  trust  departments  in  New  York  City  and  one  in 
Pittsburgh,  than  about  the  securities  markets,  the  4,000  other  bank 
trust  departments,  the  other  money  managers,  the  corporations  whose 
stock  is  being  traded,  and  all  the  individuals  who  are  directly  and 
indirectly  doing  the  trading,  this  problem  can  be  corrected  simply. 

TABLES   (Tables  5a  to  8c) 

TABLE  5a.— 33  NYSE  STOCKS  IN  WHICH  MORGAN'S  NET  PURCHASES  DURiNG  1975  ACCOUNTED  FOR  5  PERCENT 
OR  MORE  OF  ALL  SHARES  BOUGHT  THAT  YEAR  IN  THAT  STOCK* 


Stock 

(Morgan  held — 

percent  of 

outstanding 

shares,  as  of  end-1975) 

Morgan's  buying 

was— percent  of  all 

shares  bought 

Kaiser  Aluminum  &  Chemical 

(11.29) 

38.5 

Potlatch. 

(7.42) 

31.4 

International  Nickel  of  Canada 

(6.  58) 

30.8 

Textron_.  .  

(4.47) 

30.0 

Champion  International... 

(10.82) 

28.9 

Crown  Zellerbach 

West-Point  Pepperell 

(8.20) 

(13.46) 

28.6 
24.8 

Manufacturers  Hanover 

(5.41) 

24.1 

J.  P.  Stevens  &  Co 

(9.53) 

23.2 

Burlington  Industries  .. 

(11.11) 

18.5 

Aluminum  Co.  of  America. 

(5.36) 

17.6 

Perkin-Elmer ...  .. 

(5.47) 

17.2 

Texasgulf .. . 

(4.07) 

16.7 

Fhelps  Dodge .  

(6.94) 

16.3 

Sterling  Drug... .  ..  

(6.99) 

15.8 

Armstrong  Cork 

(8.  40) 

14.7 

Illinois  Power . 

(3. 43) 

12.7 

Marsh  &  McLennan 

Goodyear  Tire  &  Rubber ..  

(7.14) 

(9.97) 

12.2 
11.4 

Union  Carbide . 

(3.56) 

9.4 

Boise  Cascade ... 

(4.26) 

8.6 

Inland  Steel. 

(2.65) 

8.5 

Marathon  Oil... 

(4.71) 

8.4 

U.S.  Steel 

(3.34) 

8.1 

Gillette 

(8.12) 

7.9 

Hercules 

(2.36) 

7.1 

Sperry  Rand 

(4.95) 

7.1 

Union  Oil  of  California 

(1.64) 

6.6 

General  Electric 

(1.65) 

6.3 

Gulf  Oil 

(1.07) 

6.2 

E.  1.  du  Pont  de  Nemours ... 

(1.35) 

5.6 

Stauffer  Chemical 

R.  J.  Reynolds  Industries 

(3.37) 

(1.30) 

5.3 

5.3 

1  For  sources  and  explanations  of  "netting" 

and  of  volume  data,  see  appendix  1. 

of  uninvested  trust  cash  into  non-interest-bearing  own-bank  accounts.  See  Herman  study. 
supra,  at  p.  111.  This  practice  gives  trust  departments'  banks  undisclosed  profits  which, 
absent  disclosure,  belong  to  the  beneficiaries  of  their  fiduciary  care.  It  also  gives  trust 
departments  an  unfair  competitive  edge  over  non-bank  investment  advisers. 

The  regulators  and  most  of  the  industry  are  once  again  inexcusably  far  behind  Citibank 
leadership.  For  information  on  their  special  efforts  to  avoid  any  abuses  in  connection  with 
conflicts  of  interest,  see  Citibank  Investment  Management  Group,  Review  of  1974,  pp. 
17-18  (March  1975). 

Here  too.  inadequate  regulatory  protection  from  the  bank  regulators  Invites  SEC  entry. 
The  SEC  is  now  considering  whether  bank  trust  beneficiaries  are  adequately  protected. 
See  statement  by  Chairman  Hills,  Wall  Street  Journal,  Apr.  5.  1976,  p.  2. 

As  for  treatment  of  the  question  of  undue  economic  power,  see.  e.g..  from  one  perspec- 
tive. ABA.  The  Economic  Power  of  Commercial  Ranks  (November  1969).  prepared  by 
Carter  H.  Golembe  Associates  :  see  also  Assn.  of  Registered  Bank  Holding  Cos.,  An  Evalua- 
tion of  Trust  Company  Subsidiaries  (August  197-t).  also  prepared  bv  Golembe  Associates. 
See  also  discussion  and  references  in  Herman  study,  supra,  Chapter  II :  The  Customer 
Relationship  and  the  Bank  Trust  Department. 
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TABLE  5b—  21  NYSE  STOCKS  IN  WHICH  MORGAN'S  NET  SALES  DURING  1975  ACCOUNTED  FOR  5  PERCENT  OR  MORE 
OF  ALL  SHARES  SOLD  THAT  YEAR  IN  THAT  STOCK 


Stock 


(Morgan  held— per- 
cent of  outstanding  Morgan's  selling  was— 
shares,  as  of  end-      percent  of  all  shares 
1974  and  end-1975)  sold 


International  Flavors  &  Fragrances. 

Baker  Oil  Tools 

Ralston  Purina 

Philip  Morris 

Masonite... 

Schlumberger 

Chesebrough-Pond's 

AMP 

McDonald's 

Squibb 

Kraftco 

Schlitz  Brewing 

Black  &  Decker  Mfg 

Lubrizol 

American  Home  Products 

Heublein 

Johnson  &  Johnson.. 

Xerox 

Procter  &  Gamble. „ 

Revlon 

J.  C.  Penney 


(10.27,   6.63) 

15.5 

(11.37,   4.22) 

15.0 

(6.90,   4.64) 

13.4 

(10.81,    5.95) 

12.6 

(6.78,    1.00) 

12.6 

(8.48,   6.11) 

11.0 

(12.63,    10.30) 

10.4 

(9.19,   7.12) 

9.0 

(10.61,   5.70) 

8.9 

(10.32,   9.54) 

8.6 

(3.75,   1.90) 

8.4 

(5.00,   3.59) 

8.3 

(4.97,   2.87) 

8.1 

(7.08,   6.26) 

6.9 

(6.66,   5.67) 

6.8 

(10.69,   9.67) 

6.5 

(2.82,   1.81) 

6.4 

(5.09,   2.77) 

6.1 

(4.91,   4.35) 

5.6 

(5.29,   4.57) 

5.4 

(5.51,   4.83) 

5.4 

TABLE  5c. 


-11  NYSE  STOCKS  IN  WHICH  MORGAN'S  PURCHASES  AND  SALES  DURING  1975  WERE  BOTH 
OF  MAJOR  SIZE 


Stock 


(Morgan  held 
—percent  of 
outstanding 
shares,  as  of 
end-1974  and 
end-1975) 


Net  percent 


Shares 
bought 


Percent 

of  all 

shares 

bought 


Shares 
sold 


Percent 

of  all 

shares 

sold 


Citicorp. (4.70,   4.78)  Bought...  .7  631,970  1.9  398,856  1.2 

DowChemical.. (1.42,2.30)  Bought...  4.4  1,007,039  5.3  178,852  0.9 

General  Motors... (1.91,1.99)  Bought...  .2  582,852  1.5  500,549  1.3 

IBM (4.51,   4.07)    Sold 2.0  129,506  .6  582,214  2.6 

International  Paper.. (9.14,10.09)  Bought...  3.5  835,691  5.7  332,000  2.2 

Merck  &Co.,lnc (3.98,   3.43)    Sold 2.2  241,875  1.7  545,633  3.9 

PepsiCo.,  Inc (9.69,  9.93)  Bought...  1.6  349,355  6.1  259,385  4.5 

Schering-Plough  Corp (5.16,   4.63)    Sold 2.3  391,725  3.3  661,164  5.6 

Sears  Roebuck  &  Co... (3.39,   3.21)    Sold 1.0  286,127  1.7  466,082  2.7 

Caterpillar  Tractor  Co (2.14,   2.82)  Bought...  3.4  658,084  5.2  220,372  1.8 

Kresge(S.S.)Co (7.01,   7.01)  Bought...  .1  787,287  2.4  760,474  2.3 


TABLE  6a. 


-19  NYSE  STOCKS  IN  WHICH  MORGAN'S  NET  PURCHASES  DURING  1974  ACCOUNTED  FOR  5  PERCENT  OR 
MORE  OF  ALL  SHARES  BOUGHT  THAT  YEAR  IN  THAT  STOCK 


Stock 


(Morgan  held 

—  percent  of 

Morgan's  buying 

outstanding  shares, 

was  —  percent 

as  of  end-1974 

of  all  shares 

and  end-1975) 

bought 

(8.36,9.97) 

25.5 

(4.03,6.58) 

24.9 

(10.32,9.54) 

18.3 

(4.82,5.36) 
(3.00,2.57) 

16.8 

15.7 

(6.83,7.05) 

15.0 

(4.17,6.99) 

14.4 

(6.72,8.12) 

13.5 

(4.  86,  6.  94) 
(4.39,6.44) 

13.0 

13.0 

(10.69,10.69) 

12.3 

(7.08,6.26) 

10.3 

(3.75,1.90) 

9.3 

(6.  90,  4.  64) 

8.8 

(1.67,4.07) 
(5.  00,  3.  59) 

7.6 

7.6 

(9.69L9.  93) 

7.2 

(9.14.10.09) 

6.0 

(2.01,3-33) 

5./ 

Goodyear  Tire  &  Rubber 

International  Nickel  of  Canada. 

Squibb 

First  International  Bancshares 

Gannett 

Marriott 

Sterling  Drug 

Gillette 

Phelps  Dodge 

B.  F.  Goodrich 

Heublein 

Lubrizol 

Kraftco 

Ralston  Purina 

Texasgulf 

Schlitz  Brewing 

PepsiCo 

International  Paper 

Union  Camp 
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TABLE  6b.-  14  NYSE  STOCKS  IN  WHICH  MORGAN'S  NET  SALES  DURING  1974  ACCOUNTED  FOR  5  PERCENT  OR  MORE 
OF  ALL  SHARES  SOLD  THAT  YEAR  IN  THAT  STOCK 


Stock 


(Morgan  held— per- 
cent of  outstanding  Morgan's  selling  was— 
shares,  as  of  end-      percent  of  all  shares 
1973  and  end-1975)  sold 


ARA. .. . -- - (7.42,2.81) 

Howard  Johnson (12.10,5.62) 

Schlumberger (11.74,8.48) 

Masonite (11.61,6.78) 

Baxter  Laboratories. (4. 06,  .94) 

Baker  Oil  Tools.... (14.48,11.37) 

Chesebrough-Pond's (15.00,12.63) 

Upjohn.. (3.  75,.  29) 

Emery  Air  Freight «  (3.60,3.73) 

Champion  International (5.88,4.53) 

AMP (11.29,9.19) 

Avon  Products.... (7.87,6.42) 

Philip  Morris.... (11.11,10.81) 

Schering-Plough (6.21,5.16) 


14.2 
12.6 
12.4 
12.4 
11.2 
10.1 
9.7 
9.4 
8.9 
8.5 
7.4 
5.6 
5.0 
5.0 


l[Sic] 

TABLE  6c— 22  NYSE  STOCKS  IN  WHICH  MORGAN'S  PURCHASES  AND  SALES  DURING  1974  WERE  BOTH  OF  MAJOR 

SIZE 


Stock 


(Morgan  held 
—percent  of 
outstanding 
shares,  as  of 
end-1973  and 

end-1974)  Net  percent 


Shares 
bought 


Percent 
of  all 

shares       Shares 
bought  sold 


Percent 

of  all 

shares 

sold 


American  Home  Products.. (6. 11,6. 66)  Bought...  3.7  1,379,977  6.0 

Avon  Products (7.87,6.42)  Sold 5.0  278,105  1.0  1, 

Coca-Cola. (4.53.4.78)  Bought...  1.8  336,990  3.3 

DowChemical (1. 55,1.42)  Sold .8  260,868  1.4 

Eastman  Kodak (3.  59.3.39)  Sold .1  277,126  1.2 

Exxon (1.52,1.48)  Sold .1  327,255  1.7 

General  Motors (1.68, 1.91)  Bought...  1.9  917,072  2.9 

Halliburton (8. 15.7.01)  Sold 2.3  105,149  1.5 

IBM.... (4.65,4.51)  Sold .9  282,336  1.8 

International  Flavors  and  Fragrances..  (10.26,10. 27)  Bought...  1.1  674,632  8.5 

International  Paper (7.27,9. 14)  Bought...  6.0  948,630  7.5 

Johnson  &  Johnson (2.95,2.  82)  Sold 1.3  127,090  1.6 

Kresge(S.  S.) (7.02,7.01)  Bought...  .9  772,209  2.9 

Lilly(Eli) (3.37,3.35)  Sold .4  369,986  5.0 

McDonalds (10.94. 10.61)  Sold .3  294,500  1.2 

Merck.. (4.25,3.98)  Sold 1.5  188,272  1.6 

Minnesota  Mining  &  Manufacturing....  (1.45,1. 52)  Bought...  .9  294,096  2.2 

Philip  Morris (11. 11,10.  81)  Sold 5.0  438,188  5.3 

Polaroid (10.66,9.29)  Sold 1.6  237,845  .9 

Procter  &  Gamble (5.06,4.91)  Sold 1.0  205,320  2.3 

Sears  Roebuck (3.  52,3.  39)  Sold 1.1  217,575  1.7 

Xerox (5.22,5.09)  Sold .2  246,364  1.3 


525,  245 
006, 135 
151,577 
406,  111 
280,  454 
335,  489 
319,  046 
268,  850 
427,  096 
586, 909 
193, 752 
234,  363 
524, 115 
401, 158 
361,  232 
378,  408 
181,289 
851,977 
657,  205 
293,952 
365,  591 
289,  979 


2.3 

6.0 


1 
2 
1 
1 
1 
3 
2 
7. 

1.5 
2.9 
2.0 
5.4 
1.5 
3.1 
1.3 
10.3 
2.5 
3.3 
2.8 
1.5 
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TABLE  7a. 


-25  NYSE  STOCKS  IN  WHICH  MORGAN'S  NET  PURCHASES  DURING  1973  ACCOUNTED  FOR  5  PERCENT 
OR  MORE  OF  ALL  SHARES  BOUGHT  THAT  YEAR  IN  THAT  STOCK 


Stock 


(Morgan  held 

—  percent  of 

Morgan's  buying 

outstanding  shares, 

was  —  percent 

as  of  end-1973 

of  all  shares 

and  end- 1974) 

bought 

(6.1,6.9) 

32 

(9.7,9.1) 

22.5 

(15.5,13.9) 

21.1 

(13.9,15.8) 

18.5 

(4.98,5.00) 

17.4 

(9.2,11) 

16.3 

(4.  5,  4.  8) 

12.8 

(9.4,10.3) 

11.7 

(6.3,7.1) 

10.8 

(6.1,6.7) 

10.0 

(5.1,4.9) 

9.9 

(3.8,8.4) 

9.5 

(11.1,11.0) 

8.9 

(2.1,2.5) 

8.8 

(10.3,10.3) 

8.1 

(6.0,5.5) 

7.7 

(1.6,1.4) 

7.4 

(8.4,9.7) 

7.4 

(3.4,3.4) 

7.3 

(4.2,3.5) 

7.0 

(2.5,3.8) 

7.0 

(7.0,7.0) 

6.7 

(2.0,2.9) 

6.7 

(10.9,10.6) 

5.8 

(4.  3,  5.  3) 

5.1 

Ralston  Purina 

Richardson-Merrell 

National  Chemsearch 

American  Dist.  Tele 

Schlitz  (Jos.)  Brewing 

Consol.  Freight 

Coca-Cola 

Squibb 

Lubrizol 

American  Home  Products 

Procter  &  Gamble.. 

Goodyear  Tire  &  Rubber  Co 

Philip  Morris 

Bristol-Meyer... 

International  Flavors  &  Fragrances. 

Penney  (J.C.)  Corp... 

Dow  Chemical 

PepsiCo.,  Inc 

Lilly  (Eli)  &  Co 

ABC. 

Kraftco 

Kresge  (S.S.)  Co 

Marathon  Oil 

McDonalds  Corp 

Revlon. 


TABLE  7b —16  NYSE  STOCKS  IN  WHICH  MORGAN'S  NET  SALES  DURING  1973  ACCOUNTED  FOR  5  OR  MORE  OF  ALL 
SHARES  SOLD  THAT  YEAR  IN  THAT  STOCK 


Stock 


(Morgan  held— per- 
cent of  outstanding  Morgan's  selling  was— 
shares,  as  of  end-      percent  of  all  shares 
1972'  and  end-1973)  sold 


RevcoD.S (c.4.25;  1.53) 

Trane.. (c.  7.  25;  4.08) 

Rite-Aid. (NA) 

W.T.Grant (NA) 

L.A.  Times-Mirror (c.  5.50;  3.62) 

Melville  Shoe. (c.  10.0;  7.0) 

Cummins  Eng (c.9.25;  6.27) 

ARA. (c.  11.25;  7.42) 

Jewel  Cos... (c.3.90;  1.21) 

Burlington  Industries (c.  10.  70;  9.56) 

Heublein (c.  12.0;  9.34) 

Carrier. (c.  11.50;  9.62) 

Simplicity  Pattern (c.  16.75;  13.69) 

Louisiana  Land  Exp... (c.  9.  30;  8.02) 

E.I.  du  Pont  de  Nemours (c.  1.25;  .50) 

American  Cyanamid (c.  5.25;  4.15) 


32.2 
21.3 
18.8 
16.1 
15.9 
14.3 
12.8 
12.0 
9.3 
9.1 
8.5 
7.7 
7.7 
6.9 
6.1 
5.7 


1  Precise  holdings  percentages  are  not  available  for  end-1972,  and  so  have  been  closely  approximated.  The  1973  figures 
are  precise. 


12.7 

1.0 

10.5 

4.2 

9.5 

.8 

9.3 

5.0 
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TABLE  8a.-MORGAN'S  1973  MAJOR  PURCHASES,  WHICH  BECAME  MORGAN'S  1974  MAJOR  SALES' 

[In  percent) 

1973  net  1974  net 

Stock  purchase  sale 

1.  Procter  &  Gamble  Co.. 

2.  Penney  (J.C.)  Co.,  Inc 

3.  Dow  Chemical  Co_ 

4.  Philip  Morris,  Inc 

1  This  table,  and  tables  8b  and  8c,  exclude  major  reversals  of  direction  which  seem  to  have  occurred  during  the  calendar 
year,  as  distinct  from  those  which  happen  to  move  in  one  direction  in  1  year,  then  the  opposite  direction  the  next  year. 
For  example,  the  following  is  excluded  from  these  tables  because  of  the  "netting"  treatment  (see  app.  1): 

1973  1974  1975 

Lilly  (Eli)  &  Co. Bought  9.3  percent  Bought  5  percent;  Sold  4.7  percent. 

of  volume.  sold  5.4  percent. 


TABLE  8b.— MORGAN'S  1974  MAJOR  PURCHASES,  WHICH  BECAME  MORGAN'S  1975  MAJOR  SALES 

[In  percent] 

1974  net  1975  net 

Stock  purchase  sale 

1.  Squibb  Corp 

2.  Heublein  Inc... 

3.  Kraftco  Corp 

4.  Lubrizol  Corp... 

5.  Ralston  Purina  Co 

6.  Schlitz  (Jos.)  Brewing  Co 

7.  International  Flavors  &  Fragrances 

8.  American  Home  Products 

9.  Ford  Motor  Co 

10.  Air  Products  &  Chemicals,  Inc... 

11.  Coca-Cola  Co. 

12.  Kennecott  Copper  Corp 


18.3 

8.6 

12.3 

6.5 

9.3 

8.4 

10.3 

6.9 

8.8 

13.4 

7.6 

8.3 

1.1 

15.5 

3.7 

6.8 

4.8 

3.5 

4.9 

4.0 

1.8 

2.3 

2.8 

4.6 

TABLE  8c- 

-MORGAN'S  MAJOR  SWINGS 

1973                              1974                              1975 

Heublein 

Schering-Plough 

..  Sold  10  percent Bought  12. 3  percent.  Sold  6.  5  percent. 

..  Bought  4  percent....  Sold  5  percent Bought  3.  3  percent, 

sold  5.  6  percent. 

APPENDIX  1 
Xotes  About  Data  ix  Tables 

1,  "Netting". — Any  "netting"  reduces  the  magnitude  of  the  Morgan's 

moves.  For  example,  in  Table  1  and  the  underlying  1974  data  (Tables 
6a  and  6b).  I  do  not  show  Philip  Morris  at  all  as  an  active  net  pur- 
chase, and  where  it  does  appear,  as  an  active  net  sale,  it  is  shown  as 
accounting  for  only  5  percent  of  total  trading.  Similarly,  Eli  Lilly, 
;is  a  result  of  netting,  is  excluded  entirely  from  Tables  1,  6a  and  6b. 

But  as  shown  in  the  tables  showing  stocks  both  actively  bought  and 
actively  sold  (Table  6c  for  1074),  in  fact  the  Morgan  purchased 
Philip  Morris  actively  enough  to  account  for  5%  of  total  trading,  and 
sold  enough  of  the  same  stock  to  account  for  10%  of  the  volume. 
""Net ting"  eliminates  the  purchase,  and  reduces  the  sale  from  10%  to 
•V,  (  rounded).  Similarly.  Eli  Lilly,  but  for  netting,  would  appear  on 
the  purchase  side  as  accounting  for  5%  of  total  volume,  and  also  on 
the  -ale  side,  again  at  5%. 

■"Netting"  has  been  done  for  two  reasons:  (1)  If  as  a  matter  of  fact 
the  purchases  and  sales  were  concurrent,  because  of  the  differing  in- 
vestment needs  of  different  accounts,  then  the  Morgan's  trading  would 
have  little  if  any  price  impact.  In  that  situation,  the  thesis  of  this 
paper,  that  one  institution  is  having  an  inordinate  price  impact,  would 
be  inflated  by  data  where  such  impacts  may  not  have  occurred,  and 
so  all  data  which  even  may  represent  concurrent  trading,  have  been 
excluded.  (2)  As  a  matter  of  probabilities,  the  combination  of  large 
purchases  and  sales  in  one  year  is  more  likely  to  result  from  a  change 
in  view  toward  the  stock  during  the  year,  rather  than  from  concurrent, 
offsetting  transactions.  That  is.  whether  or  not  it  was  true  of  Philip 
Morris  in  1<>74.  usually  ://(  of  the  volume  on  the  sale  side  in  the  same 
year  as  10%  oil  the  buy  side,  will  reflect  purchases  in.  say,  the  earlier 
part  of  the  year,  followed  by  a  complete  switch  in  judgment  about  the 
stock  and  thus  sales  for  the  remainder  of  t  he  year. 

Thus  as  a  matter  of  probabilities,  if  is  likely  that  the  Morgan's  trad- 
ing is  heavily  influencing  if  not  setting  prices  even  in  these  ''netting'' 
situations  which  I  have  excluded.  Thus  the  data  here  almost  certainly 
understate  the  frequency  of  Morgan's  price  impacts.  That  seemed 
clearly  the  better  course  than  risking  overstatement. 

All  "net"  purchases  or  "net"  sales  have  been  adjusted  only  to  the 
extent  that  the  transactions  "in  the  other  direction"— e.g.,  the  total 
sales  subtracted  from  total  purchases  to  arrive  at  "net  purchases"— 
were  substantial  enough  to  rank  among  t\w  top  :><>  reported.  Smaller 
transactions  "in  the  other  direction"  have  been  ignored  because  the 
data  are  not  readily  available;  because  their  lesser  magnitude,  by 
definition,  made  their  exclusion  hardly  likely  to  matter;  and  last', 
because  the  Morgan  was  active  on  both' sides  of  the  market  in  so  few 
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stocks  among  their  100  largest  trades,  further  reducing  the  likelihood 
that  anything  of  consequence  is  excluded. 

2.  Total  Volume. — There  are  considerable  problems  to  calculating 
"total  volume."  as  explained  fully  in  the  letter  excerpted  below.  There 
is  also  the  problem  that  some  volume  in  all  ''institutional"  NYSE 
issues  tends  to  be  done  on  regional  exchanges  and  in  the  "third 
market.'3  Now,  in  1976.  we  have  daily  "composite  NYSE  volume** 
reporting,  but  even  that  excludes  most  "third  market"  volume,  and  in 
any  event  it  wa<  not  available  in  ll)7r>  or  earlier.  Therefore,  substantial 
efforts  were  made  to  assemble  total  volume  figures. 

When  I  first  made  this  analysis  of  Morgan's  trading  volume,  in 
May  1974  for  the  Educational  TV  Network  "Advocates'-  program,  I 
went  so  far  as  to  cumulate  volume  data  for  the  NYSE,  three  major 
regional s.  and  SEC-reported  third-market  data.  That  resulted  ire 
data  extremely  similar  to  simple  NYSE  volume,  as  seen  by  comparing- 
Table  1  data  for  1973,  with  the  below  figures  which  reflect  NYSE- 
onlv  data : 


Morgan,  more  than— 

5  percent 

10  percent - 

15  percent. — 

20  percent.. 

25  percent. 

30  percent 

35  percent 

In  the  analysis  of  1974  and  1975  trades  for  this  paper,  even  fuller 
data  were  available  and.  therefore,  were  cumulated  so  that  the  Morgan 
percentages  are  calculated  on  the  basis  of  all  trading:  the  NYSE 
itself:  the  Midwest.  Pacific.  PBW,  Boston  and  Cincinnati  exchanges; 
and  the  third  market.  The  NYSE  and  regional  exchange  data  are 
from  the  Bank  <&  Quotation  Record,  issues  of  January  1975  and  Jan- 
uary 1976.  The  third  market  data  are  from  dealers'  reports  to  the  SEC 
pursuant  to  Exchange  Act  Rule  l7-a-9:  the  SEC  publishes  such  data 
on  50  stocks  in  each  Quarterly  Statistical  Bulletin,  and  for  the  remain- 
ing stocks  the  SEC's  computer  print-outs  were  used. 

The  problems  of  "total  volume"  data  were  set  forth  in  the  follow^ 
ing  explanation  of  my  analysis,  included  in  a  letter  of  May  15,  1974 
to  Mr.  Harrison  V.  Smith,  then  Senior  Vice  President,  now  Executive 
Vice  President  in  charge  of  the  Trust  and  Investment  Division,  Mor- 
gan Guaranty  Trust  Company : 

Enclosed  are  my  work  papers  on  the  Morgan's  participation  in  the  market  in 
its  major  moves  last  year.  (I  apologize  for  sending  you  work  papers  rather  than 
a  polished  final  piece,  but  I  believe  they  are  clear  and  want  to  get  the  data 
to  you  as  quickly  as  possible.)  This  shows  Morgan  volume  as  reported  in  your 
recent  "Report  III",  relative  to  two  figures :  First,  relative  to  total  reported: 
NYSE  volume.  Second,  relative  to  total  reported  NYSE  volume  plus  (a)  total 
reported  Midwest,  Pacific  and  Boston  volume,  and  (b)  reported  third-market 
volume  as  per  SEC  data  secured  routinely  from  third-market  firms. 

While  I  have  no  doubt  about  the  accuracy  of  these  figures  (unless  clerical 
errors  have  been  made  and  not  caught),  there  are  minor  adjustments  still  to 
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NYSE  only. 
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total. 
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be  made,  or  which  would  be  made  if  the  data  existed,  which  might  cause  some 
increases  and  some  decreases  in  the  Morgan's  participation  figures. 

Thus:  (1)  The  Morgan's  participation  relative  to  total  reported  NYSE  vol- 
ume is  understated.  That  is,  for  example,  in  fact  the  Morgan  accounted  for 
?)wj-e  than  38%  of  actual  NYSE  public  purchases  and  sales  in  Ralston  Purina 
last  year.  This  is  because  I  do  not  have  data  on  the  extent  of  dealer  par- 
ticipation in  that  total  volume,  and  am  told  such  data  do  not  exist  stock  by  stock. 
I  understand  the  rough  average  extent  of  total  dealer  participation  in  NYSE 
volume  is  20%.  I  expect  that  in  these  "institutional"  stocks,  member  firms' 
dealer  participation  is  usually  particularly  high.  (2)  The  Morgan's  participation 
relative  to  off-board  volume  in  these  NYSE  stocks  may  be  overstated  for  three 
separate  reasons:  (a)  Annual  data  are  available  only  on  the  three  regionals  in- 
cluded :  adding  the  other  regionals  will  make  little  change  in  the  final  figures,  but 
I  do  want  to  add  them  as  soon  as  there  is  time  (and  a  research  assistant)  to 
assemble  the  monthly  data  for  the  other  regionals.  (b)  In  the  time  that  was 
available,  and  with  SEC's  back  copies  of  the  Bank  Stock  Quotation  Record 
unavailable  (they're  being  bound),  I  was  unable  to  learn  whether  the  three  re- 
gionals* figures  on  the  few  stocks  which  had  splits,  had  been  adjusted  for  those 
splits.  I  believe  they  were  not  adjusted  for  splits  (as  the  NYSE  data  were,  via 
long  telephone  call  and  the  courtesy  of  staff  at  the  Quotation  Record),  but  while 
that  might  matter  a  good  deal  had  a  stock  like  the  Times-Mirror  split  and  the 
Pacific  Exchange  figures  not  been  adjusted,  I  believe  the  few  stocks  which  in  fact 
are  involved  would  see  little  change  in  final  figures  when  the  adjustments  are 
made,  (c)  The  third-market  figures  are  understated  somewhat,  because  the  SEC 
secures  only  those  firms'  sale  figures,  whereas  the  "total  volume"  figures  those 
firms— or.  at  least,  Weeden — like  to  use,  as  in  advertising  how  their  volume 
compares  with  the  NYSE's,  are  adjusted  to  be  comparable  to  NYSE  reporting. 
There  appears  to  be  a  difference  of  opinion  among  highly  knowledgeable  people 
about  the  extent  of  the  "lowness"  of  the  SEC's  third-market  data. 

In  all  likelihood,  the  three  causes  of  possible  understatement  of  total  off- 
hoard  volume  are  more  than  likely  outweighed,  and  probably  considerably  so, 
by  the  one  cause  of  definite  overstatement  of  total  on-board  volume. 

'>).  Stack  Splits. — Three  stocks  reflected  in  Table  1,  Schlumberger  in 
1975  and  Philip  Morris  and  Snuibb  in  1974,  experienced  stock  splits 
during  those  years.  (Respectively.  3  for  2;  2  for  1 :  and  2  for  1.)  One 
other  stock  not  in  Table  1.  but  in  Table  6c  because  of  very  large  activity 
in  both  purchases  and  sales — International  Flavors  and  Fragrances — 
had  a  2  fori  split  in  1974. 

The  data  on  these  few  stocks  could  not  be  adjusted  to  take  those 
splits  into  account  precisely  because  of  severe  limits  on  the  data 
available,  but  it  is  believed  that  this  results  in  accurate  though  in 
these  few  cases  imprecise  figures.  Thus,  for  example,  Schlumberger,  in 
which  Morgan's  sales  accounted  for  11  c'c  of  total  trading  volume 
during  1975  was  split  3  for  2  on  April  16,  1975.  The  annual  volume 
figures  available  do  not  adjust,  they  simply  report  the  cumulative 
total  number  of  shares  traded;  that  is  one  limit  on  getting  precise 
percentages  of  the  volume.  The  second  limit  is  that  data  are  not 
available  (except  in  raw  form,  as  reported  to  the  Comptroller — see 
Footnote  1  in  text  above)  showing  how  much  of  the  Morgan's  activ- 
ity was  pro-split,  how  much  was  post-split.  Thus  it  may  be,  depending 
upon  when  the  bulk  of  their  activity  occurred,  that  they  actually 
did  more  than  11%,  or  less.  If  their  trading  was  relatively  level 
throughout  the  year — and  in  the  instance  of  Schlumberger,  they 
traded  on  240  days  of  the  25:5  days  the  NYSE  was  open  in  1975.  an 
astounding  fact  in  itself — it  seems  appropriate  simply  to  use  the 
total  Morgan  figure  and  the  total   recorded  volume  figures. 


APPENDIX  2 

Sources  of,  and  Gaps  in,  Data  ox  Total  Sizes  of  Institutional 
Investors'  Assets 

Delays  in  reporting  the  amount  of  assets  managed  by  trust  depart- 
ments are  so  considerable  that  it  will  be  late  in  1976  before  we  have 
data  on  end-1975.  Thus,  as  of  early  April  1976,  the  only  firm  and  com- 
plete data  available  are  end-1974.  reported  in  a  joint  publication  of  the 
FEB,  FDIC  and  Comptroller,  Trust  Assets  of  Commercial  Banks — 
1974. 

Since  end-1974,  stock  prices  have  risen  50rr ,  from  Standard  &  Poors 
T)00  figure  of  68.56.  to  10:2.77  (close  of  1976  first  quarter,  March  31, 
1976). 

In  addition  to  stock  price  rises,  bank  trust  departments,  being  the 
largest  managers  of  pension  fund  assets,  have  very  substantial  and 
regular  net  in-flows  of  new  funds  in  such  accounts,  as  well  of  course  as 
similar  flows  into  other  accounts.  The  last  element  making  estimates 
imprecise  is  that  the  composition  of  assets  changes,  especially  in  a 
period  of  dramatic  market  moves  like  the  recent  one.  Thus,  at  end- 
1974  it  is  likely  that  substantial  amounts  were  held  in  cash  equivalents 
which  subsequently  were  moved  into  stocks. 

The  bank  regulators'  annual  publication  on  trust  assets,  although 
so  late,  does  give  thorough  coverage  including  such  data  as  the  cate- 
gories or  kinds  of  accounts  (e.g..  employee  benefit  trust,  personal  trust, 
employee  benefit  agency  a-ccounts,  etc.),  the  categories  of  assets,  and 
specific  dollar  amounts  in  each  category  of  accounts  managed  by  each 
of  the  300  largest  trust  departments,  which  includes  almost  all  de- 
partments with  more  than  $100  million  in  assets.  Unfortunately,  it 
does  not  give  net  new  in-flows.  nor  distinguish  at  all  between  assets 
over  which  there  is  investment  discretion  and  other  assets,  nor  give 
any  information  about  voting  authority. 

The  trust  department  data  in  this  paper  derive  from  that  publica- 
tion, unless  otherwise  indicated. 

Almost  immediately  after  that  publication  appears  each  year,  the 
American  Banker  publishes  asset  and  income  data  on  the  10*0  largest 
trust  departments,  including  comparison  with  the  prior  year. 

A  gap  in  trust  department  data  is  the  exclusion  from  publications, 
and  consequent  ignorance  or  uncertainty,  about  how  much  money  is  in 
custodial  accounts,  for  which  the  trust  department  renders  only  strictly 
ministerial  services,  such  as  collecting  dividends  or  delivering  stock 
certificates  to  a  broker  for  sale.  (The  line  between  such  accounts  and 
"directed  trusteeships,"  concern  over  which  is  expressed  in  the  text 
of  the  paper,  is  so  thin  as  to  raise  further  question  about  the  reality 
of  any  "trusteeship"  if  "directed.")  According  to  a  leading  private 
publication's  survey  of  about  1300  trust  departments,  total  assets — 
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including  custodian  accounts — came  to  $140  billion  in  end-June,  1075, 
and  $412  billion  in  end-June  1974.  Money  Market  Directory— 1976 
(New  York).  Since  our  other  data  are  end-December  and  the  stock 
market  has  moved  so  in  this  period  and  the  amount  of  in-flows  is  un- 
known, it  is  difficult  to  calculate  the  dollar  amount  in  custodial  ac- 
counts. (The  Money  Marker  Directory's  exclusion  of  2700  smaller  trust 
departments  should  also  be  noted,  but  probably  matters  little  if  at  all 
because  such  departments  likely  have  so  little  custodial  business.) 
Recent  first-time  data  on  custodial  accounts  of  23  major  trust  depart- 
ments indicates  $68.9  billion  in  common  stock  in  such  accounts  at  those 
bank-:  this  includes  other  banks'  holdings,  mutual  funds'  holding. 
etc.  Institutional  Investors'  Common  Stock,  Committee  Print,  Sub- 
committee on  Reports,  Accounting  and  Management,  Senate  Commit- 
tee on  Qovernment  Operations,  94th  Cong.  2d  Sess.,  pp.  440-45  (1976). 
In  spite  of  this  size,  the  lack  of  knowledge  about  custodial  accounts  is 
far  less  disturbing,  because  of  the  limited  ministerial  powers  over  those 
accounts,  than  the  lack  of  routine  assembly  and  publication  on  the 
other  quite  simple  matters  noted  above  about  regular  trust  department 
accounts. 

Data  about  other  institutional  investors  comes  from  the  secondary 
assemblage  of  data  published  by  the  SEC,  Statistical  Bulletin,  May 
1975.  p.  440;  except  for  the  figure  on  life  insurance  companies'  equity 
holdings,  which  is  from  the  Institute  of  Life  Insurance,  Life  Insurance 
Fact  Book— 1975. 


BANK  HOLDING  COMPANIES  AND  PUBLIC 
POLICY  TODAY 

(By  Roy  A.  Schotland*) 

I.  Introduction 

The  first  significant  economic  downturn  since  the  present  bank 
holding  company  structure  was  erected  in  1970,  and  the  overexpansion 
just  before  that  downturn,  have  shown  the  need  for  early  congressional 
action  to  protect  against  avoidable  but  demonstrated  threats  to  the 
soundness  of  holding  company  banks.  Recommended  lines  for  amend- 
ments are  set  forth  at  the  end  of  this  paper.  It  is  also  recommended 
that  Congress  and  the  Federal  Reserve  Board  monitor  specified  major 
trends  involving  bank  holding  companies.  Such  monitoring  need 
not  be  exhaustive  or  burdensome,  but  unless  basic  trends  are 
watched — as  they  have  not  been  since  1970 — we  do  not  know  whether 
the  framework  Congress  built  to  separate  banking  from  commerce  and 
to  assure  that  bank  holding  companies  benefit  the  public  interest,  is  a 
sound  structure  or  is  being  steadily  eroded. 

When  Congress  erected  today's  statutory  framework  for  bank  hold- 
ing companies,  in  1956  and  in  the  major  amendments  of  1970,  an  over- 
riding purpose  was  to  preserve  our  long-standing  separation  between 
"the  suppliers  of  money — the  banks — and  the  users  of  money — com- 
merce and  industry."  x  Federal  officials  felt  with  striking  consensus 
that  the  nation  had  to  take  steps  to  avoid  "the  Zaibatsu  problem."  2 
The  urgency  with  which  that  problem  was  viewed  is  made  clear  by 
testimony  of  Treasury  Under  Secretary  Char] s  Walker : 

The  question  of  regulating  [one-bank  holding  companies]  came  up  in  the  first 
week  that  the  Nixon  administration  was  in  office. 

The  first  informal  discussions  that  took  place  among  the  President's  economic 
advisors,  Treasury  officials,  Budget  Bureau,  Justice  Department,  and  the  Federal 
banking  agencies,  led  to  the  clear  conclusion  that  this  administration  had  to  pre- 
sent early  in  its  life  a  measure  to  regulate  the  formation  of  one-bank  holding 
companies,  but  not  because  it  represented  a  real  threat  to  the  safety  and  sol- 
vency of  the  banks  in  the  one-bank  holding  companies.  .  .  . 

No,  we  were  concerned  about  a  movement  that  we  felt  could  and  probably 
would  ultimately  Change  the  very  face  of  American  capitalism.  This  is  known  in 
Japan  as  the  Zaibatsu  arrangement.  We  feared  that  if  this  trend  continued,  as 
it  was  moving  in  1968,  with  more  and  more  conglomerates  acquiring  banks  and 
probably  some  bank  holding  companies  moving  into  the  conglomerate  area,  that 


*Professor  of  Law.  Georgetown  University  Law  School.  Paper  prepared  for  the  Financial 
Institutions  and  the  Nation's  Economy  (FIXE)  Study  of  the  House  Committee  on  Banking, 
Currency,  and  Housing. 

1  Message  of  the  President,  March  24.  I960,  quoted  in  Conference  Rpr.  91-1747, 
Statement  of  the  Managers  on  the  Part  of  the  House,  91st  Cong.  2d  Sess.  (1970)  :  1970 
U.S.C.C.A.N.  5561,  5562. 

2  The  Japanese  world  means  "financial  clique"  or  "money  trust."  Arthur  Burns  began 
its  public  use  in  this  setting.  Hearings  on  Bank  Holding:  Company  Act  Amendments, 
House  Committee  on  Banking  and  Currency.  91st  Cong.  1st  Sess.   (1969),  p.  36. 
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over  a  period  of  perhaps  a  decade  or  less  we  would  end  up  with  40,  50,  60  major 
centers  of  economic  and  financial  power  in  each  of  which  a  conglomerate  would 
dominate  a  large  bank  or  a  multibillion  dollar  bank  would  dominate  a 
conglomerate.3 

Banking  concentration  and  dominance  of  the  economy  was  feared 
for  several  reasons,  merely  intuited  by  many  persons,  articulated  by  a 
few : 

(1)  Dominance  of  the  economy  is  likely  to  lead  to  political 
dominance. 

(2)  Whatever  the  soundness  of  that  first  fear,  banking  concentration 
and  dominance  of  the  economy  would  likely  lead  to  distortions  in  the 
flow  of  credit,  as  banks  might  well  favor  affiliated  enterprises. 

(3)  Banks'  expansion  of  their  activities  might  well  lead  to  anti- 
competitive bundling  of  services,  not  only  by  direct  explicit  typing  and 
similar  marketing  or  pricing  practices,  but  also  by  informal,  implicit 
expectations,  which  often  would  rest  on  no  action  by  the  bank  but  only 
on  the  borrower's  (or  other  customer's)  concern  to  protect  his  banking 
relationship. 

(4)  Competition  might  well  be  reduced  both  in  banking  and  in  other 
areas  in  which  bank  holding  companies  would  be  present,  as  a  result 
partly  of  the  problems  noted  above,  partly  of  others. 

(5)  Conflicts  of  interest  and  other  threats  to  banks'  soundness  might 
well  arise  to  disturbing  degrees,  as  incentives  would  exist  to  use  a  bank 
to  aid  related  enterprises,  or  as  losses  in  related  enterprises  might  well 
hurt  a  bank  despite  its  efforts  to  stay  separate. 

To  guard  against  those  dangers,  yet  also  to  assure  that  banking 
would  have  the  flexibility  to  meet  the  people's  financial  needs  effi- 
ciently, competitively,  at  reasonable  cost,  and  with  full  benefit  of 
modern  advances.  Congress  subjected  holding  companies  to  various 
safeguards,  barred  them  from  any  activities  not  "closely  related"  to 
banking,  and  authorized  tho  Federal  Reserve  Board  to  approve  bank- 
ing-related activities  only  if  it  found  such  undertakings  would  ptoduce 
benefits  to  the  public  outweighing  the  possible  adverse  impacts. 

Congress  took  the  major  steps  it  did  in  1970  despite  the  strong  oppo- 
sition of  the  large  banks4  and  despite  sharp  differences  of  view 
among  Federal  officials  as  to  what  precise  steps  were  the  right  ones. 
Action  was  deemed  essential  to  protect  the  public  interest  from  poten- 
tial abuses  deemed  so  serious,  and  so  likely,  as  to  warrant  preventive 
action.  The  Senate  noted  "its  agreement  .  .  .  that  there  have  been  no 
major  abuses  effectuated  through  the  one-bank  holding  company  de- 
vice. It  18  clearly  understood  that  the  legislation  is  to  />/■<  r,  nt  possible 
ft/fare  problems  rather  than  to  solve  existing  ones.'' 5  [Emphasis 
added.] 

How  have  six  years  of  further  experience  changed  the  picture?  On 
balance,  the  holding  company  movement  has  been  a  sound,  indeed  a 


s  Hearings  on  One  Rank  Holding  Company  Legislation,  Senate  Committee  on  Bank- 
ing and  Currency.  01st  Con*.  2d  Sess.  p.  13  (1970). 

*  See.  e.g.",  reports  of  the  Washington  press  conference-  intended  to  he  "off  the' record" — 
of  George  S.  Moore,  chairman  of  the  First  National  City  Bank,  March  4  and  March  0. 
1969;  April  1000  report  of  division  of  views  within  the  American  Hankers  Association  and 
the   formation   of  a    separate  association   of  one-hank   holding  companies;  and  March   10(50 

speech  of  Edward  T.  Shipley,  Executive  vice  President  of  wachovia  Hank  and  Trust  Co., 

all  reprinted  in  Hearings  on  Hank  Holding  Company  Act  Amendments,  House  Committee 
OS  Hanking  and  Currency.  01st  Congress,  1st  Session,  at  118-119,  135-138.  and  130 
(19A9). 

5S.  Kept.  No.  91-1084,  01st  Cong..  2d  Sess.  4   (1070). 
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constructive  development,  and  the  fundamental  concept  of  the  legisla- 
tion thus  far  stands  up  well.  Three  problems  have  emerged,  one  of 
them  urgent,  which  require  Congressional  action  if  the  public  inter- 
est is  not  to  be  injured.  The  urgent  problem  requires  action  now  to  stop 
experienced  abuses ;  the  two  other  problems  warrant  action  now  to  pro- 
tect Congress's  decision  in  1970. 

(1)  The  clearest  danger,  already  experienced  repeatedly  although 
relatively  little  expected  back  in  1970.  is  the  threat  to  the  soundness  of 
individual  banks  and  the  banking  system.  Bank  failures,  or  rather 
failure-forced  mergers,  have  already  occurred  at  least  in  California, 
Florida  and  Tennessee,  as  a  result  of  the  painful  combination  of  in- 
adequate statutory  safeguards  and  insufficient  regulatory  action.  Con- 
gress should  enact  amendments,  many  of  them  already  requested  by 
the  Federal  bank  regulatory  agencies,  to  repair  specific  gaps  in  the 
existing  statutory  safeguards: 

(a)  Limit  undue  risks  in  intra -holding  company  transactions  by 
further  safeguards  on  such  transactions,  and  by  public  disclosure 
where  appropriate,  and  also  by  encouraging  vigorous  self-protection 
for  denository  subsidiaries. 

(b)  Limit  undue  threats  to  bank  soundness  by  avoiding  possible  lia- 
bilities of  depository  subsidiaries  for  their  affiliates'  losses,  and  by  as- 
suring against  public  confusion  as  to  the  depository  subsidiaries'  sepa- 
rateness  from  the  holding  company  and  from  the  other  units. 

(c)  Authorize  appropriately  full  and  flexible  enforcement  devices. 

(2)  The  "Zaibatsu  problem"  and  related  earlier  fears  have  not  com^ 
to  pass,  either  because  of  the  1970  legislation,  or  because  of  that  and 
many  other  reasons.  Of  course  the  fear  may  have  been  overstated,  or 
on  the  other  hand  its  realization  or  refutation  may  take  many  years. 
Certainly  the  severity  of  that  fear  and  the  breadth  of  agreement  upon 
it.  are  reasons  to  monitor  systematically  whatever  trends  are  occur- 
ring. Therefore  it  is  surprising  to  find  that  the  responsible  regulatory 
body,  the  Federal  Reserve  Board,  has  done  as  little  as  it  has  to  moni- 
tor (a)  trends  and  possible  problems  as  to  credit  flows  in  banking,  and 
(b)  the  impacts  of  the  bank  holding  company  presence  on  concentra- 
tion and  other  aspects  in  non-banking  lines  of  activity.  While  we  be- 
lieve that  many  of  the  trends  and  impacts  thus  far  are  beneficial  to 
the  public,  the  difficulty  of  "unscrambling"  undue  concentration  if  it 
does  occur  is  so  great  that  monitoring  is  essential.  We  do  not  need 
broad,  burdensome,  routinized  data  gathering.  We  do  need  sufficient 
information  to  know  whether  closer  scrutiny  (or  other  action)  is  war- 
ranted. It  has  taken  the  Federal  Reserve  Board  five  years  even  to 
begin  securing  reasonably  adequate  annual  reports  from  bank  holding 
companies.  Information  from  those  reports  will  not  be  available  even 
to  the  Board  itself  for  about  another  year,  and  even  then  will  need 
more  time  to  be  analyzed,  let  alone  to  present  any  picture  of  trends. 
Yet  further,  at  present  there  is  no  assurance  that  any  of  this  informa- 
tion will  be  made  available  to  Congress  and  the  public.  The  time  is 
ripe  to  examine,  in  closer  detail  than  possible  in  this  paper,  the  ade- 
quacy of  the  information  the  Board  is  finally  beginning  to  gather,  lest 
even  a  glacial  spread  of  concentration — or  of  banking's  spread  into 
commerce — outstrip  the  simple  process  by  which  we  try  to  watch  where 
we  are  going.  Congress  should  enact  directives  (or  the  responsible 
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Committees  should  communicate)  to  the  Federal  Reserve  Board  as- 
suring that  they  will  stay  apprised  of.  and  regularly  report  on,  data 
showing  how  healthy  are  competition,  efficiency  and  equity  in  the  mat- 
ters that  so  deeply  concerned  all  Federal  officials  the  last  time  bank 
holding  company  trends  became  troublesome.  Regular  reports  are 
needed  on: 

(a)  To  what  extent,  if  any,  has  the  growth  of  bank  holding  com- 
panies transcending  state  and  even  regional  or  national  lines,  aii'eeted 
the  relationship  between  sources  of  deposits  and  recipients  of  loans  \ 
E.g.,  are  bank  holding  companies  the  medium  for  ''disinvestment"  in 
less  populous  areas,  or  for  "efficient'-  allocation  of  credit?  At  present, 
we  do  not  know. 

(b)  In  what  ways,  if  any,  has  the  growth  of  bank  holding  com- 
panies affected  concentration,  competition,  efficiency,  prices  and  mar- 
keting, in  non-banking  lines  of  activity  permissible  for  bank  holding 
companies  ?  At  present,  we  know  almost  nothing. 

(3)  Noting  again  that  the  "Zaibatsu  problem"'  and  related  earlier 
fears  have  not  come  to  pass,  nonetheless  there  are  disturbing  signs 
that  protection  of  competition  may  be  getting  less  weight,  in  allowing 
expansion  of  bank  holding  companies,  than  is  necessary  to  prevent  un- 
due concentration.  What  should  be  the  weight  assigned  to  preserving 
competition  in  the  holding  company  setting,  is  closely  related  to  that 
same  question  in  other  bank  merger  situations.  Anyone  concerned  to 
protect  competition  should  be  troubled  that  the  official  body  responsi- 
ble for  that  task,  the  Justice  Department,  has  lost  an  unbroken  series 
of  eight  suits  against  bank  mergers.  That  experience  alone  warrants 
review  of  the  legislative  standards  applicable  to  mergers  and 
acquisitions. 

II.  Background 

A.  Events  leading  to  the  1970  Amendments 

Since  1956,  multibank  holding  companies  have  been  regulated  by 
the  Federal  Reserve  Board,  pursuant  to  the  Bank  Holding  Company 
Act  of  1956,  amended  slightly  in  1966  and  fundamentally  in  1970.  The 
original  Act  aimed  at  controlling  expansion  of  bank  holding  com- 
panies, limiting  their  acquisitions  across  state  lines  and  preserving  the 
historical  separation  between  banking  and  commerce.  One-bank  hold- 
ing companies  were  not  within  the  Act  (although  the  Federal  Reserve 
Board  consistently  urged  their  inclusion)  because  "there  was  no  sub- 
stantial evidence  of  abuses,"  according  to  the  Senate  Committee,  and 
because  of  an  unwillingness  to  disturb  many  existing  small-bank 
arrangements.' 

Beginning  after  the  1966  amendments  which  left  one-bank  holding 
companies  still  unregulated,  an  explosive  growth  of  the  number  and 
diversity  of  such  (inns  occurred.  Some  were  bank-originated,  like  the 
trend-setting  First  National  City  Corporation,  which  among  other 
subsequent  steps  acquired  a  major  mortgage  banking  ftrm  and  a  major 
management  consulting  firm.  Others  were  originated  by  such  diverse 
non-banking  firms  as  Montgomery-Ward,  Baldwin  Piano.  S.  &  II. 
Greeri   Stamps,  and   in  the  step  which  probably  catalyzed  ollicial   re- 


flS.  Rpt.  No.  1179,  80th  Cong.  2d  Soss.,  5  (I§8«). 
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spouses,  Leasco  Data  Processing  Equipment  Corp. — one  of  the 
attention-stirring  emerging  conglomerates  of  those  years — tried  un- 
successfully to  take  over  Chemical  Bank  New  York  Trust  Company. 

Between  1966  and  early  1969,  when  Federal  officials  rose  in  agree- 
ment on  the  need  for  protective  action  of  some  kind,  so  many  banks 
formed  holding  companies,  or  were  acquired  by  conglomerates  and 
other  diverse  companies,  that  the  number  of  one-bank  holding  compa- 
nies rose  from  just  over  600  mainly  small  organizations,  to  810  of 
more  varied  sizes,  and  their  deposits  from  $15  billion — or  about 
4  percent  of  all  bank  deposits — to  $135  billion,  or  over  35  percent 
of  deposits.  In  addition,  by  that  time  there  were  just  over  100 
multi-bank  holding  companies  with  about  15  percent  of  all  de- 
posits. (Between  1955  and  1965,  while  the  number  of  one-bank  holding 
companies  had  risen  sharply,  the  development  was  of  a  wholly  differ- 
ent nature  and  of  little  consequence :  the  rise  in  such  firms'  deposits 
over  that  entire  decade  was  only  from  $12  billion  to  $15  billion.)  By 
the  end  of  that  two-year  explosion,  27  conglomerates  held  banks  with 
s:».;»  billion  deposits — 7  percent  of  holding  companies'  deposits  though 
only  3  percent  of  the  number  of  such  firms.  According  to  a  House 
Banking  and  Currency  Committee  staff  study,  one-bank  holding  com- 
panies were  engaged  in  20  different  financial  activities  and  99  different 
non-financial  activities.7  The  face  of  banking  was  changing  so  fast,  the 
trend  to  diversity  so  sweeping,  that  in  1969's  first  10  weeks  alone,  31 
banks  with  over  $24  billion  deposits  formed  one-bank  holding  compa- 
nies or  announced  plans  to  do  so.8 

While  the  speed  and  scope  of  these  developments  calls  into  question 
both  banking's  innovativeness,  for  not  having  moved  earlier,  and  their 
conservatism  and  independence,  for  flocking  as  they  did  after  First 
National  City  showed  the  way,  there  were 

a  number  of  economic  and  legal  considerations  [which]  converged  in  the  late 
1960's  to  cause  the  one-bank  holding  company  movement.  Increasing  costs  and 
heightened  extra-industry  competition  coupled  with  opportunities  for  more  flex- 
ible uses  of  funds,  occasioned  by  more  sophisticated  consumer  demands  and 
capabilities  resulting  from  bank  investment  in  computer  equipment,  made  di- 
versification by  banks  desirable  and  even  necessary.  Banking  product  and  geo- 
graphic extension  had  been  given  an  impetus  throughout  the  1960s  by  liberal 
rulings  of  Comptrollers  of  the  Currency  Saxon  and  Camp,  as  to  what  constitutes 
"incidental  powers  necessary  to  carry  on  the  business  of  banking"  under  the 
National  Bank  Act.  However,  bankers  who  sought  to  engage  in  such  activities 
directly  often  faced  lawsuits  from  nonbank  competitors  and  state  banks  operat- 
ing under  more  restrictions.  The  bank-formed  OBHC  seemed  to  offer  less  risk 
of  such  legal  action  and  complete  freedom  from  regulation.  Moreover,  it  had. 
and  has.  advantages  as  a  convenient  device  to  overcome  restrictions  on  funds  and 
offers  potential  organizational  benefits.9 

Xo  bright-line  distinction  can  be  drawn  between  changes  caused  by 
the  bank  holding  company  movement  and  changes  which  would  have 
occurred  whether  or  not  that  movement  existed,  under  pressure  of 
other  developments  in  banking  or  in  the  economy.  Nor  is  it  easy  to 
separate  the  advantages  and  disadvantages  of  the  holding  company 
structure,  from  related  strengths  and  weaknesses  inherent  in  banking. 

7  Committee  Print,  The  Growth  of  Unregistered  Bank  Holding  Companies — Problems 
and  Prospects,  House  Committee  on  Banking  and  Currency,  91st  Cong.,  1st  Sess.,  1  (1969). 

8  Hearings  on  Bank  Holding  Company  Act  Amendments,  House  Committee  on  Banking 
and  Currency.  91st  Cong.,  1st  Sess.,  2  (19G9). 

9  Boxman,  Bank  Holding  Company  Trends  in  New  England,  Fed.  Res.  Bk.  of  Boston 
<1974),  p.  3  n.  3. 
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The  holding  company  movement  has  probably  accelerated  and  en- 
larged chancres  which  were  already  under  way  within  banking  and 
"closely  related"  industries,  but  the  movement  did  not  start  those 
changes. 

For  example,  in  1965,  three  years  before  First  National  City  Bank 
even  became  a  one-bank  holding  company,  the  bank  acquired  a  long- 
established  major  factoring  company,  now  a  subsidiary  of  the  holding 
company,  Citicorp.  The  bank  was  able  to  do  so  because  the  Comptrol- 
ler of  the  Currency  had  approved  such  an  activity  as  an  "incidental 
power"  of  national  banks.  Similarly,  the  bank  itself  performed  equip- 
ment leasing  from  1964  and  retail  travel  agency  services  from  1065. 
(In  1969,  it  spun  out  those  activities  into  separate  subsidiaries  of  its 
new  one-bank  holding  company).  As  an  unregulated  one-bank  holding 
company,  First  National  City  in  1970  alone  acquired  (1)  one  of  the 
fifth  or  sixth  largest  mortgage  banking  firms;  (2)  Cresap,  McCormick 
&  Paget,  a  major  management  consulting  firm;  (3)  a  50  percent  hold- 
ing of  Carte  Blanche,  a  major  credit  card  issuer  subsequently  divested 
partly  because  of  Justice  Department  opposition:  and  also  consum- 
mated an  agreement  to  acquire  a  major  insurer.  Chubb  Corp.,  but  was 
blocked  by  Justice  Department  opposition.10 

Not  many  banks  were  as  active  as  First  National  City,  but  all  na- 
tional banks  could  have  been,  and  as  is  well  known  a  bank  can  easily 
convert  its  charter  from  state  to  national  (or  vice  versa).  The  holding 
company  structure  facilitated  both  geographic  expansion  and  diver- 
sification of  activities  because  it  removed  legal  doubts  and  the  risk  of 
costly  delays  for  litigation  with  regulators  or,  more  likely,  with  estab- 
lished firms  seeking  to  block  new  competition.  The  structure  also  gave 
banks  organizational  flexibility  to  spread  out  free  of  traditions  among 
bankers — e.g.,  as  to  amounts  and  form  of  compensation  for  key  per- 
sonnel— and  relatively  free  of  regulation.  For  example,  the  1970 
Amendments  did  not  authorize  any  broader  range  of  activities  abroad 
than  had  been  permitted  since  1919  under  the  Edge  Act,  which  au- 
thorized banks  to  establish  direct  subsidiaries  for  international  busi- 
ness, as  many  did.  But  the  Amendments  did  give  greater  investment 
flexibility  than  the  Edge  Act,  and  so  it  is  natural  that  the  older  Edge 
Art  form  was  used  for  less  than  8  percent  of  the  foreign  corporations 
acquired  or  established  between  1971  and  1973  (the  last  data  available), 
whereas  almost  all  the  new  activity  flowed  through  the  holding  com- 
pany structure.11 

In  short,  to  understand  earlier  developments  or  even  to  evaluate 
our  situation  now,  it  must  be  recognized  that  changes  in  banking  and 
the  economy  caused  the  holding  company  movement  far  more  than 
vice  versa.  It  is  imperative  to  realize  that  we  cannot  fairly  or  usefully 
lea])  from  the  various  fears  noted  at  the  outset  above,  to  a  conclusion 
that  such  problems  could  be  swept  aside  merely  by  repealing  the  hold- 
ing company  legislation  and  abolishing  bank  holding  companies.  Much 
of  the  criticism  of  bank  holding  companies  is.  consciously  or  not. 
merely  a  reaction  against  changes  in  banking  such  as  the  breaking 
down  of  State-line  barriers  and  the  rising  competitive  pressures  from 
innovative   bankers.   Most   neutral   observers  have  long  agreed  that 


10  American  Banker,  Oct.  29.  197.").  and  FNCB  annual  reports. 

11  See    tho   paper   by   .1.    D' AriSta,   Oversea*   Operations   of   U.S.    Ranks,   infra. 
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such  changes  are  desirable  however  much  they  may  change  the  scene, 
so  long  as  concentration  and  new  inefficiencies  or  abuses  are  not  allowed 
to  creep  into  the  new  scene. 

The  holding  company  structure,  as  shaped  by  the  Congressional 
decisions  of  1970,  is  responsible  for  four  developments.  First,  banking 
organizations  have  been  freer  to  reach  beyond  their  banks'  home  State 
or  county,  and  thus  the  Balkanization  of  American  banking  has  been 
reduced.  Second,  banking  has  been  freer  to  take  advantage  of  new 
technology  and  other  efficiencies  by  entering  "closely  related''  indus- 
tries. This  latter  freedom  has  also  given  banks  more  flexibility  in 
meeting  non-banking  firms'  competition  in  financial  services,  and  in 
meeting  the  needs  of  a  growing,  changing  economy.  Third,  banking 
organizations  have  been  barred  (except  for  certain  "grandfathered" 
situations)  from  activities  which  are  not  "closely  related"  to  banking. 
Thus,  the  soaring  rise  of  one-bank  holding  companies  involved  in 
banking  plus  whatever  else  they  wished,  and  the  fear  of  a  genie-like 
rise  of  Zaibatsu.  was  halted  by  the  1970  Amendments.  Fourth  and  last, 
holding  companies'  organization  and  expansion  has  been  regulated 
to  prevent  abuse  of  banks  or  other  injury  to  the  public  interest.  It  is 
these  regulatory  safeguards  which  need  early  improvement.  That  task 
of  improvement,  however,  must  be  approached  with  recognition  that 
while  the  holding  company  form  itself  causes  or  increases  some  of  the 
feared  dangers  which  underlie  our  regulatory  framework,  many  of 
the  problems  would  exist  in  significant  measure  whether  or  not  bank 
holding  companies  existed.  Most  of  these  problems,  then,  must  be  con- 
fronted as  long  as  we  have  banks  in  one  form  or  another. 

B.  Since  the  1970  Amendments 

Today  there  are  over  1.800  bank  holding  companies  ("BHCs") 
operating  49  percent  of  the  nation's  bank  offices  but  holding  66  per- 
cent— $520  billion — of  all  deposits,  a  proportion  which  has  been  steady 
for  several  years.12  One  of  the  most  significant  measures  of  the  health 
of  this  growth,  in  terms  of  public  policy,  is  what  has  happened  to 
concentration  in  banking.  The  most  recent  analysis 13  snows  that 
nationwide,  the  percentage  of  deposits  held  by  the  100  largest  bank- 
ing organizations  fell  from  49  to  47  percent,  from  1968  to  1973.  At 
the  state  level  over  the  same  years,  concentration  (denned  as  the  per- 
centage of  total  domestic  deposits  held  by  the  five  largest  banking 
organizations  in  a  State)  rose  in  28  states,  fell  in  22,  and  was  steady  in 
one.  "While  the  mean  and  median  changes  in  concentration  were  below 
1  percent,  holding  companies'  acquisitions  caused  increases  of  more 
than  10  percent  in  each  of  six  States;  it  must  be  remembered  that 
whether  such  rises  are  undesirable  depends  both  on  the  level  from 
which  the  rise  occurred,  and  on  what  other  changes  occurred.  Also,  no 
final  judgment  about  concentration  can  be  formed  without  data  on 
changes  in  local  markets. 

The  FRB  has  authorized  BHCs  to  enter  12  "closely  related"  lines, 
almost  all  of  which  had  been  legal  for  national  banks.  Seven  involve. 

12  Association  of  BHCs.  BHC  Facts,  p.  2  (197fi). 

13  Lawrence  and  Talley,  An  Assessment  of  Bank  Holding  Companies,  Fed.  Res.  Bull. 
(Jan.  1976),  15,  19. 
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or  are  related  to,  extending  credit:  (1)  lending  such  as  is  done  by 
mortgage,  finance  or  factoring  companies,  or  (2)  lending  by  industrial 
banks  or  loan  companies;  (3)  servicing  loans;  (4)  leasing  property, 
where  the  lease  is  the  functional  equivalent  of  an  extension  of  credit 
to  the  lessee;  (5)  making  debt  or  equity  investments  in  projects  de- 
signed primarily  to  promote  community  welfare;  (6)  acting  as  insur- 
ance agent  or  broker,  if  the  insurance  is  directly  related  to  credit  or 
financial  services;  (7)  underwriting  credit  life  and  credit  accident 
and  health  insurance  directly  related  to  extensions  of  credit. 

Three  other  activities  relate  to  financial  management:  (8)  manage- 
ment consulting  for  unaffiliated  banks;  (9)  performing  fiduciary 
activities;  and  (10)  acting  as  investment  or  financial  advisor,  such  as 
to  mortgage  or  real  estate  investment  trusts,  mutual  funds,  or  state 
and  local  governments. 

The  last  two  arise  from  banks'  special  resources:  (11)  providing 
data  processing  services  related  to  banking  and  finance;  and  (12) 
providing  specialized  courier  services.14 

As  noted  earlier,  almost  all  of  the  non-banking  activities  authorized 
by  the  FRB  were  previously  authorized  for  national  banks  by  the 
Comptroller  of  the  Currency,  principally  during  the  1960's.  Properly, 
therefore,  one  should  speak  of  both  national  banks  and  BHCs  rather 
than  only  BHCs.  However,  the  post-1970  years  and  the  BHC  medium 
have  been  the  setting  in  which  the  important  diversification  has  oc- 
curred. Thus,  changes  recommended  here  for  the  BHC  statutes  should 
be  paralleled  for  the  provisions  on  the  "incidental  powers"  of  national 
banks  and  their  subsidiaries,  but  our  focus  may  remain  on  BHCs. 
Wholly  apart  from  the  other  amendments  recommended  here,  consist- 
ency and  fairness  between  national  and  state-chartered  banks  do  not 
allow  continuing  the  present  scheme  under  which  a  national  bank  can 
enter  a  non-banking  activity  (or  stay  in  one)  without  any  approval 
from  the  FRB.  Many  major  BHCs  have  some  of  their  leading  non-bank 
activities  in  this  oddly  sheltered  status.  The  present  inconsistency  will 
become  particularly  important  as  we  draw  closer  to  1980,  bv  which 
time  a  vast  amount  of  nonbanking  activity  begun  before  the  1970 
Amendments  must  either  be  approved  by  the  FRB  or  divested15 — or 
might  it  be  simply  "spun  back"  from  the  holding  companies  into  their 
national  banks,  thus  avoiding  or  evading  the  statutory  1980  deadline? 

Bank  holding  company  activity  in  non-banking  has  brought  these 
firms  geographic  expansion,  which  for  the  largest  holding  companies 
has  become  an  impressive  nation-wide  presence: 16 

Bank  America  Corp:  336  non-bunk  offices  in  S3  States,  plus  1,045 
bank  branches  in  California  as  well  as  8  offices  outside  California  for 
"loan  production"  and  Edge  Ad  subsidiaries  (for  foreign-related 
business)  of  the  bank.  There  are  also  110  offices  abroad. 

<  "it'icorj) :  284  non-bank  offices  in  35  States,  plus  301  bank  branches  in 
New  York  as  well  as  9  offices  outside  New  York  for  "loan  production" 
and  Edge  Act  subsidiaries  of  the  bank.  There  are  also  over  650  offices 
abroad. 


M  Regulation  Y,  12  C.F.R.  §  22."). 

■*BHC    Act     Sec.    4(a)(2),     12    D.S.C.    1843    (a)(2). 

'"American  Banker,  Oct  23  and  29;  Nov.  5.  13.  and  20;  Dec.  4.  12,  22,  and  29,  1975; 
Jan.   (J,   13,  and  21,  and  Feb.  9.   197(1,  all   p.    1,  all  by  Michael  Quint. 
The  data  on  offices  abroad  are  from  annual  reports  of  the  BHCs. 
The   numbers  of    States   given    include   the  District   of   Columbia. 
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Manufacturers  Hanover  Corp:  151  non-bank  offices  in  15  States 
other  than  New  York,  plus  213  bank  branches  in  New  York  and  one 
office  outside  New  York  for  an  Edge  Act  subsidiary  of  the  Bank.  There 
are  also  7  branches  abroad. 

Chemical  New  York  Corp:  121  non-bank  offices  in  15  States  other 
than  New  York,  plus  offices  and  297  bank  branches  in  New  York  as 
well  as  two  offices  outside  New  York  for  Edge  Act  subsidiaries  of  the 
bank. 

First  Chicago :  26  non-bank  offices  in  10  States,  plus  offices  in  Chicago 
as  well  as  9  loan  production  offices  and  three  Edge  Act  offices  in  8 
States  other  than  Illinois.  (Illinois  law  severely  limits  branching,  to 
only  one  location  in  Chicago;  and  a  holding  company  may  not  own 
more  than  one  bank).  There  are  also  13  branches  abroad. 

Security  Pacific  Corp. :  45  non-bank  offices  in  13  States,  plus  offices 
and  498  bank  branches  in  California  as  well  as  one  office  outside  Cali- 
fornia for  an  Edge  Act  subsidiary  of  the  bank.  There  are  also  12 
offices  abroad. 

First  National  Boston  Corp. :  33  non-bank  offices  in  11  States,  plus 
offices  and  49  bank  branches  in  Massachusetts  as  well  as  three  offices 
outside  Massachusetts  for  Edge  Act  subsidiaries  of  the  bank.  There 
are  also  more  than  40  offices  abroad. 

First  Pennsylvania  Corp.'.  263  non-bank  offices  in  26  States,  plus 
offices  and  80  bank  branches  in  Pennsylvania  as  well  as  two  ''loan 
production*'  offices  in  New  York  and  Chicago.  There  are  also  nine 
offices  abroad. 

Philadelphia  National  Corp.:  94  non-bank  offices  in  15  States,  plus 
offices  and  75  bank  branches  in  Pennsylvania  as  well  as  one  New  York 
office  for  an  Edge  Act  subsidiary  of  the  bank. 

NCNB  Corp. :  122  non-bank  offices  in  7  States,  plus  offices  and  163 
bank  branches  in  North  Carolina  as  well  as  one  New  York  office  for 
an  Edge  Act  subsidiary  of  the  bank.  There  are  also  three  offices 
abroad. 

Cd-S  Holding  Co. :  40  non-bank  offices  in  9  States,  plus  offices  and 
128  bank  branches  in  Georgia  as  well  as  five  offices  outside  Georgia  for 
"loan  production'*  and  Edge  Act  subsidiaries  of  the  bank. 

Pittsburgh  National  Corp. :  35  non-bank  offices  in  15  States,  plus 
offices  and  102  bank  branches  in  Pennsylvania. 

Fidelcor:  92  non-bank  offices  in  10  States,  plus  offices  and  82  bank 
branches  in  Pennsylvania  as  well  as  a  "loan  production*'  office  in 
California  and  an  Edge  Act  office  in  New  York. 

As  the  chairman  of  First  Pennsylvania  put  it  to  a  financial  analysts* 
convention  in  mid-1974,  these  well-spread  networks  are  "embryonic 
nationwide  branch  banking  systems.*' 1T 

Since  1970,  BHCs  have  established  over  1,600  non-bank  offices 
de  novo*  and  secured  approval  for  acquisitions  of  another  more  than 
400  firms.  (The  number  of  offices  in  the  400  acquired  firms  is  not 
available.  About  70  percent  of  the  de  novo  entries  have  been  into  four 
fields:  consumer  finance  (385  offices),  mortgage  banking  (248  offices), 
insurance  and  leasing.)  About  40  percent  of  all  the  non-bank  expan- 
sion, whether  de  novo  or  by  acquisition,  has  been  outside  the  holding 
companies'  home  States;  that  out-of -State  proportion  rises  to  over 

17  American  Banker,  Dec.  22,  1975,  p.  1. 
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60  percent  in  the  case  of  larger  holding  companies  (those  with  deposits 
of  $1  billion  or  more.) 18 

The  large  number  of  de  novo  entries  should  not  be  allowed  to  over- 
shadow the  importance  of  the  acquisitions  the  FEB  has  allowed,  such 
as  these : 19 

— BankAmerica  acquired  a  finance  company  which  gives  it  314 
offices  in  29  States,  even  after  divestiture  of  127  offices  in  12  western 
States. 

— Citicorp  acquired  a  finance  company  which  had  about  80  offices, 
to  which  Citicorp  has  added  93,  more  new  consumer  finance  offices 
than  any  other  BHC  has  opened.  Citicorp  is  now  seeking  to  acquire 
three  finance  companies  with  another  115  offices. 

— Manufacturers  Hanover  acquired  a  finance  company  with  130 
offices,  and  a  mortgage  banking  firm  with  12  offices. 

— Chemical  New  York  acquired  a  finance  company  with  107  offices 
and  a  mortgage  banking  firm  with  8. 

— Security  Pacific  acquired  a  mortgage  banking  firm  with  30  offices 
in  12  States,  and  is  seeking  to  acquire  a  finance  company  with  58 
offices  to  add  to  the  7  offices  it  has  opened  de  novo. 

— First  Pennsylvania,  which  acquired  two  finance  companies  and 
a  mortgage  banking  firm  just  before  the  1970  Amendments  became 
effective  (and  thus  is  subject  to  the  1980  deadline  noted  above),20  has 
expanded  almost  entirely  by  12  acquisitions  bringing  34  more  offices, 
while  opening  5  offices  de  novo. 

— United  Virginia  acquired  one  of  the  largest  independent  factors. 

— Philadelphia  National  acquired  a  finance  company  with  73  offices, 
and  has  added  two  more. 

Despite  the  large  amount  of  non-bank  activity,  and  the  high  signifi- 
cance4 of  bank-related  firms  in  many  of  the  non-banking  fields  (see  be- 
low), total  non-bank  assets  account  for  only  3  to  5  percent  of  total 
BIIC  assets.  It  is  known  to  be  about  3  percent  of  the  consolidated 
holding  company  assets  of  the  50  largest  BHCs, 21  although  at  some  of 
those  it  reportedly  goes  about  10  percent  and  even  reaches  the  20  per- 
cent level ;  22  that  is,  the  aggregate  or  averages  conceal  particular  situa- 
tions in  which  non-banking  is  highly  important.  As  for  total  non-bank 
earnings,  the  FRB  lias  no  data  (except,  of  course,  isolated  and  un- 
analyzed  in  individual  BHCs'  reports,  to  the  extent  they  may  give  it). 
According  to  a  recent  Wall  Street  J  owned  survey  of  the  six  largest 
BHCs'  1975  earnings,  non-banking  operations  produced  $14.5  million 
for  the  six,  less  than  1.2  percent  of  the  parent  companies'  total  $1.25 
billion  earnings.28  Here  again,  particular  situations  exist  in  which  non- 
banking  earnings  are  strikingly  important:  the  First  Pennsylvania's 
non-banking  operating  earnings  were  $5,786,000  in  1975,  whereas  the 
bank  earned  only  about  $12,500,000.  That  non-banking  earnings  pro- 

H  These  data  are  from:  Testimony  of  FRR  Governor  Ooldwoll.  Hearings  on  Financial 
Institutions  and  the  Nation's  Economy,  Subcommittee  on  Financial  institutions  Supervi- 
sion, Regulation  and  Insurance,  House  Committee  on  Banking.  Currency  &  Housing,  04th 
Cong.,  U1  and  2nd  sessions,  at  2401-08  (1976)  :  Brenton  C.  Leavitt,  address  The  Rank 
Holding  Company  Movemenl  :  its  Prospects,  reprinted  \n  American  Banker,  Mar.  18.  1970, 
i-  I  •  and  Carter  H  Golembe  Associates  (for  Vssn.  of  BHCs),  Evaluation  of  Public  Benefits 
Arising  from  BHC  Nonbank  Expansion,  at  I  .">  (1970). 
American  Banker,  supra  n.  16. 

"  Sunru  n.   15, 

'-'  Cold  well  testimony,  supra  n.  IK,  and  FRB  answer  to  PINE  Study  Questionnaire,  infra. 

'■"  vuv.  stair  Interview. 

"■WSJ,  Elusive  Bonanza,  Apr.  20.  I07fi\  p.  l. 

For  reasons  to  be  cautious  ahout  such  earnings  data,  see  infrti  at  nn.  77,  78  and  70. 
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portion,  almost  half  as  large  as  banking  earnings,  is  running  even 
larger  thus  far  in  1976.  The  First  Penns}dvania's  non-banking  earn- 
ings were  over-third  as  large  as  their  banking  earnings  in  1971,  just 
under  one-third  in  1972,  about  one-seventh  in  1973,  and  tiny  in  1974. 
Their  non-banking  assets  are  about  7  percent  of  the  BHC's  consolidated 
assets,  as  of  end-1975.24 

Banks'  assets  and  earnings  are  so  large  they  would  dwarf  almost  all 
other  activities — e.g.,  bank  assets  are  over  three  times  as  large  as  the 
life  insurance  industry.  It  follows,  then,  that  in  spite  of  the  great  num- 
ber of  de  novo  entries  by  BHCs  into  non-banking,  it  would  be  wrong 
to  think  of  BPTCs  as  a  small,  struggling,  novitiate  presence  in  these 
activities.  As  of  the  last  data  available,  BHCs  controlled — 

( 1 )  In  mortgage  banking.  43  of  the  100  largest  mortgage  servicers  in 
1975,  up  from  40  in  1972  and  34  in  1971.  The  market  share  done  by 
banking  organizations  has  risen  from  37.9  percent  in  1971,  to  45.9 
percent  in  1975. 25 

(2)  In  consumer  finance,  27  of  the  top  86  "noncaptive"  firms,  i.e., 
firms  not  related  to  a  retailer  or  manufacturer,  such  as  General  Motors 
Acceptance  Corporation.26  The  bank-related  share  of  capital  of  such 
firms — the  only  data  assembled — has  risen  markedly,  largely  by 
acquisitions.27 

(3)  In  factoring,  19  of  the  30  largest  firms,  and  56.1  percent  of  the 
market.28  The  market  share  done  by  banking  organizations  has  grown 
impressively : 28a 

Total  factoring      Bank-controlled 
volume  (billion)  market  share 

1970 : 

1971 . 

1972 .   

1973 .. 

1974 

1975 

According  to  one  authority — 

The  bank-owned  operations  have  had  several  advantages 
over  their  non-bank  counterparts,  most  importantly,  the 
availability  of  financing.  Some  of  the  bank  factoring  execu- 
tives noted  they  were  able  to  take  some  business  away  from 
other  "weak  factors."  In  addition,  many  of  the  bank-owned 
operations  receive  "tips'-,  or  referrals  of  potential  clients 
from  their  parent  banks. 28b 


$11,765 

33.8 

13.  306 

40.7 

14.718 

49.6 

15.878 

51.6 

16.487 

54.2 

17.456 

56.1 

24  First  Pennsylvania  annual  reports  and  interview. 

25  American  Banker,  Apr.  26.  1976,  May  7,  1973  and  May  5.  1972. 

For  information  on  what  proportion  of  the  business  in  each  non-banking  activity  is 
done  by  P>HCs,  the  FRB  has  had  to  rely  upon  the  reliable  but  informal  and  extremely 
limited  private  surveys  of  larjre  firms  conducted  by  The  American  Banker  and  the  Daily 
ISeivs  Record,  independent  private  publications.  The  FRB  has  made  no  effort  to  discern  or 
report  trends.    See.   e.cr..   FRB   answer  to  FINE  Questionnaire,  Question  G.l.   infra. 

20  Lawrence  and  Talley,  supra  n.  13,  at  20. 

27  American  Banker,  May  28.  1975,  p.  1. 

28  Daily  News  Rocord.  Jan.  30,  1976.  p  4. 

288  Ibid  and  Daily  News  Record,  Feb.  5,  1975,  pp.  5,  26. 
38,1  Daily  News  Record,  supra  n.  28. 
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Some  firms  in  factoring  and  other  non-banking  activities  are  direct 
subsidiaries  of  BHC  banks,  rather  than  subsidiaries  of  BHCs.  For 
example.  Manufacturers  Hanover's  important  factoring  operation  is  a 
subsidiary  of  the  bank,  and  Chemical  New  York  has  two  leasing  units, 
one  a  subsidiary  of  the  BHC,  the  other  a  subsidiary  of  the  bank,  each 
operating  in  several  States.29 

For  information  on  the  characteristics  of  BHC  non-banking  affili- 
ates, compared  with  their  competitors,  the  FRB  has  reviewed  the  1973 
financial  statements  of  51  BHC  mortgage  banking  affiliates,  and  16 
consumer  finance  affiliates,  as  considered  more  fully  below.  Here  again 
the  FEB  has  made  no  effort  to  watch  or  report  trends,  let  alone  to 
inquire  into  impacts  on  pricing,  on  services  rendered,  or  indeed  any 
other  aspects  of  such  activities.  Thus,  although  Congress  was  par- 
ticularly concerned,  as  it  provided  in  the  statute  (Section  4(c)  (8) ),  to 
allow  bank  holding  companies  into  non-banking  activities  only  if  they 

can  reasonably  be  expected  to  produce  benefits  to  the  public,  such 
as  greater  convenience,  increased  competition,  or  gains  in  effi- 
ciency, that  outweigh  possible  adverse  effects,  decreased  or  unfair 
competition,  conflicts  of  interest,  or  unsound  banking  practices, 

the  Federal  Reserve  Board  has  in  six  years  only  just  begun  to  secure 
systematic  data — and  on  many  matters,  has  not  even  begun — to  assure 
that  expectations  of  benefits  are  being  realized,  and  realized  enough  to 
outweigh  possible  adverse  impacts.  For  example,  the  Federal  Reserve 
Board  has  published  for  more  than  20  years  a  fine  survey,  every  five 
years,  of  finance  companies.  The  one  released  in  1970,  before  the  FRB 
was  responsible  for  administering  the  BHC  Act,  is  just  the  same  as 
the  one  released  in  early  1976 : 30  no  data  have  been  gathered  so  that  we 
may  know  how  much  of  the  finance  company  sphere  and  its  growtli 
belongs  to  bank-related  firms,  or  what  aret  he  chai'acteristics  of  those 
firms  as  distinguished  from  the  others.  The  Congressional  directive 
cannot  possibly  be  met  unless  the  FRB  monitors,  and  begins  analyzing 
and  reporting,  where  we  are  and  where  we  are  going. 

It  would  be  incomplete  and  unfair  to  note  the  growth  and  impor- 
tance of  BIICs  while  ignoring  developments  outside  such  firms. 
That  is,  as  with  changes  in  banking,  BHCs  are  only  a  partial  cause  of 
change.  Many  of  today's  trends  existed  before,  and  much  of  today's 
structure  exists  regardless  of.  BHC  growth.  For  example,  it  would  be 
an  egregious  error  to  deem  BHCs  the  sole  cause  of  rising  concentration 
among  consumer  finance  firms,  whose  number  shrank  from  8,000  in 
1955  to  6,424  in  I960  and  4,293  in  L965,  all  before  the  BIIC  growth.31 
Special  concern  about  concentration  or  growth  of  banking  may  be 
warranted,  but  sound  solutions  require  remembering  that  in  many 


»  American  Banker,  Nov.  5,  1975,  p.  1  ;  Nov.  18,  1975,  pp.  1.  23. 

*>  Compare    Survev    of    Finance    Companies,    1975,   with    earlier    surveys   cited    therein, 
P.R.  Bull.    (M.'irrh  1976),  p.  197.  n.  1. 

81  For  the  recent  slight  reversal  of  trend,  see  below  at  n.  68. 
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ways  BHCs  are  a  response  to  economic  and  technological  forces  that 
transcend  those  firms  and  even  all  banking. 

For  example,  one  might  be  concerned  that  the  two  largest  pro- 
viders of  consumer  finance,  commercial  banks  and  finance  companies, 
had  almost  equal  shares  of  the  market  in  1950,  but  by  1972  the  com- 
mercial banks'  share  had  become  twice  as  large  as  the  finance  com- 
panies', and  the  third  significant  source  of  such  credit,  retail  outlets, 
had  substantially  fallen  in  their  market  share.32  On  the  other  hand,  any 
concern  about  the  banking  presence  in  such  a  field  was  slowed  by  the 
facts  about  the  financial  services  competition  which  confronted  banks. 
A  much-discussed  Citibank  study  showed  how  dwarfed  were  even  the 
largest  banking  organizations,  compared  to  the  few  giant  retail  and 
related  sources: 

CONSUMER  CREDIT,  1972  « 


Sears  Roebuck 

Marcor 

J.C.  Penney, 

Mastercharge  (5,662  banks  involved)... 
BankAmericard  (4,525  banks  involved). 

General  Motors.. 

Ford. 

General  Electric 

BankAmenca 

Citicorp 

Chase  Manhattan 


Accounts 
(millions) 

Volume 
(billions) 

Year-end 
balances 
(billions) 

Market 

share 

(percent) 

18.5 

$6.3 

$4.3 
1.5 
1.1 
2.8  ... 

3.4 
1.2 

.8 

10.3 

5.9 
4.4 

*10.0 

2.3  ... 

7.8 
2.9 
1.8 
2.7 
.9 
.7 

6.2 

2.4 

1.2 

2.2 

.7 

.5 

Citibank,  Competition  in  Financial  Services  (by  C.  A.  Christophe),  p.  6  (1974). 
:  Estimate. 


Perhaps  the  truest  teaching  of  the  Citibank  study,  though,  is  that 
one  should  not  often  be  too  concerned  about  the  major  banks'  ability 
to  meet  competition.  Thus,  updating  the  Citibank  study  data  shows 
the  major  banking  organizations  have  increased  their  market  shares 
even  as  compared  with  the  nonbanking  firms  which  only  three  years 
ago  overshadowed  the  banks.  The  year-end  balances  of  the  three 
biggest,  banks  and  their  credit-card  networks  have  risen  in  just  three 
years  from  48  percent  as  large  as  the  six  non-bank  retail  credit  giants. 
to  66  percent  as  large ;  excluding  the  credit-card  balances,  the  banks 
themselves  have  risen  from  22  percent  to  29  percent  as  large. 

-Carter  H.  Golembe  Assocs.  (for  Ass'n  of  BHCs),  Consumer  Finance  Company  Risks, 
at  II-4  (1974). 


246 

CONSUMER  CREDIT,  1974  AND  1975" 

Accounts 
(millions) 

1974        1975 

Volume 
(billions) 

Year-end 

balance 

(billions) 

Market  share 
(percent) 

1974 

1975 

1974 

1975 

1974               1975 

Sears  Roebuck. 

21.0        21.6 

7.6 

7.9 

5.0 
2.0 
1.5 

4.8  . 

3.9  . 

"8.T 
4.5 
2.5 
4.5 
1.8 
1.0 

5.3 
2.3 
1.6 

3.2,  down...  3.3,  down. 

1.3,  up 1.4,  up. 

.9,  up 1.0,  up. 

J  .C.  Penney 

Mastercharge: 

1974-  6  823  banks 

13.6 

9.8 

7.8 

'"$1L3\. 

1975- 7  342  banks 

14.8  . 

$5.4 

BankAmericard: 

1974-  6  076  banks 

*12.5    

1975:6,752  banks 

*13.4  . 

4.4 
9.5 
5.0 
2.7 
4.8 
2.0 
.9 

General  Motors 

Ford 

5.5,  down...  5.8,  down. 
2.8,  up...      3.1,  up. 

1.6,  up 1.7,  up. 

2.8,  up 3.0,  up. 

Citicorp.  

1.1,  up 1.2,  up. 

Chase  Manhattan 

0.6,  up 0.6,  up. 

33  Same  sources,  although  for  1974  and  1975,  as  used  by  Christophe,  supra. 
♦Estimated. 


Note :  To  the  extent  calculations  were  necessary,  every  effort  wa:  made  to  secure  direct  comparability  with  the  Christophe 
data  for  1972.  However,  the  data  availaole  preclude  complete  certainty  about  the  precision  of  figures  for  any  single  year 
or  any  comparison.  Thus,  the  For  J  data  may  include  operations  abroad,  while  the  other  data  appear  not  to;  and  the  Citicorp 
figure  is  readily  available  consolidating  both  its  bank  and  consumer  finance  company,  while  the  BankAmerica  data  are 
less  susceptible  to  defmiteness  in  comparison. 

BHCs  and  banks  grow  and  diversify,  among  other  reasons,  to 
meet  competition  from  other  firms'  growth  and  diversification.  And 
all  of  these  trends  are  both  cause  and  effect  of  technological,  economic 
and  social  developments  that  go  far  beyond  the  firms  themselves,  or 
the  BHC  movement,  or  this  paper.  Suffice  it  to  note  that  the  simple 
growth  and  spread  of  banking  is  part  of,  and  consistent  with,  general 
current  trends.  The  purpose  of  this  paper  is  to  consider  what  are  the 
particular  problems  presented  within  the  BHC  scene  only. 

III.  Potential  Beneficial  and  Adverse  Impacts  of  BHCs 

A.  In  context  of  our  experience  to  date 

After  the  explosive  speed  and  ease  with  which  the  BHC  movement 
grew  in  the  early  1970's,  a  leading  financial  journal  asked  whether 
BHCs  were  "Beautiful  Balloons,"  soaring  too  high  with  too  little 
solidity. ;4  Then  in  1974  as  money  tightened,  as  sharp  stock  price  decline 
slowed  bank  acquisitions,  and  as  the  FI\B  turned  to  a  "go-slow"  policy 
of  denying  BIICs'  applications  for  expansion  on  the  grounds  of  inade- 
quate capital  and  inadequate  management  capacity,  Over-expansion 
came  to  be  thought  no  longer  an  important  concern  because  ii  had 
halted  and  all  persons  involved  supposedly  had  re-learned  the  lessons 
of  conserval  ism.  'ws<  icking  to  one's  last",  etc. 

In  11)75,  general  recession  was  said  to  account  wholly  for  extraor- 
dinary loan  losses  in  many  spheres  and  an  industry-wide  disaster  in 
real  estate  investment  trusts  (REITs),  an  area  in  which  BIICs  had 
been  particularly  active  albeit  only  as  "advisers",  and  to  which  banks 
had  over  $11  billion  in  loans  outstanding,  in  an  extreme  instance  of  that 
classic  phenomenon,  a  real  estate  speculative  bubble.  Must  one  be  an 

M  Barron's,   April   2!),    1074,   p.   0. 
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old-fogey  conservative,  or  an  "anti-bank"  radical,  to  believe  that  bank- 
ers were  carried  away  with  expansion  beyond  traditional  banking, 
and  not  only  became  unduly  concentrated  in  real  estate  speculation,  but 
by  force  of  the  sheer  size  of  their  resources,  were  themselves  a  sub- 
stantial cause  of  this  latest  real  estate  disaster?  In  1975.  and  early 
1976,  numerous  BHCs,  including  some  of  the  largest  such  as  Chase 
Manhattan,  purchased  assets  from  the  REITs  they  had  sponsored,  at 
prices  which  raised  the  gravest  question  about  the  transactions'  sound- 
ness for  the  purchasing  banks.  But  until  the  SEC  acted  upon  that  ques- 
tion by  calling  for  more  realistic  accounting  disclosures,35  bankers  and 
bank  regulators  treated  the  matter  as  merely  part  of  the  necessanT 
"workout"'  of  the  REIT  problem,  with  no  implications  for  banking 
soundness.  This,  despite  the  fact  that  a  small  BHC  in  Florida  and  a 
major  one  in  Tennessee  failed  during  that  period  as  a  result  of  over- 
exposure to  bad  real  estate  loans  which  had  been  held  originally  by 
mortgage  banking  affiliates  but  which  at  the  end,  in  unsuccessful 
"work-out"  efforts,  were  loaded  into  the  affiliated  banks.36  Also  in  1975 
and  1976.  banks  experienced  an  almost  unprecedented  contraction  in 
general  loans  outstanding,  but  this  too  was  usually  explained  as  en- 
tirely the  result  of  economic  depression  and  of  borrowers'  need  to 
strengthen  their  balance  sheets.  Although  many  bankers  commented 
publicly  about  their  increased  caution  in  making  new  loans,  few  sug- 
gested that  the  reduced  lending  might  well  be  the  result,  in  an  im- 
portant part,  of  the  immediately  preceding  go-go  plunge  into  the  BHC 
structure,  with  unduly  high  prices  being  paid  for  acquisitions,  with 
bank  management  at  least  substantially  distracted  from  their  area  of 
expertise,  and  with  many  managers  wholly  absorbed  in  activities 
largely  or  entirely  new  to  them. 

Of  course,  BHC-caused  conduct  is  only  part  of  recent  events  in 
banking.  But  without  meaning  to  ascribe  a  causative  role  to  the  BHC 
movement,  it  is  important  to  note  what  has  been  happening.  Bankers' 
aggressiveness  before  1974  made  loans  unusually  available,  causing 
an  increase  in  speculative  economic  activity  and  inevitably  leading  to 
later  losses  and,  for  the  banks,  severe  loan  losses.  Thereafter,  bankers' 
caution  became  something  of  a  brake  on  much  sound  economic  activity 
because  bank  rates  were  kept  higher,  and  reluctance  to  lend  greater, 
than  general  economic  circumstances  warranted.  This  occurred  so 
that  the  banks  could  heal  their  loan-loss  wounds;  and  most  business 
borrowers  have  few  credit  sources  other  than  banks.  As  a  matter  of 
fact,  the  average  "spread"  between  the  prime  interest  rate  banks 
charge,  and  the  rate  they  pay  on  certificates  of  deposit,  was  about 
%-point  between  1965-74,  but  in  early  1975  widened  to  about  2%  points 
and  as  of  April  1976  is  about  \y2  points.37 

It  is  by  no  means  established  that  this  general  view  of  the  sequence 
of  aggressiveness  and  conservatism,  or  the  reason  for  widening 
margins,  are  correct.  It  may  well  be  that  spreads  widened  simply 


35  See  Wall  Street  Journal.  "SEC  'Sleeper'  on  Swaps  of  REIT  Assets  May  Cause  Banks 
to  Halt  Such  Programs."  Mar.  30.  1976.  p.  21. 

20  The  banking  system  ana"  FRB  effort,  from  1974  on.  to  "work-out"  the  $11  billion  in 
REIT  loans,  is  not  impliedly  criticized  here.  That  policy  certainly  has  much  sound  reason 
supporting  it.  But  equally 'certainly,  specific  "work-outs''  may  go  beyond  statemanship 
and  into  simple  poor  judgment  or  abuse  of  specific  banks. 

87  See  e.g.  Wall  Street  Journal,  "Widening  Margin,"  Feb.  13,  1975,  p.  1. 
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because  they  had  been  unrealistically  low  earlier,  as  banks  had  failed 
to  adjust  their  rates  to  reflect  the  relatively  sharp  decline  in  their  use 
of  interest-free  demand  deposits,  and  rise  of  "purchased"  liabilities. 

Whether  bank  loan  rates  were  lower  before  1974  than  economic  cir- 
cumstances and  sound  banking  warranted,  or  have  been  higher  since 
that  time  than  economic  circumstances  and  healthy  banking  would  pro- 
duce, it  seems  hard  to  avoid  the  judgment  that  in  one  period  or  the 
other  (or  both?),  bankers  were  or  are  failing  to  fulfill  their  role  as  a 
stable  provider  of  credit,  rather  than  an  independent  and  substantial 
source  of  economic  instability.  It  is  impossible  to  establish  whether  or 
not  poor  banking  was  much  or  little  affected  by  the  BHC  movement, 
but  it  does  seem  hard  to  believe  that  bank  managements'  involvement 
with  expansion  and  diversification  was  not  a  distraction,  and  probably 
a  very  large  distraction,  from  the  familiar  but  ever-difficult  task  of 
running  banks  well. 

That  is  one  side  of  the  picture.  Most  of  it  is  irrefutable,  some  is 
arguable.  Certainly  it  would  be  inaccurate  to  ignore  the  major  effi- 
ciencies brought  by  the  BHC  movement  in  terms  of  reducing  or  dis- 
solving geographic  barriers,  increasing  capital  and  competitiveness 
in  many  banking  markets  and  also  in  many  non-banking  areas,  and 
perhaps  other  gains.  Certainly  it  would  be  wrong  to  infer,  and  it  is  by 
no  means  intended,  that  BHCs  should  be  abolished  or  shrunk,  for  as 
noted  at  the  outset  of  this  paper,  taken  on  balance  BHCs  most  prob- 
ably have  been  a  constructive  presence,  and  the  fact  is  we  have 
far  too  little  information — as  also  noted  earlier  in  particularizing  the 
FRB's  failure  to  monitor — to  warrant  any  major  reversal  of  course. 

The  point,  rather,  is  two-fold :  First,  there  is  more  than  enough  ex- 
perience already  to  reconsider  the  potential  beneficial  and  adverse 
impacts  of  the  BHC  structure,  and  then  note  ways  in  which  we  may 
be  able  to  preserve  those  benefits  and  reduce  those  costs,  not  by  major 
reversals  but  by  improving  important  safeguards.  Second,  as  with  so 
much  else  in  the  economy  and  in  life,  there  have  been  considerable 
cycles  in  the  decree  of  enthusiasm  about  BHC  expansion.  The  public 
interest  is  heavily  affected  by  the  spread  of  banking  into  commerce  on 
the  one  hand,  and  on  the  other,  by  the  need  for  a  banking  system  which 
not  only  is  sound  but  which  also  is  not  so  aggressive  and  "swinging" 
that  it  adds  to  inflation  in  one  cycle,  and  then  in  the  next  interferes 
with  recovery  because  it  must  heal  its  own  wounds  before  it  can  renew 
its  lending  to  others.  Protecting  those  public  interests  requires  that  we 
stand  apart  from  cycles  of  applause  or  alarm,  and  examine  structural 
aspects  which  are  permanent  and  show  us  where  the  dangers  or  abuses 
emerge,  and  where  I  he  benefits  can  be  made  yet  more  secure. 

The  fact  that  BHC  expansion  was  greatly  slowed  in  1974,  and  al- 
though livelier  now  is  still  not  as  heated  as  in  1970-73,  is  not  cause  for 
thinking  that  BHC  problems  can  be  ignored.  Some  earlier  expansion 
LS  now  being  reversed,  as  by  selling  or  Spinning  oil'  nonbanking  sub- 
sidiaries. ^  Such  a  pause,  and  even  some  reversals,  are  inevitable  and 
healthy.  Their  limited  extent  shows  that  the  wide-spread  incentives  to 
expand  and  diversify  through  the  BIIC  structure  remain  an  important 


M  K.p.,  Unionnmerlen  spun  off  to  Its  stockholders  Its  nonbanking  subsidiaries  at  the  end 
of  107".  and  Indiana  National  recently  sold  Its  nonbanktng  finance  subsidiary  to  a  General 
Electric   Credit  Corp.    subsidiary.    WSJ,   Apr.   20,    1976,   p.    1  ;   Apr.   23,   1970,   p.   18. 
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part  of  our  economic  scene.  The  task  of  improving  the  utility  of  that 
structure  remains  important,  too,  and  is  particularly  timely  during 
this  interval  between  phases  of  hard-to-rein  expansion. 

B.  In  context  of  regulatory  requirements 

A  canvass  of  existing  requirements  is  a  good  way  to  note  the  prob- 
lems, experienced  or  potential,  that  have  been  officially  agreed  upon 
thus  far. 

Thus,  the  FEB's  main  authority  is  as  follows : 39 

1.  Section  3  [of  BHC  Act]  requires  Board  approval  for  acquisition  of  banks. 
The  Board  may  not  approve  any  acquisition  of  a  bank  that  would  tend  to  create 
a  monopoly  or  would  substantially  lessen  competition,  "unless  it  finds  that  the 
anticompetitive  effects  .  .  .  are  clearly  outweighed  in  the  public  interest  by  the 
probable  effect  ...  in  meeting  the  convenience  and  needs  of  the  community." 
The  Board  is  also  directed  to  consider  "the  financial  and  managerial  resources 
and  future  prospects  of  the  company  or  companies  and  the  banks  concerned." 

2.  Section  4(c)  (8)  allows  bank  holding  companies  to  engage,  de  novo  or 
through  acquisition,  in  a  limited  range  of  nonbank  activities.  Before  designating 
an  activity  permissible,  the  Board  must  determine  it  is  "so  closely  related  to 
banking  or  managing  or  controlling  banks  as  to  be  a  proper  incident  thereto." 
In  making  this  determination,  the  Board  must  consider  whether  performance 
of  the  activity  by  an  affiliate  of  a  holding  company  "can  reasonably  be  expected 
to  produce  benefits  to  the  public  such  as  greater  convenience,  increased  competi- 
tion, or  gains  in  efficiency,  that  outweigh  possible  adverse  effects,  such  as  undue 
concentration  of  resources,  decreased  or  unfair  competition,  conflicts  of  interest, 
or  unsound  banking  practices." 

3.  Section  4(c)  (13)  permits  the  Board  to  allow  bank  holding  companies  to 
acquire  interests  in  foreign  organizations,  adding  an  international  dimension 
to  the  problem  of  supervising  bank  holding  companies. 

4.  Section  5  gives  the  Board  authority  to  require  reports  from,  and  to  examine, 
each  bank  holding  company  and  each  subsidiary;  and  authorizes  the  Board  to 
issue  regulations  and  orders  needed  to  "carry  out  the  purposes  of  this  Act  and 
to  prevent  evasions  thereof." 

In  addition,  each  primary  bank  supervisor  has  cease-and-desist  and 
related  authority  to  protect  banks  within  its  jurisdiction  from  any 
practices  deemed  "unsafe  or  unsound"  for  the  bank,  and  since  1974 
amendments,  the  FEB  has  similar  authority  with  respect  to  "unsafe  or 
unsound"  BHC  practices.40 

The  most  important  FEB  regulation  of  BHCs  has  occurred  in 
actions  on  applications,  either  by  means  of  denials  or  conditions  upon 
approval.  Several  such  actions  are  noted  below  in  connection  with 
particular  problems. 

BHCs'  required  reporting  should  be  described  only  briefly.  First, 
about  one-fifth  to  one-third  of  all  BHCs  are  of  such  size  as  to  come 
within  SEC  jurisdiction.41  and  therefore  must  meet  detailed  and  full 
public  disclosure  requirements;  the  other  BHCs  are  subject  to  sub- 
stantially lesser  disclosure  requirements,  which  are  administered  by 
the  FEB.  In  addition  to  public  disclosure,  however,  since  1975's  third 
quarter  newly  detailed  reports  to  the  FEB  are  required  on  the  holding 
company  itself;  less  detail  on  the  non-banking  subsidiaries;  and  full 

38  The  numbered  paragraphs  are  from  a  "Background  Paner  for  Consultant  Grouns— 
Bank  Holding  Company  Supervision  and  Regulation"  by  FRB  Staff  (Sept.  21,  107.".). 
pp.   *— 5.  rpnrinted  in  American  Banker.  Jnly  8    1974. 

<nPublie  L*w  93-495    (Oct.   28.   1974).   amending  12   U.S.C    §1818    (b)    flD7CM. 

41  I.e..  more  than  $1  million  in  assets  and  500  or  more  stockholders,  Sec.  Exeh.  Act.  Sec. 
12fff),  15  U.S.C.  78L(g). 

The  approximation  of  the  number  of  BHCs  within  SEC  jurisdiction  Is  from  testimonv  of 
SEC  Commissioner  Loomis.  Hearings,  supra  n.  IS,  submitted  statement  p.  3,  edited 'out 
of  printed  Hearings,  p.  2266. 
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information  on  intra-compaiiy  transactions  for  large  holding  com- 
panies, lesser  such  information  for  the  others.  Full  supervisory  reports 
on  each  banking  subsidiary  are  available  to  the  FEB,  and  occasionally 
the  FRB  requests  a  BHCs  reports  to  its  shareholders  and  to  the 
SEC.42  Certified  financial  statements  are  required  for  all  but  small 
holding  companies. 

While  the  FRB  has  the  authority  to  examine  all  BHCs  and  non- 
bank  subsidiaries,  and  on  occasion  has  made  some  such  examinations, 
there  is  no  systematic  effort  to  do  so.  Many  examination  officials  believe 
their  staff  has  neither  the  number  of  personnel  nor  the  training  to  be 
able  to  examine  non-bank  subsidiaries  except  to  a  very  limited  extent 
(at  least  in  such  activities  as  leasing,  insurance,  advising  local  govern- 
ments and  unaffiliated  banks,  courier  services,  and  some  data  process- 
ing), and  can  make  at  most  only  superficial  examinations  of  the  hold- 
ing companies.  This  appears  to  be  the  view  on  which  the  FRB  is 
operating,  although  there  are  often  expressions  of  the  importance  of 
examining  more  fully. 

Last,  statutory  and  related  requirements  aimed  at  protecting  bank 
soundness  are  much  relied  upon  in  regulating  BHCs,  although  several 
of  them  pre-date  BHCs  and  are  important  in  all  bank  regulation : 

There  are  five  major  ways  banking  resources  can  be  tapped  for  the  benefit  of 
holding  companies  and  their  non-bank  subsidiaries  :  (1)  upstream  dividends.  <2) 
loans  to  affiliates,  (3)  management,  fees  and  other  charges  for  services  of  affili- 
ates. (4)  prepayment  of  debt  owed  to  the  holding  company,  and  (5)  transfer  of 
operations  to  or  from  affiliates.  The  first  two  are  restricted,  but  not  prohibited,  by 
present  Federal  law,  and  all  are  subject  to  restraint  when  "unsafe  or  unsound 
practices"  are  detected  through  the  bank  examination  process. 

(1 )  Upstream  Dividends  are  limited  by  the  National  Bank  Act,  which  requires 
a  national  bank  to  obtain  approval  of  the  Comptroller  before  (a)  paying  divi- 
dends out  of  capital  and  paid-in  surplus  or  (b)  paying  dividends  in  any  one 
calendar  year  in  excess  of  the  sum  of  net  profits  for  that  year  and  retained  net 
profits  for  the  two  preceding  years.  The  Federal  Reserve  Act  imposes  identical 
restrictions  on  state  member  banks,  except  that  in  their  case,  approval  must  be 
obtained  from  the  Board  of  Governors.  For  nonmember  banks,  state  laws  gener- 
ally restrict  payment  of  dividends  out  of  capital. 

(2)  Loans  to  Affiliates  are,  with  certain  exceptions,  limited  by  the  Federal 
Reserve  Act.  Loans  of  insured  banks  to  individual  affiliates  may  not  exceed  10 
[lercent,  and  loans  to  all  affiliates  combined  20  percent,  of  the  bank's  equity  capi- 
tal. Further,  such  loans  must  be  secured  by  specified  forms  of  collateral  having  a 
market  value  (at  the  time  the  loan  is  made)  in  amounts  ranging  from  100  to  120 
percent  of  the  amount  of  the  loan.  Purchases  of  promissory  notes  or  other  obli- 
gations from  affiliates  are  also  subject  to  such  restrictions. 

(3)  Management  Fees  and  Service  Charges  paid  to  affiliates  are  subject  to  re- 
view in  the  bank  examination  process,  and  the  examining  authority  has  consid- 
erable power  to  call  a  halt  to  payment  of  excessive  fees  and  charges,  whether 
they  are  paid  to  affiliates  within  a  holding  company  or  to  others.  The  Federal 

Reserve  may  consider  such  excessive  payments  by  holding  company  banks  as 
adverse  "management  factors"  or  "unsound  banking  practice's"  in  its  considera- 
tion of  holding  company  applications. 

(4)  Prepayment  of  Notes  and  Debentures  owed  the  parent  company  could  cre- 
ate problems,  particularly  in  the  case  of  subordinated  debt  that  has  been  treated 
as  part  of  capital  by  regulators.  Prepayment  of  debt  would  not  fall  under  the 
restrictions  on  bank  dividends.  To  some  extent,  however,  prepayment  is  con- 
trollable where  supervisory  permission  la  required  to  issue  the  debt. 

(5)  Transfer  of  Operations  either  to  or  from  a  bank  can  be  a  drain  on  bank 
resources  for  the  use  of  the  parent  holding  company.  Successful  operations  can  he 
transferred  from  a  hank  to  a  nonbank  affilate,  either  in  corporate  form  or  by  a 


1  FRB  answer  to  FINE  Questionnaire,  infra,  Question  <:  r>.  infra. 
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l>hn sing-over  of  operations.  Conversely,  unsuccessful  holding  company  operations 
may  be  transferred  to  the  bank.*3 

C.  Impacts  on  competition,  concentration  and  efficiency  in  banking 

1.   CONCENTRATION 

As  noted  above  (§  II. B) .  nationally  from  1968  to  1973  there  has  been 
a  decline  in  concentration,  measured  as  the  percentage  of  domestic 
bank  deposits  held  by  the  largest  100  banking  organizations,  from  49 
to  47  percent.  On  a  State-wide  basis,  while  concentration  rose  in 
28  States  and  fell  in  22,  only  in  6  did  it  rise  much,  but  none  of  those 
States  were  thus  moved  into  the  "highly  concentrated"  level.  In  addi- 
tion, in  States  which  are  "highly  concentrated*',  BHC  acquisitions 
had  no  effect  on  the  level,  during  those  years.44 

The  Bank  Holding  Company  Act  directs  the  Board  to  deny  pro- 
posals "unless  it  finds  that  the  anticompetitive  effects  .  .  .  are  clearly 
outweighed  in  the  public  interest  by  the  probable  effect  of  the  trans- 
action in  meeting  the  convenience  and  needs  of  the  community  to  be 
served,"  and  bars  proposals  which  would  result  in  or  further  a  mo- 
nopoly in  any  area.4"  The  Justice  Department  can  intervene  at  the 
Board  proceeding.  The  difficulties  of  developing  criteria  for  applying 
the  relevant  statutory  phrases,  and  determining  how  to  apply  anti- 
trust doctrines  developed  outside  banking,  and  the  further  difficulties 
of  possible  distinctions  between  how  competitive  factors  should  be 
treated  in  the  BHC"  setting  in  contrast  with  other  bank  mergers  or 
acquisitions  and  in  contrast  also  with  de  novo  entries,  have  generated 
considerable  Board  opinions,  litigation,  and  commentary,  which  can- 
not be  covered  in  this  paper.40  Suffice  it  now  to  assert,  leaving  full 
treatment  to  another  day.  that  the  Justice  Department's  unbroken 
series  of  eight  lost  suits  in  antitrust  efforts  against  bank  combinations  47 
in  itself  warrants  early  and  full  Congressional  attention  on  whether 
to  revise  the  relevant  statutory  provisions,  so  as  better  to  protect  com- 
petition and  assure  consistent  treatment  of  mergers  and  acquisitions, 
whether  they  involve  BHCs  or  independent  banks. 

2.    COMPETITION GEOGRAPHICALLY 

The  BHC  vehicle  has,  in  itself,  not  over-ridden  state  law  limits  on 
interstate  banking.  On  the  other  hand,  while  in  many  States  even 
geographic  limits  on  branching  within  the  State  have  been  preserved, 
in  others  BHCs  have  been  allowed  to  make  bank  acquisitions  tran- 
scending old  county  or  similar  barriers.  Most  importantly,  the  already 
noted  enormous  nation-wide  BHC  presence  in  non-banking  but  "closely 
related"  finance,  such  as  mortgage  banking,  factoring  and  consumer 
finance  (see  §  II.B  above),  plus  the  presence  around  the  nation  of 
"loan  production  offices"  (Citicorp  has  four  such  offices  in  money- 
center  cities  outside  Xew  York  State),  have  brought  the  nation's 

4S  Quoted  material  from  Staff  Background  Paper,  supra,  n.  39. 

44  Lawrence  and  Talley.  supra  n.  13.  at  19-20. 

45  Section  3(c),  12  U.S.C.  §  1842(c)    (1)  and  (2)    (1970). 

46  The  most  recent  treatment  is  Cimeno  and  Brady,  BHCs  and  the  Regulatory  Process, 
9  Suff.  L.  Rev.  1213.  1228-1241  (1975). 

47  See  citations  in  United  States  v.  Marine  Baneorporation,  41S  U.S.  602,  627  n.  30 
(1974). 
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strongest  banking  organizations  into  direct  and  indirect  competition 
with  other  banking  organizations  previously  insulated  by  State  lines. 
Of  course  there  are  differences  of  views  as  to  the  dangers  of  con- 
centration for  one  thing,  and  the  desirability  of  rigid  geographic 
barriers  for  another.  In  fact,  thus  far  it  has  been  almost  impossible 
to  build  enough  consensus  against  such  barriers  as  to  legislate  their 
demise,  although  chinks  are  appearing:  Maine  will  soon  allow  out- 
State  BHCs  to  enter  Maine  if  reciprocity  exists,  and  at  least  two 
New  York  State  Superintendents  of  Banking  have  had  wide  support 
in  their  efforts  to  open  Xew  York  on  similar  terms.  But  most  neutral 
observers,  even  those  acutely  concerned  to  avoid  concentration  (as 
T  am),  would  agree  that  preserving  State-line  and  similar  rigid  bar- 
riers is  first  of  all  far  too  crude  a  device  to  prevent  concentration  frOm 
arising,  second  of  all  in  many  situations  actually  impedes  reduction 
of  concentration  by  insulating  against  the  only  feasible  new  entrants, 
and  third  of  all  often  prevents  the  spur  to  efficiency  which  comes  only 
if  vigorous  competition  from  strong  firms  is  possible.  Therefore,  most 
neutral  observers  would  applaud  the  BHC  movement  at  least  for 
indirectly  but  steadily  de-Balkanizing  American  banking,  although 
here  again,  most  of  the  out-State  activity  (including  the  "loan  produc- 
tion offices")  is  permissible  for  national  banks  and  therefore  the  1 
form  is  an  additional  rather  than  the  sole  cause. 

3.    COMPETITION — BANK    CAP] 

The  BIIO  form  has  born  the  sine  qim  non  for  a  very  substantial 
infusion  of  new  capital  for  smaller  banks,  for  two  reasons. 

For  one  thing,  the  large  or  even  medium-sized  holding  company  is 
abler  to  raise  capita]  at  all,  and  at  least  to  lower  the  cost  of  capital, 
as  compared  with  all  but  large  independent  banks.48  Much  episodic 
information  has  been  circulated  about  smaller  independent  banks 
wishing  to  raise  new  capital  and  running  into  the  need  either  to  he- 
roine part  of  larger  BHCs  to  do  so,  or  to  form  their  own  BHCs  like 
Mom-and-Pop  groceries  forming  alliances  to  cope  with  the 
supermarkets. 

>nd  reason  is  that  the  FRB  (formally  and  informally)  has 
conditioned  397  approvals  of  bank  acquisitions  on  the  injection  of  new- 
capital,  which  in  the  i  to  ;  •  •!  to  almost  >^7ss  million, 
1        Idition  to  that  sum,  another  $1,154  million  of  new  capita]  hai 

ise  banks  by  the  BHCs,  imes  after  urging  by  the! 

:        BHC  growth  resulted  directfy 
l  the  FRB 's  1974  stream  (     -       slow"  decisions  on  acquisitions, 
•  denia  {  oii  I  o  enter  new  lin 

:  hal  the  est  6r-the 

sater  c:\- >>-  ■      bili       and  an  ex- 

•   $2  billion  in  hew  capital  for  banking 

r  data  on  th^  Impressive  mafket  acceptability  of  major  holding  company  secui 
■ee  Guenther,   Nonbank   Affiliates  and   Banking   Regulation    (Carter  FT,   Golembe  -\ 
'n.  of  Registered  Bank  Holding  Companies),  pp.  n  ::  toll  -9  (1974). 
stimony  of  Governor  Coldwell,  supra  n.  18,  al  !  ; 

M  Tbe  Mg0  slow"  policy  Which  began  early  In  1074  evolved  from  n  milder  but  similarly 
directed  pressure  for  stronger  capital,  probably  first  expressed  lu  Michigan  National  ('"/,'■, 
P.R.  Bull.  (September  1972),  sot,  800  7. 
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affiliates,  is  important  but  only  a  sorely  incomplete  part  of  the  picture. 
There  is  another  important  fact  about  BHC  banks'  capital,  other  facts 
about  the  rest  of  their  balance  sheet,  and  an  important  question  about 
the  impact  on  the  balance  sheet,  so  to  speak,  of  the  banking  system  as 
a  whole.  Indeed,  it  is  even  misleading  to  consider  the  $2  billion  in  new 
bank  capital  without  noting  the  rest  of  the  picture. 

First,  despite  the  greater  capital-raising  ability  and  the  $2  billion 
infusion,  recent  studies  concur  that  BHC  banks  have  lower  capital 
ratios  than  independent  banks. C1  Some  people  equate  more  capital  with 
more  virtue,  most  people  will  agree  that  the  question  of  what  is  ade- 
quate capital  for  a  bank  defies  agreement.  But  whatever  one's  view, 
there  are  many  reasons  for  that  contrast  in  ratios,  reasons  which  go  to 
the  size  and  nature  of  the  banks  involved  and  which  tend  to  be  con- 
current with  rather  than  caused  by  the  existence  or  non-existence  of  a 
BIK  '.  Nonetheless*  it  is  misleading  to  ignore  the  contrast,  and  too  early 
to  come  to  any  conclusion  about  BIK  V  impact  on  bank  capital,  es- 
pecially since  we  are  now  in  a  time  of  notable  increases  in  capital. 
when  the  BHC  access  to  capital  markets  is  bound  to  matter  and  may 
well  make  a  major  difference. 

Second,  one  of  the  reasons  for  the  existing  contrast  in  capital  ratios 
is  that  BHC  banks  tend  to  pay  out  more  of  their  earnings  as  divi- 
dends.— which  again  occurs  for  a  variety  of  reasons.  This  important 
fact  should  alert  us  to  have  the  FRB  monitor,  and  assure  public  re- 
porting of,  the  flow  of  BHC  banks'  dividends  lest  there  be  an  in- 
ordinate drain  of  strength  from  banks  into  affiliated  non-banking  firms 
e  to  generate  sufficient  strength  themselves. 

Third,  one  of  the  reasons  for  the  dividend  flow,  and  another  reason 
for  the  capital  ratio  contrast,  is  that  BHCs  have  increased  the  leverage 
of  their  banks,  and  even  "double  leveraged"  with  the  holding  company 
taking  on  debt  in  order  to  pay  for  acquisitions  anel  to  add  capital  to  the 
rired  banks  if  needed  to  have  acquisitions  approved.  Acquisition 
debt  or  similar  high  leveraging  has  concerned  the  FEB  because  of  the 
sure  on  the  BHC  banks  to  declare  dividends  in  order  to  service 
that  debt.  This  has  led  to  several  denials  of  acquisitions,53  but  expres- 
sions of  concern  continue.54 

Fourth,  such  leveraging  raises  a  further  problem  of  impact  on  the 
banking  system.  During  the  halcyon  expansion  of  BHCs,  they  secured 
about  92  percent  of  all  their  new  financing  by  borrowing.  From  1971 
through  end-1975,  only  about  8  percent  of  all  the  debt  and  capital 
securities  issued  by  BHCs  was  common  or  preferred  stock,  at  most  $600 

51  <see  Lawrence  and  Talley,  supra  n.  13,  at  18. 

52  Ibid. 

■"-"•  Pee  Cinieno  ami  Brady,  supra  n.  40.  at  1220-21.  n.  39  (1975). 

54  Testimony  of  Governor  Coldwell.  sunra  n.  IS.  at  2404,  and  address  of  Brenton  C. 
Leavitt,  An  Evaluation  of  the  BHC  Borrower,  Nov.  10,  1973. 


million  of  total  new  financing  of  $7,893  billion."5  Thus,  even  if  all  the 
now  BHO  equity  capital  was  injected  into  their  subsidiary  banks,  the 
u$2  billion  injection  of  new  capital"  noted  above  was  at  least  $1.4  bil- 
lion of  BHO  borrowing,  and  at  least  the  great  bulk  of  the  acquisition 
borrowing  was  from  other  banks.  As  a  whole,  then,  the  banking  system 
might  be  said  to  have  gained  little  from  the  new  capital  injected.  On 
the  other  hand,  it  is  not  unreasonable  to  point  to  the  "$2  billion  injec- 
tion of  new  capital",  since  most  of  the  newly  strengthened  banks  would 
have  been  unable  to  raise  such  funds.  Thus  the  acquisition  and  capital 
strengthening  of  those  banks,  although  temporarily  resting  on  in- 
creased debt  of  large  banking  organizations,  may  well  produce  a 
strengthened  banking  system.  Meanwhile,  however,  BHC  borrowini: 
has  been  troublesome  in  particular  settings.  For  example,  when  the 
Hamilton  BHC  in  Tennessee  failed  in  1976.  it  still  owed  about  TO  per- 
cent of  a  $103  million  debt  to  six  Xew  York  City  banks,  and  when  the 
Palmer  BHC  in  Florida  failed  in  1975  it  owed  about  $13  million  of  an 
$18  million  debt  to  large  Xew  York  banks.  While  the  aggregate  out- 
standing amount  of  acquisition  debt  has  not  been  high,  here  again  the 
FRB  should  monitor  and  regularly  report  to  Congress  the  aggregate 
amount  of  such  debt,  and  should  especially  carefully  examine  any 
significant  amounts  of  such  loans  in  one  banking  organization,  report- 
ing publicly — without  naming  names — the  numbers  of  banks  holding 
substantial  amounts  of  such  debt  and  the  proportions  of  their  loans  so 
re  presented. 

Fifth,  apart  from  capital,  it  has  long  been  clear  that  banks  acquired 
by  BHCs  tend  to  increase  their  risk  exposure  by  shifting  from  low- 
yield,  low-risk  investments  to  higher-yield,  higher-risk  assets  like  con- 
sumer loans.  However,  the  degree  of  increase  in  risk  has  not  been 
worrisome  in  itself,  while  the  increased  lending  has  tended  to  be  a 
community  benefit.  In  short,  such  banks  may  well  have  been  unduly 
conservative  before  their  acquisition. 

Strengthened  capital  positions  make  banks  more  competitive,  more 
able  to  lend.  More  highly  leveraged  banks  may  also  lend  more  and 
compete  more  aggressively,  but  they  are  riskier  ventures,  which  is 


■  See  the  following  table  : 


BHCS    NEW  FINANCING,  1971 
[Dollar  amount  in  thousands 

-75 

Debt 

' 

Equity1 

Private 

ssue 

Public  i 

ssue 

Common 

Preferred 

Dollars 

Number 

Dollars 

Number 

Dollars      Number 

Dollars        Number 

1971... 

13,500 
172.  130 
223, 350 

98,  800 
137,  500 

3 

14 
17 
8 
8 

837,  500 
1,649,500 

716,  750 
2,  270,  000 
1,177,950 

26 
36 
14 
24 
24 

125,  533 
214.958 
87,  448 
35,  486 
37,853 

26 
36 
26 
14 

4 

1,980 

6,804 

0 

10,  000 

77,  500 

1 

1972 

2 

1973 

1974  .. 

0 
1 

1975    . 

3 

Total... 

645,  280 

50 

6,651,700 

124 

501,278 

106 

96,  284 

7 

1  The  figures  for  debt  include  convertible  debentures.  Such  securities  totaled  $1,188,850  from  1071- 
75:  as  a  precent  of  total  BHC  debt  issues  reflected  above,  they  were:  1971,  46  percent;  1972,  8  percent; 
1973,  25  percent;  1974,  0  percent;  1975,  32  percent.  Many  bank  regulators,  like  the  Irving  Trust  data 
comnilers,  do  not  consider  such  securities  as  equitv,  or  as  capital. 

2  These  figures  for  equity  may  include  bank  offerings  as  well  as  BHC  offerings.  However,  the  amount 
of  bank  offerings  would  be  very  small.  For  comparison,  the  banks,  in  1971-75,  offered  only  22  percent 
as  much  debt  as  the  BHCs,  probably  a  much  larger  proportion  than  would  be  the  banks'  share  of  equity 
offerings. 

Source:  Irving  Trust  Co.,  Report  of  Capital  Securities  Issued:  Commercial  Banking  (Feb.  29,  1976); 
Report  of  Debt  Securities  Issued  by  Commercial  Banks  and  Holding  Companies,  1971-75. 


ZOO 

likely  to  mean  higher  profits  for  the  stockholders,  greater  volatility 
of  profits  and  of  Lending,  and  some  higher  degree  of  failures  or  fail- 
ure-forced mergers,  with  the  costs  thus  imposed  on  the  community. 
Whether  on  balance  the  MIC  movement  has  strengthened  or  weak- 
ened the  balance  sheet  of  the  banking  system  as  a  whole  seems  hard  to 
judge,  partly  because  more  data  analysis  is  needed,  but  mainly  because 
it  is  so  hard  to  isolate  BHC  impacts  from  other  forces. 

It  does  seem  clear  that  the  public  policy  implication  as  of  today,  is 
for  FRB  monitoring — and  reporting  to  Congress — the  aspects  de- 
scribed in  this  section.  Further  safeguards  on  such  matters  as  unduly 
large  dividends  from  BHC  banking  affiliates  in  order  to  fund  BHC 
expansion,  are  considered  below  in  section  III.F.,  on  bank  soundness. 


a.  Scale  economies? 

For  years  economists  have  studied  economies  of  scale  in  banking, 
and  a  few  recent  studies  have  explored  scale  economies  associated  with 
BHCs,  but  as  to  both  banking  and  BHCs,  uthe  results  are  inconclu- 
sive." "  The  fact  that  BHCs?  expansion  has  been  relatively  recent 
suggests  that  much  of  the  economies  which  will  be  enjoyed  still  lie 
ahead.  Or  may  it  be  that  despite  lack  of  efficiency  gains  from  growth, 
even  well-managed  banking  organizations  grow  and  spread  simply  for 
the  sake  of  growth?  The  considerable  analysis  which  has  been  given 
to  economies  of  scale  and  the  complexity  of  the  matter  preclude  any 
new  observation  here ;  but  it  is  important  to  note  that  thus  far,  it  is 
not  established  at  all  that  "BHC  affiliation  has  [made]  a  significant 
contribution  in  this  area."  57 

b.  Gains  from  diversification  of  risk? 

It  is  hardly  surprising  that  since  BHCs5  non-banking  activities  are 
necessarily  ''closely  related"  to  banking — for  reasons  of  public  policy, 
management  competence  and  integrated  use  of  resources — there  is  rel- 
atively very  little  diversification  of  types  of  risk.  That  is,  earnings  in 
the  non-bank  activities  tend  to  fluctuate  as  do  bank  earnings.58 

As  knowledgeable  commentators  have  concluded : 

More  research  is  needed  on  the  question  of  advantages  from  greater  oppor- 
tunities for  risk-reduction  that  are  afforded  by  the  BHC  form  of  organization. 
Our  own  tentative  judgment  is  that  any  significant  gains  are  less  likely  to  arise 
from  expanded  lines  of  nonbank  activity  per  sc  than  from  consolidation  of 
smaller  banking  units  under  one  holding  company  and  from  greater  geographic 
diversification  of  loans  and  investments.50 

c.  Gains  from  better  use  of  management? 

Clearly  a  BHC  acquisition  of  a  bank  often  brings  that  bank  stronger 
management,  or  management  with  a  greater  variety  of  strengths,  or 

M  Lawrence  and  Tallev,  supra  n.  13,  at  17-18. 

ST  Ibid. 

58  Sep  Chase  and  Mingo.  Regulation  of  BHCs.  paper  presented  at  AEA-AFA  Meeting. 
Ppr\  28.  1974.  p.  7  :  and  Brill.  Comments  on  Papers  Presented,  p.  6.  The  former  has  been 
published  in  the  Journal  of  Finance  (Mav  197o). 

This  tendency  may  result  from  the  fact  that  if  one  "closely  related"  activity  tends  to 
Increase  its  earnings  when  bank  earnings  fall,  another  tends  to  move  with  bank  enrnings 
but  even  more  sharply,  so  that  the  net  result  of  the  non-banking  affiliates  as  a  group  is 
to  srive  banks  little  if  any  coun+errvrlienl  strength.  See  "Risks  in  Mortgnce  Banking"  and 
"Consumer  Finance  Company  Risks",  1974  studies  of  1967-72  data,  for  the  Ass'n.  of 
Registered  Bank  Holding  Companies. 

39  Chase  and  Mingo,  supra. 
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at  least  enough  management  depth  to  avoid  the  problems  of  succession 
which  often  aftlict  smaller  organizations.  Managerial  capacity  is  a 
factor  the  FRB  always  considers,  pursuant  to  statutory  direction,  and 
sometimes  is  ground  for  a  denial.60 

But  has  diversification  beyond  banking  strengthened  the  manage- 
ment of  BHC  banks  ?  Breadth  of  experience  has  always  been  deemed 
educational,  but  evidence  to  date  suggests  that  BHC  bank  manage- 
ment lias  drawn  if  any  little  strength,  and  may  well  have  been  weak- 
ened, by  involvement  in  nonbanking.  The  only  survey  to  date  found 
"the  expertise  runs  almost  exclusively  one-way,  namely,  from  the  bank 
to  the  non-banking  subsidiaries."  C1  Two  commentators  found  signifi- 
cance in  the  fact  that  in  1073.  "commercial  banking  attracted  a 
greater  percentage  of  MBA  graduates  from  four  of  the  most  presti- 
gious business  schools  than  any  other  industry."  G2  but  if  that  fact 
menus  anything  of  significance,  it  is  probably  that  graduating1  MBA's 
tend  to  be  drawn  to  "where  the  action  is",  and  in  1973  BHCs  were 
at  the  peak  of  their  "Beautiful  Balloon"  phase,  as  we  know  from  loan 
loss  experience  since.03  This  hardly  seems  a  sober  basis  for  judgment 
of  BHC  impact  on  bank  management.  Of  course  it  may  well  be  true 
that  able  individuals  will  be  attracted  by  the  managerial  challenge 
presented  by  the  "congeneric''  BHCs,  in  contrast  with  straight  bank- 
ing. But  the  same  lure  of  "sheer  management  challenge,  unrestricted 
by  the  limits  of  a  single  business",  was  supposedly  held  out  by  the 
conglomerates  of  the  mid-1960s,  and  a  few  years1  experience  wore 
off  much  of  that  lure.  It  would  seem  too  early  to  judge  the  lure  of 
••congenerics". 

On  the  debit  side  is  the  heavy  involvement  of  important  elements  of 
bank  management — which  usually  is  entirely  or  almost  entirely  the 
same  as  the  BHC  management — in  acquisitions  and  expansion  dur- 
ing growth  phases,  and  in  "work-outs"  as  with  BEIT  and  mortgage 
banking  subsidiaries'  problems,  during  contractions. 

Tn  sum.  absorption  of  smaller  banks  into  larger  organizations, 
whether  or  not  BITCs,  will  usually  result  in  stronger  managemenl 
for  flie  banks  absorbed,  but  thus  far  it  is  hard  to  see  that  BHC 
diversification  has  led  to  improved  management  for  banks  gen- 
erally, and  it  probaby  has  caused  an  unfortunate  distraction  from 
banking.  On  the  other  hand,  the  non-banking  affiliates  very  probably 
have  enjoyed  much  strengthened  management  and  substantial  related 
noted  below.  It  hardly  seems  possible  to  make  any  overall 
evaluative  judgment,  and  one  need  not  be  made  unless  the  very  con- 
tinuation of  the  B1IO  form  were  at  issue.  Further  FRB  inquiries  on 
this  matter  would  be  interest  ing  and  might  prove  important. 

citations  In  Clmeno  and  Rrndy.  supra  n.  40.  at  1226  7 

<■.    OppratJnsr    Policies    of  BHC's — Part    II:    Nonbanklncr   Subsldtnrlos.   p.    18, 
FRB  Staff  Economic  study  No.  si   (1074)  ;  summarized  In  FRB  answer  to  FINE  Questlon- 
( ►uestlon  0.4,  infni. 
-«•  and  Minim,  sunra  n.  58. 
°*  Of    course    if    tliiit    flow    of    personnel    continued    over    a    substantial    period,    the    slcr- 
be   much  different   As  n  matter  of  fact,   those  commentators  attaching 
weifrhl  to  1!i7.".  would  probably  do  bettor  to  retract  the  statement  than  trying  to  explain 
"■I   "•  ly  why  Harvard  MBA's  that  year  ■went  to  Citicorp  more  tban  any  other  employer. 
lot    m-Iiv    they    went    second    to    ji    small    real    estate    developer.    Sea    Pines,    which    a    few 
months   lifer   headed    into   a    severe  decline   which   has   left    it   rill   but    bankrupt   since  Fall 
1974.  New  York  Times  §  8,  p.  1,  April  4,  1970. 
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d.  Gains  from  better  use  of  other  resources? 

Can  anyone  doubt  that  if  a  bank  must  have  data  processing  facili- 
ties, it  makes  sense  to  use  those  facilities  as  fully  as  feasible  rather 
than  have  them  lie  idle  much  of  the  time?  Of  course,  it  is  not  clearly 
necessary  for  a  bank  to  have  such  facilities:  indeed,  a  nonbanking  sub- 
sidiary of  Bank  America  is  the  largest  "independent"  data  processor 
for  banks  in  California,  as  weli  as  functioning-  in  four  other  States.04 
Also,  using  facilities  like  data  processing  to  service  needs  other  than 
those  of  affiliated  banks  raises  relatively  little  concern  about  concen- 
tration or  particular  conflicts  of  interest;  contrast  such  permissible 
"non-banking"  activities  as  management  consulting  for  non-affiliated 
banks,  or  financial  advising  to  state  and  local  governments.  Nonethe- 
less, it  seems  clear  enough  that  in  a  number  of  activities,  perhaps 
sometimes  under  special  safeguards  (as  the  FRB  imposed  to  guard 
against  conflicts  of  interest  in  authorizing  the  two  activities  just 
mentioned), 

in  response  to  the  everclimbing  cost  of  their  raw  materials,  hank  managements 
have  heen  under  pressure  to  seek  out  activities  that  can  profitably  utilize  their 
organizational  structure,  prestige,  and  overhead,  but  require  a  minimum  of 
additional  borrowed  funds.  Again  this  can  be  achieved  more  effectively  through 
the  holding  company  organization,65 

e.  Improved  allocation  of  credit? 
Two  questions  arise  here  : 

(1)  Has  the  original  "Zaibatsu  problem",  that  banking  organiza- 
tions would  dominate  the  economy  and  direct  credit  flows,  proven  out 
at  all? 

(2)  Even  if  that  extreme  is  not  a  concern,  has  credit  allocation  been 
affected  ? 

(1)  Much  of  the  original  "Zaibatsii"  fear  is  unwarranted  because 
American  banks,  unlike  those  in  Japan  and  much  of  Europe,  have 
long  been  kept  out  of  long-term  lending  and  capital  providing  (ex- 
cept indirectly  through  their  trust  departments'  participation  as  in- 
vestors), which  have  been  the  function  of  the  securities  and  insurance 
industries.  Such  legal  barriers  as  the  Glass-Steagall  Act  are  an  im- 
portant limit,  not  overlooked  in  BHC  regulation  thus  far,  although 
some  securities  and  investment  groups  deem  existing  activities  of 
national  banks  and  BIICs  to  go  beyond  that  Act's  limit  and  have 
brought  several  lawsuits  over  this  matter. 

The  BHC  form  as  such  seems  not  to  have  caused  banking  to  spread 
into  investment  or  longer-term  lending.  That  form  has  brought  to 
state-chartered  banks  the  same  range  of  activities  permitted  national 
banks,  but  the  question  of  whether  that  range  is  too  wide,  or  undercuts 
the  policy  of  Glass-Steao-all,  is  not  a  question  of  BHC  regulation.  The 
policy  of  Glass-Steagall  is  currently  the  subject  of  several  substantial 
official  studies.  Those  studies  may  be  able  to  tell  us  whether  banks  are 
performing  more  long-term  lending  than  has  been  the  tradition,  but 
again  that  is  a  question  of  bank  regulation  and  not  BHCs  as  such. 

«*  American  Banker,  Oct.  23,  1975,  np.  1,  10. 
65  Brill,  supra  n.  58,  p.  2. 
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(2)  As  for  what  change  the  BHC  form  has  made  in  credit  alloca- 
tion, three  points.  First,  credit  flows  from  one  area  to  another  have  been 
eased  by  the  BHC  movement,  because  state  law  barriers  on  bank  expan- 
sion have  been  significantly  though  only  partially  and  indirectly  re- 
duced by  BHCs?  geographic  freedom.  This  is  desirable  to  the  extent 
that,  but  for  such  "ease",  capital-surplus  regions  would  be  unlikely  to 
use  the  funds  they  have  and  capital-deficit  regions  unlikely  to  be  able 
to  get  the  funds  they  need.  But  this  is  undesirable  to  the  extent  that 
sucli  "case"  drains  funds  from  areas  in  which,  for  socio-political  rea- 
sons, we  are  unwilling  to  see  disinvestment  even  though  such  regions 
may  not  be  able  to  compete  for  funds,  on  a  price  basis,  with  borrowers 
in  other  regions. 

The  second  point  is  that  we  simply  do  not  know,  we  have  no  data. 
on  this  important  question,  nor  at  present  are  there  plans  to  assemble 
such  data.  On  October  1,  1975,  the  FEB,  Comptroller  and  FD1C 
proposed  revisions  in  periodic  "condition"  reports  for  large  banks 
which  would  include  international  geographic  data  on  assets  and  lia- 
bilities, but  no  data  on  U.S.  regions,  and  that  proposal  is  still  pending. 
Whether  or  not  such  data  should  be  gathered  routinely  with  the  in- 
evitable burdens  of  such  an  effort,  it  does  seem  unquestionable  that  the 
FRB  should  make  studies  of  geographic  flows  within  the  U.S.  Sub- 
stantial political  controversy  has  surrounded  the  BHC  movement  in 
several  States  (e.g.,  Colorado  and  Texas)  because  of  charges — without 
factual  basis — that  less  populous  areas  are  suffering  disinvestment  and 
not  getting  the  benefit,  in  loans,  of  even  those  areas'  own  deposits. 
Sound  socio-economic  development,  as  well  as  confidence  in  the  public 
benefits  of  having  BHCs,  requires  improving  on  today's  ignorance  on 
this  matter. 

The  third  point  is.  have  BHC  banks  allocated  credit  preferentially 
to  non-banking  affiliates  as  distinct  from  competitors  of  those  affili- 
ates? This  verges  into  the  problem  of  "unfair  competition"  in  the  non- 
banking  fields,  considered  below  in  §  III.E.  However,  one  can  say  only 
that  we  have  so  little  information  about  non-banking  affiliates  and 
their  competitors,  that  this  is  one  of  many  items  on  which  the  slate  is 
blank.  Judgments  are  usually  formed,  though,  without  systemic  data, 
on  the  basis  of  episodic  information.  But  here  too,  there  have  been 
neither  lawsuits  nor  pleas  brought  to  legislators  or  regulators,  so  far  as 
I  can  determine.86  That  silence  is  strongly  suggestive  that  either  there 
are  no  discriminatory  denials  of  credit  to  competitors  of  non-banking 
affiliates,  or  only  ones  SO  lew  and  so  marginal  that  the  problem  has  not 
become  visible,  or  else  that  borrowers  have  enough  recourse  to  other 
banks  that  the  matter  has  thus  far  caused  no  injury.  Still,  as  set  forth 
in  the  next  section  in  the  setting  of  competition  among  banks,  the  only 
in  formation  that  is  available  shows  that  firms  affiliated  with  banks  tend 
to  benefit  important  ly.  such  as  by  being  freed  of  compensating  balance 
requirements* 


••On*  '.-isc  ban  been  found  in  wblcb  plaintiffs  sued  i   bank  on   t ho  ground   that  tii;it 

hank  had  refused  plaintiffs  n  loan  to  huy  control  of  another  hank,  because  the  defendant 
hank's  holding  company  wanted  to  huy  that  control.  Snit  was  dismissed  on  the  ground 
that  no  legal  hasis  for  relief  was  shown,  hut  the  reviewing  court  indicated  clearly  that 
there    were    also    grave   gaps    In    the   evidence    to   estahlish    even    the    facts    as    plaintiffs    saw 

them    Clark  v.  United  Bank  of  Denver  X.A.,  4M>  i\2d  23.r>,  238  (10th  Clr.  1973). 
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/'.  Gains  through  more  efficient  si  voices?  Losses  through  unfair  com- 
petition or  conflicts  of  interests? 

"One-stop  banking."  a  broad  range  of  banking  and  near-banking 
services  from  one  firm,  has  obvious  attractions  in  convenience  for 
customers,  and  in  efficient,  lower-cost  use  of  many  resources.  Compet- 
ing against  easy  realization  of  those  benefits  are  several  concerns: 

(1)  Impacts  on  smaller  bank*. — Smaller  banks,  unable  to  offer  a 
wide  range  or  even  any  related  service.-,  would  be  at  a  competitive  dis- 
advantage :  they  would  have  less  to  attract  customers,  and  fewer  ways 
to  compete.  By  no  means  is  this  what  is  meant  by  "unfair  competi- 
tion," but  to  the  extent  that  it  would  increase  concentration,  it  is  a 
problem.  As  noted  earlier,  thus  far  concentration  in  banking  does  not 
seem  increased  by  BHC  acquisitions  as  such,  although  statutory 
changes  are  needed  because  of  a  general  weakness  of  pro-competition 
protections  in  the  provisions  governing  entry,  mergers  and  acquisi- 
tions. Extensive  analysis  would  be  needed — and  should  be  commenced 
forthwith — to  determine  whether  apart  from,  the  impact  of  BHC 
acquisitions,  the  BHC  structure  has  helped  BHC  banks  to  gain  an 
increased  share  of  the  market. 

Smaller  banks  may  be  at  a  competitive  disadvantage  because  BHC 
non-banking  affiliates  will  do  their  banking  only  with  related  banks, 
or  because  informal  reciprocal  arrangements  will  arise,  or  because 
independent  banks  simply  cannot  meet  the  preferential  pricing  offered 
non-banking  affiliates  by  their  related  banks.  So  far  as  we  know,  this 
is  not  presently  a  problem  calling  for  correction,  but  we  have  ex- 
tremely little  information  on  the  matter  and  that  little  indicates  the 
need  for  continual  monitoring. 

The  FRB  has  considered  unaffiliated  banking  connections  important 
enough  to  require  their  continuance  in  allowing  Manufacturers  Han- 
over to  acquire  the  130-office  Ritter  Consumer  Finance  Co.,  "until  such 
time  and  under  such  circumstances  as  the  Board  may  deem  appropri- 
ate.*' (Assurance  of  unaffiliated  funding  was  established  also  in 
Chemical  Xew  York's  acquisition  of  the  107-office  Sunamerica.  also  a 
consumer  finance  company.)  Such  Delphic  guidance  would  be  less 
troublesome  if  we  had  more  knowledge  of  factual  trends  or  regulatory 
policv. 

A  1974  FRB  staff  study  of  27  major  BHCs  found: C7  (i)  One-third 
of  those  BHCs  "control**  their  subsidiaries'  banking  connections,  and 
those  connections  go  to  affiliated  banks  or  to  other  banks  which  lend 
to  the  holding  company,  (ii)  Slightly  fewer  than  one-third  "in- 
fluence"' the  banking  connections  of  their  subsidiaries,  and  usually 
recommend  banks  which  are  correspondents  of  the  BHCs  banks,  (iii) 
Slightly  more  than  one-third  leave  the  matter  to  the  non-banking  sub- 
sidiaries' independent  judgment,  but  they  do  so  either  because  those 
subsidiaries  no  longer  keep  compensating  balances  but  instead  rely  on 
the  BHC  for  financing,  or  because  of  other  reasons  directly  related  to 
the  BHC.  (iv)  BHCs  and  their  banks  provide  varied  services  to  the 
non-banking  affiliates — from  data  processing  through  legal  and  ac- 

67  Lawrence  supra  n.  61,  at  24,   30-32  and  39-40. 
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counting,  from  offices  and  personnel  through  marketing — as  well  as 
hanking  services,  and  usually  receive  fees  for  those  services.  But  in  *J6 
or  the  27  BHCs  surveyed,  there  was  no  profit  mark-up  in  those  fees  (in 
one  of  the  26,  there  was  a  slight  markup  for  data  processing  only). 
Again,  for  banking  services  there  are  little  if  any  compensating  balance 
requirements,  and  usually  preferential  interest  rates  for  funds  from 
the  BHC. 

Here  again,  it  is  not  "unfair  competition"  against  independent  banks 
or  against  unaffiliated  non-banking  firms,  to  have  such  arrangements 
within  BHCs.  Rather,  they  are  inherent  in  the  holding  company  con- 
cept. They  do  point  up,  however,  that  BHO  units,  in  any  activity,  have 
important  advantages  over  competitors  without  such  affiliation.  Such 
arrangements  are,  to  a  presently  indeterminate  extent,  a  pressure  on 
banks  and  on  firms  in  "closely  related"  activities,  to  become  parts  of 
BHCs  or  at  very  least  parts  of  larger  organizations.  The  experience  of 
less  than  one  decade  has  proven  to  be  basis  neither  to  reverse  policy  nor 
to  ignore  the  problems  inherent  in  present  policy.  Monitoring  of  intra - 
BHC  relations,  not  merely  of  their  substantial  transactions,  is  impera- 
tive. Only  thus  can  the  public  stay  apprised  of  the  extent  to  which 
efficiency  and  cost-saving  is  being  enjoyed,  or  concentration  occuring  in 
banking  or  "closely  related"  activities.  Only  thus  can  we  assure  that 
the  goals  of  the  careful  balance  sought  by  Congress  in  the  1070  amend- 
ments, do  not  drift  into  desuetude. 

1>.  Impacts  on  competition,  capital,  arid  efficiency  in  non-banking 

It  has  already  been  noted  that  competition  in  non-banking  lines  was 
undergoing  vast  change  before  the  BTIC  growth :  e.g.,  the  number  of 
finance  companies  in  1055  was  over  8,000,  in  1960  was  6,424,  in  1965  was 
4.293,  and  in  1970,  2,961.  Then  in  1975  the  number  was  3,376.^  Is  the 
reversal  of  trend  the  result  simply  of  a  better  survey?  Of  the  contribu- 
tion of  BHCs?  Of  many  causes,  among  which  BHCs  are  only  one? 
Or  perhaps  BHCs  are  indeed  a  force  for  further  shrinkage,  but  over- 
riding forces  for  expansion  have  prevailed?  We  don't  know  that,  or 
much  else,  as  to  the  finance  industry.  We  know  even  less  about  the 
numerous  other  non-banking  lines. 

The  most  recent  FKB  stall'  study  00  says:  "[T]here  is  as  ye\  no  direct 
empirical  evidence  that  BHC  expansion  in  the  non-banking  industries 
has  been  procompetitive."  "|  T  [here  has  been  no  systematic  study  of  the 
effects  of  BHC  affiliation  on  the  efficiency  of  firms  in  the  various  non- 
banking  industries  that,  BHCs  have  been  permitted  to  enter."  Pre- 
liminary evidence  on  holding  company  participation  in  two  of  these 
activities— mortgage  banking  and  consumer  finance— indicates  that 
BHCs,  on  average,  are  leveraging  their  operations  beyond  industry 
standards.  Moreover,  a  few  BHCs  appear  to  be  leveraging  their  affili- 
ates in  these  activities  far  beyond  prudent  limits." 

This  staff  study,  although  m  valuable  contribution  in  itself,  must 
be  read  as  saying  that  the  FRB  has  many  BHC  applications  and  re- 
ports and  therefore  substantial  unassembled  information  about  par- 
ticular situations  at   particular  dates,  but  has  not  made  any  efforts  to 

«  FRB,  Surrey  of  Finance  Companies,  107."»,  F.  R.  Bnll.  (March  107G)  197,  200. 
• '  i  awrence  and  Talley,  supra  n.  18,  at  18  17,  is,  19. 
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pull  together  the  information  it  has,  nor  to  do  surveys,  let  alone  to 
monitor.  For  example,  the  FRB  does  not  know  whether  the  higher 
leverage  of  BllC-affiliated  mortgage  banking  and  consumer  finance 
companies  has  increased  or  decreased,  let  alone  why  it  exists.  The  FKB 
lias  found  also  "preliminary  evidence*'  that  BHC-affiliated  mortgage 
banking  and  consumer  finance  companies  tend  to  earn  less  than  the 
industry  averages,70  but  again,  we  have  no  trend  information  nor  a 
clue  as  to  whether  the  lower  earnings  are  the  natural  result  of  the  de 
novo  and  "foothold"  status  of  the  BHC  firms,  or  whether  such  lower 
earnings  reflect  that  the  non-banking  affiliates  are  "loss-leaders"  being 
run  to  increase  the  banking  affiliates'  access  to  customers. 

Thus,  six  years  into  the  scene  so  carefully  and  laboriously  framed  by 
the  1970  amendments,  the  responsible  agency  has  only  just  begun  71  on 
the  task  of  giving  itself  the  expertise  to  be  an  informed  regulator  of 
this  scene  rather  than  merely  a  passive 

"umpire  blandly  calling  balls  and  strikes  for  adversaries  appearing  before  it ; 
the  right  of  the  public  must  receive  active  and  affirmative  protection  at  the 
hands  of  the  [Board]."  "2 

The  FKB  has  unduly  limited  itself  to  processing  applications  and 
even  there  has  had  too  limited  a  perspective.  The  Board  should  forth- 
with develop  the  expertise  which  is  so  large  a  part  of  the  reason  for 
relying  upon  them,  and  should  regularly  keep  Congress  apprised  of 
this  matter.  After  all,  this  matter  is  nothing  less  than  a  critical  aspect, 
and  in  many  ways  the  cutting  edge,  of  preserving  our  traditional  di- 
vision between  banking  and  commerce. 

(1)  What  do  we  know?  BHCs  control  a  substantial  number  of  the 
largest  firms  in  many  of  these  non-bankino-  activities.  See  above, 
§  ILB. 

(2)  BHC  assets  in  non-banking  are  still  small,  only  3-to-5  percent 
of  total  BHC  assets,  for  two  reasons:  The  industries  entered  are 
small  in  aggregate  total  assets,  whereas  banking  is  enormous.  Also, 
many  BHCs  have  chosen,  or  been  forced  by  FRB  policy,  to  limit  their 
entries  to  de  novo  steps,  or  acquisitions  of  relatively  small  firms. 

(3)  Many  entries  into  non-banking  have  been  de  novo.  This  results 
from  the  FRB's  making  that  route  easier.  As  for  acquisitions,  during 
the  entire  expansion  period,  the  first  31/2  years  after  the  1970  amend- 
ments, the  greatest  number  were  "footholds" :  e.g.,  about  54  percent  of 
consumer  finance  firms  acquired  were  below  $5  million  in  assets,  72 
percent  were  below  $10  million,  and  in  mortgage  banking,  over  40 
percent  were  below  $10  million.73  On  the  other  hand,  data  have  not 
been  assembled  showing  the  whole  picture  of  those  fields,  let  alone 
the  other  permissible  activities.  And  it  is  imperative  to  remember  that 
in  these  industries,  asset  sizes  tend  to  be  quite  small. 

(4)  Only  episodic  information  is  available  about  how  BHC  non- 
banking:  firms  have  fared. 


•«  Ibid. 

71  In  1973,  the  Board  bpgan  a  study  of  BHC  regulation,  to  plan  future  policy.  In  mid- 
1974,  29  consultants  were  appointed  to  meet  and  discuss.  Completion  of  a  study  was 
reportedly  expected  in  1974,  but  nothing  has  yet  been  released.  See  Blaine,  BHCs  in  a 
Year  of  Slowdown,  92  Bank.  L.  J.  674,  678-9  (1975). 

Important  progress  has  been  made  on  improving  BHCs'  reporting  to  the  Board,  and 
wifh  SEC  initiative,  on  their  public  disclosure. 

72  Scenic  Hudson  Preservation  Conf.  v.  FPC,  354  F.2d  608.  620  (2d  Cir.  1965). 
^Carter   H.    Golembe   Assocs.    (for  Ass'n   of  Registered  BHCs).   "Evaluation   of  Public 

Benefits  Arising  from  BHC  Nonbank  Expansion  (1975),  pp.  1-7,  1-8. 
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(4)  (a)  Capital — We  know  that  some  have  received  injections  of  new 
capital  as  part  of  the  terms  on  which  the  FKB  approved  their  acquisi- 
tion. For  example.  Manufacturers  Hanover  acquired  a  mortgage  bank- 
ing firm  previously  owned  by  a  conglomerate  which  had  required  that 
firm  to  provide  the  parent  a  net  cash  flow  of  $2  million  over  three 
years.  Manufacturers  reversed  that  flow,  injecting  about  $7  million 
for  capital  and  making  $100  million  available  for  expansion.74  Ob- 
viously, access  to  more  and  lower-cost  funds  is,  for  any  lending  firm, 
life  blood. 

On  the  other  hand,  the  recent  FEB  staff  study  reports,  as  noted, 
that  in  mortgage  banking  and  consumer  finance  BHCs'  firms  tend  to  be 
more  highly  leveraged  than  industry  standards,  and  in  a  few  cases 
imprudently  leveraged.75  But  whether  this  has  been  the  tradition  of 
those  firms;  or  an  impact  of  BHC  affiliation  with  its  reliance  on  the 
overall  holding  company  and  particularly  the  banking  affiliation,  we 
aIv  not  told,  probably  because  the  FRB  has  no  idea. 

(4)  (b)  Profitability—As  noted  earlier,  under  5  percent  of  BIIO 
assets  are  in  non-banking,76  but  we  lack  even  an  approximation  of 
what  proportion  of  BHC  earnings  comes  from  non-banking.  A  recent 
Wall  Street  Journal  survey  of  annual  reports  and  SEC  filings  by  the 
six  largest  BHCs  found  only  $14.5  million  in  net  income,  or  below  1.2 
percent of  the  parent  companies'  total  earnings.77  It  found  also  an  aver- 
age of  only  2.6  percent  return  on  capital  among  the  non-banking  sub- 
sidiaries, in  contrast  to  a  14  percent  return  on  those  BHCs'  banking 
operations.  However,  both  known  and  unknown  factors  make  such 
data  extremely  inconclusive:  (i)  Many  of  the  non-banking  units  are 
still  relatively  new  or  only  recently  begun  upon  expansion,  and  there- 
fore are  likely  to  have  low  earnings,  (ii)  Such  data  cannot  be  evalu- 
ated for  any  single  BHC,  let  alone  compared  with  other  BHCs  or 
other  firms,  without  quite  full  information  about  intra-BIIC  pricing 
arrangements,  which  are  usually  complex  and  sometimes  sophisti- 
cated. For  example,  Bank  America  reports  its  performance  by  "major 
profit  centers,"  showing  that  "non-banking  and  specialized  activities'' 
earned  0.17  percent  after-tax  return  on  average  earning  assets,  by  far 
their  weakest  profit  center  (except  for  the  trust  department  and  se- 
curities trading.)78  As  a  leading  bank  securities  analyst  noted  in  direct 
comment,  "we  caution  against  placing  too  much  emphasis  on  di- 
visional profitability  that  is  tied  to  transfer  prices."70  (iii)  Because 
substantial  non-banking  activity  has  been  in  the  real  estate  field,  the 
recent  disasters  of  that  industry  obviously  depress  non-banking  earn- 
ings, to  say  the  least,  (iv)  We  do  not  know  the  extent  to  which  non- 
banking  units  are  consciously  operated  a>  "loss  leader.-"  to  attract  cus- 
tomers to  the  BHCs  main  business,  banking. 

An  FRB  staff  study  of  51  BHC  mortage  banking  affiliates  and  L6 
consumer  finance  affiliates  showed  in  1973  returns  on  assets  below  in- 
dustry standard-."'  We  do  not  know  why. 

w  Id.,  al  III    16. 

>*  Lawrence  and  Talley,  Btipra  n.  IS,  al  19. 

">».•  teal  at  ii.  21,  tupra.  Sec  also  i«'\t  .it  ii.  24,  on  First  Pennsylvania's  earnings  from 
non  banking. 

•    n.  l'h,  eupra. 
BankAmerlca,  Annua]  Report  1975,  pp.  BO  51. 
™ Oppenhelmer  *  Co.,  Bldermao  tfeport  on  BankAmerlca,  Apr.  14.  197P>,  p.  7 
"Talley,   Bank   Holding  Company  Financing,  Conference  on  Rank  Structure  and  Coni- 
petltlon,  f.  u.  Bank  of  Chicago  (May  1975),  pp.  Hit,  il»«)-:;o. 
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(4)  (c)  Expansion — Leaving  capital  and  earnings  aside,  we  know 
that  some  of  the  firms  have  expanded  dramatically.  Unsurprisingly, 
the  finance  company  Citicorp  acquired  in  197:2  has  gone  from  80 
offices  in  14  States,  to  169  offices  in  21  States.  And  note  that  that  ex- 
pansion has  been  almost  entirely  by  opening  new  offices,  not  by  acqui- 
sitions. Of  course  Citicorp  is  not  the  universe,  but  again,  we  have  no 
universe  information.  Other  examples  are  set  forth  above  (Sec.  II.B). 

(4)  (d)  Innovation  and  efficiency — Leaving  expansion  aside,  have 
there  been  any  innovations  or  increased  efficiency?  Unsurprisingly 
again  Citicorp  comes  up.  After  acquiring  a  finance  company  and  ex- 
panding it,  Citicorp  also  gave  it  a  de  novo  subsidiary  offering  un- 
usually broad,  personalized  customer  credit,  coming  very  close  to 
"one-stop  service''  for  many  of  a  lifetime's  financial  needs.  For  another 
example,  expansion  and  greater  assets  have  made  it  possible  for  BHC- 
affiliated  loan  firms  to  raise  their  lending  limits,  which  seems  a  clear 
improvement  in  service  and  efficiency. 

One  of  the  clearest  improvements  in  service  is  lowering  prices. 
Almost  all  FRB  approvals  of  BHC  entries  into  credit  life  insurance 
underwriting  have  included  commitments  to  reduce  premiums  or 
increase  policy  benefits.81 

There  is  wide  consensus  that  non-banking  affiliates  have  enjoyed 
substantially  stronger  management  and  use  of  resources.  The  BHC 
size  and  stability  serve  to  ease  and  improve  hiring  and  the  handling  of 
innumerable  administrative  or  overhead  areas.  Moreover,  adding  one 
non-banking  affiliate  makes  the  case  yet  stronger  for  further  additions, 
so  as  to  increase  efficiency :  for  example,  Pittsburgh  National  acquired 
a  mortgage  company  in  1968  and  advanced  $100  million  to  it  by  1973, 
also  expanding  the  operation  to  five  more  States  and  seven  de  novo 
offices.  Taking  advantage  of  the  loan  servicing  facilities  and  other 
resources  and  relationships  thus  built  up,  was  one  of  the  grounds  for 
allowing  Pittsburgh's  acquisition  of  a  second  mortgage  banker  in 
1974.82   ' 

(4)  (e)  Undue  concentration,  of  power — The  FRB  has  employed  a 
stricter  scrutiny  of  public  benefit  factors  in  the  non-banking  context.83 
As  part  of  that,  the  Board  has  denied  acquisitions  which  might  in- 
crease nationwide  concentration,  such  as  Chase  Manhattan's  effort  to 
acquire  Dial  Finance  Co.  The  Board  also  rejected,  in  1973,  Citicorp's 
request  to  retain  Advance  Mortgage  Co.,  the  nation's  fifth  largest 
mortgage  banking  firm  with  71  offices  in  17  States,  which  had  been  ac- 
quired shortly  before  1970.  Citicorp  had  greatly  increased  the  funds 
available  to  Advance,  but  a  '5-2  majority  found  the  dangers  of  concen- 
tration overriding.  However,  the  Board  left  open  the  possibility  of  re- 
consideration before  the  end  of  1980 84  when  a  stronger  showing 
might  be  made  of  such  public  benefits  as  lower  costs  or  improved 

81  Statement  by  Ass'n.  of  Registered  Bank  Holding  Companies  to  FINE  Study.  House 
Committee  on  Banking.  Currency  and  Housing,  Sept.  16,  1974,  p.  4;  compare  Golembe 
Assocs.,  supra  n.  73,  at  III-7. 

82  Golembe  Assocs.,  supra  n.  73.  at  111-17,  111-18. 

8:5  See  citations  in  Cimeno  and  Brady,  supra  n.  46,  at  1243-44. 
81  See  n.  15,  supra. 
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services.  Since  that  ''denial".  Advance  lias  continued  to  grow  and 
is  now  the  nation's  second  largest  mortgage  banker.  (That  growth 
included  FEB  approvals — a  few  months  before  the  "denial"  of  reten- 
tion— for  new  offices  in  Seattle,  Phoenix,  Tucson  and  Houston.)8"' 

It  is  so  important,  that  repetition  is  not  merely  warranted  but  called 
for:  we  have  neither  regular  data,  nor  surveys,  of  the  degree  to  which 
the  12  permissible  non-banking  activities  are  more  concentrated  or 
more  competitive  (or  both'?),  or  as  to  what  have  been  the  BHC 
impacts  on  those  and  related  aspects. 

E.  Unfair  competition  in  non-banking*  and  conflict  of  interest 

In  1969,  Federal  Reserve  Board  Chairman  Martin  testified: 

If  a  holding  company  combines  a  bank  with  a  typical  business  firm,  there  is  a 
strong  possibility  that  the  bank's  credit  will  be  more  readily  available  to  the 
customers  of  the  affiliated  business  than  to  customers  of  other  businesses  not  so 
affiliated.  Since  credit  has  become  increasingly  essential  to  merchandising,  the 
business  firm  that  can  offer  an  assured  line  of  credit  to  finance  its  sales  has  a 
very  real  competitive  advantage  over  one  that  cannot.  In  addition  to  favoring 
the  business  firm's  customers,  the  bank  might  deny  credit  to  competing  firms  or 
grant,  credit  to  other  borrowers  only  on  condition  that  they  agree  to  do  business 
with  the  affiliated  firm.  This  is  why  *  *  *  if  wo  allow  the  line  between  banking 
and  commerce  to  be  eased,  we  run  the  risk  of  cartelling  our  economy  *  *  *. 
Just  as  we  have  seen  the  country's  largest  banks  join  the  new  wave  of  one-bank 
holding  companies,  we  could  later  see  the  country's  business  firms  clustering 
about  banks  in  holding  company  systems  in  the  belief  that  such  an  affiliation 
would  be  advantageous,  or  perhaps  even  necessary  to  their  survival.88 

Many  of  the  "unfair  competition^  fears  surrounding  BHC  growth 
surround  most  banking  whether  or  not  in  the  BHC  form,  but  clearly 
the  BHC  movement  is  an  expansion  of  the  number  and  size  of  banks 
engaged  in,  and  the  amount  and  kinds  of.  non-banking  activity.  There- 
fore the  problem  of  possible  unfair  competition  becomes  more  acute 
with  BHC  growth,  and  in  fact  both  Congress  and  the  FRB  have  taken 
steps  to  prevent  abuses. 

What  is  feared?  Bundling  of  services,  in  several  ways:  First,  tying 
the,  sale  of  one  product  to  another.  This  is  illegal  generally  and  also 
by  specific  provision  in  the  BHC  Act  (Sec.  106(b)),  and  the  ban  has 
been  declared  "vindicated  by  broad  and  commendable  compliance"  as 
of  mid-1073  by  the  then-Director  of  Policy  Planning  for  the  Anti- 
trust Division.87 

Second,  tying  is  only  part  of  the  problem.  As  said  in  1070  by 
the  Statement  of  the  Conference  Managers  on  the  Part  of  the  House  : 

But  the  dangers  of  "voluntary"  tie-ins  and  reciprocity  are  basically  structural 
and  must  be  dealt  with  by  the  Board  in  determining  tbe  competitive  effects  of 
bank  holding  company  expansion  into  fields  closely  related  to  banking  when  con- 
sidering applications  under  Section  4(c)(8).  These  will  be  difficult  questions, 
for  assurances  of  good  faith  and  the  intention  not  to  engage  In  tie-ins  and  rec- 
iprocity by  the  applicant  bank  holding  companies  will  largely  be  irrelevant  to 
the  just  as  serious  dangers  of  "voluntary"  tie-ins  and  reciprocity.  The  Board 
must,  in  any  case,  consider  these  problems  in  carrying  out  its  responsibilities 
under  the  Act. 


>mpare  1074  F.R.  Boll.  51,  with  American  Banker,  Oct.  29,  1975,  pp.  1,  19. 

Wl  Quoted  hi  S.  Rpt  !H     108  I.  supra  n.  5  at  3. 

* Don&ld  I.  Baker.  "The  BHC  Amendments  Revisited".  Am.  Bankers  Ass'n.  Conference, 
Washington,  July  20,  1972  ;  and  again  on  August  7,  1973,  see  Golembe  Assoes.,  supra 
n.  73,  at  II-2. 
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In  interpreting:  the  public  benefits  test,  special  mention  should  be  made  of 
the  inclusion  of  the  '•unfair  competition"  factor  in  the  bill  as  agreed  to  by  the 
Conference.  This  factor  was  included  in  the  House  passed  bill,  but  was  not  in 
the  Senate  version.  The  conferees  agreed  to  include  the  "unfair  competition'' 
factor  in  the  final  version. 

Unfair  competition  is  a  broad  legal  concept  having  its  origin  in  the  common 
law.  Ir  is  also  found  in  a  significant  number  of  state  and  Federal  statutes.  It 
is  an  important  factor  for  the  Board  to  consider  in  its  broadest  context,  especially 
in  light  of  the  testimony  concerning  the  potential  for  unfair  competition  to  be 
carried  on  by  bank  holding  companies  against  small  independent  businesses. 
Some,  but  by  no  means  all,  of  the  kinds  of  problems  that  the  Board  should 
consider  in  giving  weight  to  this  factor  are  the  potential  for  (a)  intimidation 
of  customers  to  cause  them  to  refrain  from  buying  a  competitor's  products;  (b) 
commercial  espionage  with  the  purpose  of  procuring  confidential  information 
that  could  be  used  unfairly  in  competing  with  a  nonbank  competitor  (this  is 
peculiarly  applicable  to  banking  institutions  since  they  deal  to  a  very  great 
extent  with  confidential  information  obtained  from  customers)  ;  (c)  inducing 
breach  of  contract :  (d  )  enticing  away  competitor's  employees  in  order  to  cripple 
his  business;  (e)  price  discrimination;  (f)  selling  a  service  below  cost  or  offer- 
ing a  service  for  no  cost  in  order  to  obtain  a  business  for  another  subsidiary ; 
(g)  harassing  practices  as  intimidating  customers  and/or  competitors. w 

Those  specific  fears  are  couched  in  especially  frightening  phrasing. 
For  example,  ''commercial  espionage*'  is  language  which  would  make 
many  of  us  pause,  but  tone  aside,  would  not  many  competitors  of 
hank-affiliated  firms  pause  before  doing  significant  banking  at  the 
affiliated  bank  ?  In  short,  these  problems  are  not  imaginary,  but  worth 
attention.  As  one  excellent  analysis  of  the  problem  reasoned : 

Many  economists  are  skeptical  of  claims  that  bundling  leads  to  anticompeti- 
tive results.  The  skepticism  stems  from  the  fact  that  tying  is  only  profitable 
if  the  firm  has  a  monopoly  of  some  product.  In  such  a  case  why  then  doesn't 
the  firm  merely  extract  the  total  monopoly  rent  without  resorting  to  tying? 
If  the  seller  has  complete  knowledge  of  demands  and  if  he  can  practice  price 
discrimination  then  there  is  no  economic  motive  to  tie.  However,  it  can  be 
shown  that  if  these  conditions  do  not  apply,  then  there  is  an  economic  advantage 
for  a  multiple-product  monopolist  to  sell  services  in  bundles. 

*  *  * 

An  obvious  scenario  might  have  a  bank  with  an  ancillary  subsidiary  or  divi- 
sion such  as  a  travel  bureau  lending  to  a  medium-sized  corporation.  In  a  period 
of  tight  money  the  corporation  would  find  it  difficult  to  switch  to  some  other 
bank  and  still  have  its  credit  demands  met  at  attractive  interest  rates.  The  lend- 
ing bank,  having  many  alternatives  for  loans,  might  decide  to  raise  the  overall 
profitability  of  its  bank  by  suggesting  that  the  corporation  utilize  its  travel 
bureau.  If  the  prices  charged  by  the  bank's  travel  bureau  are  not  greatly  in 
excess  of  the  rates  charged  by  the  firm's  current  [travel]  agent,  it  will  presumably 
agree.  The  bank  benefits  from  the  profits  from  the  new  travel  account,  the 
borrower  is  financially  no  worse  off  or  only  slightly  worse  off  and  he  has  his 
credit  needs  accommodated.  The  only  loser  is  the  former  supplier  to  the  firm 
of  travel  agent  services,  who  has  lost  whatever  profits  the  firm's  business  gen- 
erated. This  scenario  would  not  apply  if  (1)  the  firm  could  have  its  credit  needs 
as  well  serviced  and  as  attractively  priced  at  some  bank  without  a  travel  agency, 
or  (2)  the  bank  could  practice  perfect  price  discrimination  through,  for  example, 
compensating  balances.  If  the  price  discrimination  were  possible,  tying  credit 
to  the  travel  agency  business  would  be  unnecessary.  If  the  bank,  however,  used 
rules-of-thumb  or  general  criteria  with  respect  to  loan  rates,  compensating  bal- 
ances and  other  terms,  then  tying  as  described  above  might  be  [considered 
another  profitable  device]. 

*  *  *  [To  sum  up:] 

First,  the  basic  requirement  for  profitable  bundling  of  services  is  market  power 
over  some  services,  and  this  condition  is  prevalent  in  most  banking  markets.  *  *  * 


58  Hse.  Rpt.  91-1747,  91st  Cong.  2d  Sess.,  18-19  (1970). 
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Second,  the  incentive  for  and  ability  to  bundle  services  is  heightened  by  the 
credit  rationing  phenomenon  [that  the  availability  of  loans  at  one  time  is  linked 
to  being  a  customer  at  other  times].  *  *  * 

Third,  the  ability  to  bundle  will  differ  among  markets  and  types  of  bank 
customers.  Customers  in  smaller  markets  and  those  businesses  not  able  to  bor- 
row in  national  or  international  markets  will  be  most  severely  affected. 

Fourth,  anticompetitive  pricing  practices  will  be  difficult  to  detect.  *  *  *  It 
would  be  sufficient  that  the  links  be  tacitly  understood.  Assistant  Attorney 
General  McLaren  has  pointed  out  that  the  bundling  might  be  exclusively  in  the 
borrower's  mind.89 

Indeed,  tacit  and  imagined  expectations  are  reinforced  by  episodes 
of  "informal"  tying.  As  an  outspoken  substantial  industrialist,  now- 
Governor  of  Pennsylvania  Milton  Sliapp,  testified  before  the  House 
Committee  in  1969 : 

Let  me  be  specific.  During  the  early  1950' s  I  needed  to  increase  the  Jerrold 
loan  at  Liberty  Bank  and  Trust  to  $100,000.  The  bank,  with  adequate  reason — 
since  I  was  chief  officer  of  the  company — asked  that  I  protect  the  loan  with  a 
$100,000  insurance  policy  on  my  life. 

When  I  agreed,  one  of  the  bank  officers  called  me  aside  and  suggested  that 
the  bank  would  consider  it  a  favor — a  '"sweetener" — if  I  would  purchase  the 
policy  from  one  of  its  preferred  insurance  agencies,  rather  than  from  my  regular 
a  sent.  I  needed  the  loan.  I  complied. 

Borrowers  today  frequently  hear  the  word  "sweetener"  from  the  banks.  Bank- 
ers increasingly  ask  for  extras  as  the  price  for  getting  a  loan.  With  money 
in  tight  supply,  they  are  in  excellent  position.  *  *  *  * 

Regular  and  acknowledged  practices  at  many  BHCs  encourage  tacit 
or  imagined  expectations  as  to  bundling.  The  FRB  1974  staff  study  of 
27  major  BHCs'  operating  policies  found  15  of  them  "cross-selling", 
i.e.,  regularly  having  personnel  in  one  subsidiary  "make  an  effort  to  in- 
form their  customers  of  services  available  from  other  subsidiaries  of 
the  holding  company.  *  *  *  Fourteen  companies  say  they  encourage 
cross-selling  between  their  non-banking  subsidiaries  and  their  sub- 
sidiary banks.  Cross-selling  is  part  of  an  effort  to  package  financial 
services."  91 

Of  course  since  all  BFTC  activities  are  "financial  services,"  it  is 
natural  that  a  Citicorp  spokesman  recently  acknowledged  "referral 
of  customers  between  the  leasing  and  banking  businesses  of  Citicorp, 
and  that  the  two  compete  with  each  other  to  the  extent  that  a  company 
lias  alternatives  between  a  bank  loan  or  a  leaselw,8i  It  is  important 
to  add  that  unlike  Citicorp,  several  holding  companies  have  inter- 
vened to  stop  competition  between  subsidiaries.  (Such  conduct  with- 
in a  holding  company  is  clearly  and  correctly  legal95 — if  one  objects 
to  that,  now  law  or  roll-back  of  BHCs  is  needed.) 

What  are  the  answers  to  the  bundling  and  related  problems!  "As- 
suming that  the  antitrust  laws  are  inadequate  to  prevent  the  voluntary 
type  of  arrangement,  is  there  any  policy  short  of  a  complete  prohibi- 
tion of  [BHCs]  which  can  successfully  cone  with  this  problem?" M 


»G,  It.  Hall,  Anticompetitive  rmpacts  of  Expanded  Bank  Service  Linos,  unpublished 
paper  for  the  President's  [Huntj  Commission  on  Financial  structure  and  Regulation 
I  1971  ».  pp.  8,  10    11,  11    15. 

'■"  Hearings,  supra  d.  2.  at  59. 

'•  Lawrence,  supra  n.  61.  :>•  28  29. 

American  Banker,  284  Citicorp  Nonbank  Offices  In  34  states,  Oct   20    I97r>   pp   i    1!) 

"■Lawrence,  supra  u.  81.  at  19;  and  see  letter  from  Ass't.  a.  o  McLaren  in'uwrpncp 
Operating  Policies  of  BHCs  Pari  I,  FRB  statr  Economics  study  No.  59  (1971)  at  55* 
summarized  in  FRB  answer  to  fink  Questionnaire,  Question  0.4,  Infra 

»F.  R.  Edwards,   [omicj   Conglomerate:  Analysis  and  Evaluation,  22  Vand    L    Rev. 

127.",,   1288    (1909). 
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Unless  wo  reverse  the  19TQ  judgment  that  this  problem  is  not  so  severe 
as  to  outweigh  the  benefits  of  BIICs— and  there  has  been  a  striking 
luck  of  evidence  to  support  seriously  considering  any  policy  reversal 
on  these  grounds — we  must  attend  to  imposing  intricate  conditions  on 
non -banking  activity  approvals,  and  then  policing  those  conditions. 

For  example,  the  FRB  has  established  these  conditions  for  the 
following  activities:  (1)  Courier  services — (a)  operate  as  a  separate 
profit  center,  unsubsidized  by  the  BHC,  (b)  explicitly  price  all 
services  and  render  none  for  indirect  compensation,  e.g.,  deposits  at  an 
affiliated  bank,  and  (c)  furnish  services  to  competitors  of  the  courier 
firm's  affiliates,  at  posted  rates  and  terms,  and  keep  for  two  years 
records  of  any  refusal  to  serve,  with  reasons. 95  (2)  Management  con- 
sulting for  non-affiliated  banks — (a)  no  equity  holding  or  common 
personnel  in  the  consultee  bank;  (b)  explicit  pricing,  not  indirect 
payment  e.g.,  correspondent  balances;  and  (c)  each  potential  consul- 
tec  bank  is  told  of  all  bank?  affiliated  with,  or  clients  of,  the  consultant 
firm.96  (3)  Financial  advising  for  state  and  local  governments — 
( a  )  advisory  firm  cannot  give  EPIC  affiliates  any  information  about  its 
clients  not  simultaneously  available  to  others;  (b)  BHC  affiliation 
shall  be  disclosed  on  all  advertising  and  letterheads;  (c)  explicit  fees 
only;  (d)  BHC  affiliates  cannot  participate  in  debt  issues  on  which 
firm  has  advised;  (e)  advisor's  preexisting  standard  recommendation 
procedures  shall  continue.97 

Especially  in  today's  mood  of  scepticism  about  the  limits  of  regula- 
tion, such  intricate  protective  provisions  cannot  but  make  one  yet  more 
concerned  about  how  real  is  the  potential  for  abuse  in  these  structures. 
There  seems  no  feasible  present  course  other  than  alert  FRB  and  Con- 
gressional oversight  on  how  well  such  protections  are  working, 
whether  similar  steps  are  needed  in  other  areas,  or  whether  evidence 
arises  from  these  problems  to  warrant  reconsidering  the  whole 
st  ructure.98 

F.  The  acute  current  problem  of  BHC  structure :  hanking  soundness 

If  there  are  avoidable  threats  to  bank  soundesss,  then  as  long  as 
appropriate  steps  are  not  taken  we  are  tolerating  an  unnecessary  risk 
of  financial  instability,  and  if  there  is  anything  our  financial  system 
cannot  tolerate  after  the  past  three  years,  it  is  more  instability.  Because 
of  the  size  and  number  of  BHC  banks,  allowing  a voidaWe threats  to 
their  soundness  is  playing  at  least  a  mild  form  of  Russian  roulette. 
This  is  not  meant  to  suggest  that  we  might  not  survive,  but  only  that 
most  of  us  prefer  to  avoid  mad  gambling. 

M12  C.F.R.  225.129. 

<*12  C.F.R.  225.4(a)  (12). 

•'"  1973  F.  R.  Bull.  704. 

98  There  is  reason  to  believe  that  here  too.  the  FRR  has  been  passive  or  at  best  sporadic 
in  follow-up  efforts  to  assure  that  BHCs  live  up  to  the  conditions  unon  which  thev  secured 
approvals  for  expansion.   According  to  the  FRB   director  of  supervision  and   regulation  : 

"The  entire  area  of  benefits  to  the  public  from  bank  holding  company  expansion  is  one 
where  more  information  is  needed.  Many  bank  holding  companies  have  promised  significant 
new  or  expanded  services  if  permitted  to  make  some  desired  acquisition,  and  our  knowledge 
of  performance  is  not  so  explicit  and  detailed  as  might  be  desired.  We  have,  of  course, 
donp  a  certain  amount  of  follow-up  and  Messrs.  Lawrence  and  Tallev  noted,  'some  Reserve 
Bank  investigations  have  concluded  that  certain  bank  holding  companies  have  done  little, 
while  others  have  shown  that  specific  hank  holding  companies  have  fostered  improvements 
in  the  facilities  and  services  of  banks  they  acquired.'  " 

Leavitt  Address,  supra  n.  IS. 
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Already  wo  have  had  several  experiences  indicating  that,  the  holding 
company  banks'  soundness  is  jeopardized  by  problems  arising  outside 
those  banks,  in  the  parent  holding  company  or  in  a  related  unit.  The 
most  dramatic  episode  opened  1974.  bankings'  saddest  year  since  the 
1930's.  Beverly  Hills  Bancorp,  a  one-bank  holding  company,  had  sold 
$13.6  million  of  commercial  paper,  and  loaned  an  extraordinary  pro- 
portion, about  £7  million,  to  one  local  real  estate  developer.  When  the 
developer  couldn't  repay  the  loan,  the  holding  company  could  not  roll- 
over its  commercial  paper  and  although  its  bank  was  not  directly  in- 
volved, that  bank  at  once  lost  over  15  percent  of  its  deposits.  Thanks 
to  last-minute  Federal  regulatory  fire-fighting  and  the  discount  win- 
dow, the  bank  was  sold  to  Wells  Fargo  and  there  was  no  loss  to  de- 
positors. As  FRB  Governor  Bucher  (himself  a  Californian)  said  at 
the  time : 

The  events  in  Beverly  Hills  provide  food  for  thought  about  a  problem  that  has 
been  on  people's  minds  for  some  time.  *  *  * 

The  problem  pushed  so  strikingly  into  the  headlines  by  this  ease  can  be  summed 
up  in  three  questions — what  is  a  bank,  what  is  a  holding  company,  and  what  is 
the  difference  between  the  two? 

As  the  Beverly  Hills  ease  illustrates,  there  is  an  identification  problem,  at 
least  in  the  minds  of  the  public  and  the  press.99 

Other  events  have  heightened  that  problem.  United  California's 
BHC  would  not  let  a  Swiss  affiliate  fail,  as  it  would  have  if  unaided. 
The  First  Wisconsin  holding  company  went  far  to  aid  its  severely  ail- 
ing KEIT.  In  each  of  these  cases,  one  found  ofiicers  saying  that  they 
had  to  protect  the  "reputation  and  name." 

That  problem  of  confused  identity,  leading  to  reduction  or  loss  of 
confidence  in  BHC  banks  because  of  problems  at  non-banking  affili- 
ates, is  merely  one  of  three  different  kinds  of  threats  to  banking 
soundness  posed  by  the  RHC  form,  as  presently  structured:  First  is 
confusion  of  identity  because  of  similarity  of  names,  which  may  lead 
to  a  "run"  as  in  Beverly  Hills,  or  which  might  enable  creditors  of 
non-banking  affiliates  to  reach  the  bank's  assets.  Second  is  conflict  of 
interest  which  might  cause  the  BHC  to  use  the  banking  subsidiary 
to  promote  or  rescue  related  units  even  though  such  efforts  harm  or 
may  harm  that  bank.  Third  is  the  inherent  nature  of  BHCs  or  of  BHC 
personnel,  which  might  cause  the  bank  to  be  managed  too  "aggres- 
sively." This  last  can  readily  be  put  aside. 

He  lore  doing  so.  however,  what  of  the  possibility  that  BHCs  im- 
prove bank  soundness?  Earlier,  in  §  II.C.4.  we  noted  that  diversi- 
fication oi*  risk  has  not  been  established,  and  considered  a  number  of 
other  possible  gains.  The  only  additional  point  to  note  is  that  the 
BHC  form  lakes  "out  of  the  bank"  non-banking  activities  which 
theretofore  were  cither  inside  the  bank  or  in  a  direct  subsidiary  of 
the  bank.  Obviously  a  corporate  subsidiary  insulates  the  bank  from 
liability  for  that  subsidiary's  operations,  unless  a  court  "pierces  the 
veil"  on  the  ground  that  the  operation  was  not  conducted  with  enough 
separateness  in  fact  to  enjoy  separate  limited  liability.  "Piercing"  is 
considered  below  sis  part  of  the  problem  of  confused  identity. 

Suffice  it  here,  in  asking  whether  the  BHC  form  strengthens  the 
bank  by  taking  activities  "outside",  to  make  three  points:  There  may 
be  a  marginally  lesser  likelihood  of  "piercing"  if  the  bank  and  non- 


«•  "The  Problem  of  Identity",  Address  to  ABA  CKO  School,  Feb.  21,  1974. 
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banking  firms  arc  affiliates  rather  than  if  the  bank  is  the  parent  and 
the  others  are  its  subsidiaries,  but  the  difference  is  doubtful  and  at 
most  very  slight.  Next,  there  clearly  is  less  likelihood  of  bank  liability 
if  the  non-banking  is  in  a  separate  entity,  but  that  possibility  existed 
for  most  activities  for  national  banks  before  BIICs.  Last,  if  the  non- 
banking  activity  is  in  the  bank  or  is  a  subsidiary  of  the  bank,  it  is  more 
within  the  legal  embrace  of  the  banking  regulators,  and  much  more 
within  their  embrace  as  a  matter  of  practice.  Whether  that  is  a  greater 
protection  for  banking  soundness  depends  on  one's  view :  do  the  regu- 
lators, on  balance,  make  it  more  likely  or  less  likely  that  a  bank  will  be 
sound  ?  I  believe  that  for  all  the  weaknesses  and  limits  of  bank  regu- 
lation, it  does  operate  both  directly  and  as  a  prophylactic  to  make 
unsound  practices  less  likely  to  occur.  Therefore,  I  conclude  on  this 
basis  and  aspects  considered  earlier  (§111. (.4),  that  non-baking 
activities  conducted  within  the  bank,  or  in  subsidiaries  of  the  bank, 
would  make  the  banks  more  likely  to  be  sound  than  is  the  case  with  the 
BHC  structure.  In  addition,  what  has  the  BIIC  structure  done  to 
make  banks  less  sound  ? 

(1)  Are  banks  more  "aggressive"  because  of  the  BHC  form? 
That  BIIC  banks  are  more  •'aggressively^  managed,  with  lower 

capital  or  reserve  ratios,  with  higher  net  loan  loss  ratios,  and  with 
more  reliance  on  market-sensitive  deposits,  is  well  established  10°  but, 
I  believe,  not  in  itself  significant  to  evaluation  of  BIICs.  "[TJlie  same 
aggressive  management  team  that  forms  an  active,  expanding,  diver- 
sified BIIC  would  probably  have  run  its  banking  subsidiary  aggres- 
sively even  if  holding  companies  had  been  outlawed."  101 

(2)  Is  bank  soundness  threatened  by  conflict  of  interest — abase  of 
the  bank  to  promote  or  rescue  an  affiliate — in  the  BHC  form  as  now 
structured? 

(a)  The,  problem  is  recognized. — The  FRB  has  repeatedly  required 
that  the  BHC  be  'fa  source  of  financial  and  managerial  strength  to 
its  subsidiary  banks",102  denied  applications  where  the  new  venture 
was  deemed  too  risky  103  or  would  impose  a  high  debt  service  burden,104 
or  conditioned  approval  on  a  limitation  of  expansion  by  the  subsi- 
diary and  a  frozen  dividend  rate  by  the  BHC.105  These  conditions 
reveal  the  FRB's  recognition  that  risks  and  burdens  in  non-banking 
must  be  carefully  limited  because  ultimately  they  are  an  incentive  to 
turn  to  the  banking  affiliates'  resources.  Also,  conditions  have  been 
imposed  both  in  regulations  and  decisions  to  prevent  abuses  in  con- 
nection with  conflicts  of  interest  which  might  lead  to  unfair  competi- 

lft0  Chase  and  Mingo,  supra  n.  58.  at  11-13. 

101  Ibid.  True,  giving  up  the  BHC  form  might  change  the  character  of  the  managers. 
True  also,  "institutionalized  aggressiveness  is  not  necessarily  a  social  improvement  over 
traditional  lethargy  -when  it  comes  to  managing  a  bank."  ("Brill,  supra  n.  58.  at  5.)  But 
here  again,  the  "aggressiveness"  in  question  pre-dates  the  BHC  movement  and  raises  acute 
disagreement  about  whether  prior  practice  was  not  unduly  conservative.  The  much  ron- 
t reverted  questions  of  capital  adequacy,  liquidity  management  or  the  point  at  which  low 
loan  losses  indicate  only  a  refusal  to  reasonably  service  the  communitv's  credit  needs, 
would  not  be  resolved  or  even  advanced  by  changes  in  the  BHC  form  as  such. 

102  see  citations  in  Cimeno  and  Brady,  supra  n.  46.  at  1218,  n.  25. 

103  Bank  America  was  denied  permission  in  1972  to  engage  in  computer  leasing  because 
of  r:sks  of  equipment  obsolescence  and  drastic  price  cuts  by  manufacturers.  Golembe 
Assocs..  supra,  n.  73,  at  11-11. 

104  Chemical  New  York  was  denied  permission  to  acquire  the  highlv  leveraged  CXA 
Nuclear  Leasing.  1973  F.R.  Bull.  R9S. 

105  Manufacturers  Hanover  Corp..  1975  F.R.  Bull.  42. 
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tion  (see  above  discussion,  §  III.E)  or  which  prevent  unsound  banking 
practices.100 

(b)  How  do  abuses  occur? — Such  protections  are  deemed  necessary 
because  the  affiliation  with  non-banking  activities  creates  incentives 
to  promote  those  activities — or  if  they  sutler  losses,  to  aid  them — 
with  the  far  greater  resources  of  the  banking  affiliate.  How  might  this 
be  done?  By  having  the  banking  affiliate  declare  dividends,  which  the 
holding  company  passes  to  the  non-banking  affiliate  deemed  to  need 
aid.  or  which  are  needed  to  service  a  debt  taken  on  for  purposes  of 
that  affiliate.107  By  having  the  bank  purchase  extra  or  unduly  high- 
priced  services  from  an  affiliate.  By  having  the  bank  extend  a  loan,  or 
lend  on  terms,  which  go  beyond  sound  banking  practice.  By  having  the 
bank  purchase  property  from  an  affiliate  at  an  above-market  price. 
Etc.  There  are  important  safeguards  against  abuse  in  each  of  tlie^e 
(see  Section  II-B  above),  but  in  each  instance  there  are  gaps  which 
permit  abuses  to  an  unnecessary  extent. 

(c)  Why  do  abuses  occur? — What  is  the  incentive  for  a  transaction 
which  might  help  one  unit  but  hurt  the  major  unit,  the  bank  '.  There 
are  several  reasons  for  such  transactions.  First}  the  banking  affiliates 
are  so  much  larger  than  the  others  that  a  great  aid  to  a  small  non- 
banking  unit  might  be  hardly  noticeable  to  the  bank.  Second,  it  is 
expected  that  the  aid  will  produce  a  return:  i.e..  the  need  is  only 
temporary  and  cutting  a  corner  today  will — it  is  hoped — produce  just  i- 
fving  rewards  tomorrow,  helping  the  BHC  on  balance  and  leaving 
the  bank  at  very  least  repaid  for  its  aid.  Third,  so  very  much  of  the 
bank's  assets  are  governmentally  insured  deposits,  that  risks  are  sub- 
stantially being  borne  by  the  insurer,  the  public. 

(d)  Have  abuses  been  occurring?  The  REIT  t, rumple. — The  exist- 
ing limits  on  transactions  with  affiliates,  and  on  other  relations  with 
them,  have  been  inadequate  to  avoid  serious  impacts  from  a  great  con- 
centration in  a  high-risk  area,  real  estate.  While  the  problems  here  of 


108  For  example,  an  "interpretative"  regulation  on  investment  adviser  activities  ban 
the  advisers'  affiliates  from  buying  any  securities  of  advisee  Investment  companies.  12 
C.F.R.  §  225. 125(g). 

107  The  complexities  of  intra-BHC  relations  are  such  that  seemingly  separate  steps  may 
he  worked  together  to  move  funds  from  the  banking  subsidiaries  to  the  non-banking  ones. 
Pot  example,  while  no  improprieties  or  abuses  may  be  involved,  the  following  steps  recently 
taken  by  Marine  Midland — the  14th  largest  BHC — are  instructive  and  troublesome  separatt  - 
ly.  and  more  so  in  combination  : 

In  1975.  Marine  Midland's  finance  leasing  and  mortgage  banking  subsidiaries  lost 
J  1,697, 000;  in  1974  they  lost  another  $727,000.  During  107.").  the  parent  BHC  wrote  off 
about  $6  million  in  its  loans  to  those  subsidiaries,  converting  that  sum  to  capital  con- 
tributions  to  the  subsidiaries  (Annual  Report  for  1975,  p.  33).  In  the  same  year,  the 
banking  affiliates  paid  $25.6  million  in  dividends  to  the  parent  BHC,  although  tht>  banks 
earned  only  .$20.0  million  that  year:  those  dividends  drew  down  •_!.">  percent  of  the  pri«*r 
two  years'*  retained  earnings  (Wall  Street  Journal  report  on  SEC  filing.  Apr.  19,  1975, 
j).  5,  and  interview  with  Marine  Midland  officer). 

While  the  BHC  parent  thus  received  dividend  income  of  $25.6  million  from  its  banking 
subsidiaries,  it  paid  out  to  Stockholders  only  $19.0  million  in  dividends  (Annual  Report, 
p.    27). 

When  the  BIIC  converts  a  debt  claim  against  its  subsidiary  into  a  capital  contribution, 
the  dollars  involved  might  be  no  less  available  to  the  parent,  but  pmhahht  cannot  easily 
be  withdrawn  from  the  subsidiary  because  of  commitments  made  bv  the  subsidiary  on  the 
basis   of   its   capital.    Thus,    though    in    fl    senae   the   parent    is   as   well   off   holding  equity    RS 

holding  debt.  In  fact  the  amount  so  held  is  likely  to  be  i<  >s  available  to  the  parent,  let 
alone  to  any  banking  affiliate. 

In  the  face  of  such  combined  steps.  It  is  imperative  that  regulatory  oversight  e.g., 
with  respect  to  how  much  retained  earnings  the  banks  might  continue  to  pay  out  "s 
dividends  focus  not  on  any  Bingle  steps,  but  on  the  combined  scries  of  steps,  Probably 
the  statutes  and  regulations  would  become  too  complex  if  they  had  to  set  graduated 
limits,  on  the  amounts  which  can  be  moved  from  banking  to  the  BHO  or  to  non-banking, 
adjusted  according  to  whether  a  shift  of  funds  was  only  .-in  Isolated  step  or  was  part  of  s 
series.  Flexibility  In  treating  Buch  different  situations  differently,  require  reliance  on  super- 
visory alertness. 
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course  have  many  causes,  and  in  some  regards  differ  from  the  other 
kinds  of  abuses  to  which  BIIC  banks  are  vulnerable  in  our  present 
BHC  structure,  they  dramatically  point  up  that  the  structure  needs 
buttressing. 

REITs  are  legally  treated  differently  from  subsidiaries  of  the 
holding  companies,  and  thus  are  outside  FRB  authority  and  related 
legal  protections.  This  is  not  by  design  but.  very  simply,  a  gap.  an 
aspect  which  fell  between  the  concepts  and  problems  focused  upon 
when  the  holding  company  legislation  was  written,  and  the  concepts 
and  problems  in  focus  when  the  REIT  legislation  was  written.  Gaps 
like  this  one  happen  all  too  frequently,  however  astounding  they  look 
when  we  discover  them.  Here.  Ave  tried  to  structure  holding  company 
activity,  having  much  in  mind  protection  of  the  subsidiary  banks — 
but  we  left  outside  that  structure  an  activity  which  raises  by  far 
the  greatest  risk  for  the  holding  company  and  its  banks.  For  example. 
a  BHC  cannot  serve  as  investment  adviser  to  an  investment  company 
"which  has  a  name  that  is  similar  to.  or  a  variation  of,  the  name  of  the 
holding  company  or  any  of  its  subsidiary  banks*'.108  but  "Chase  Man- 
hattan Mortgage  &  Realty  Trust"  is  the  largest  REIT  and  29  other 
"bank-sponsored**  REITs  of  the  39  "bank  REITs'*  which  ore  among 
the  nation's  100  largest  REITs,  use  the  bank  names.109  The  common 
names  of  course  helped  sell  the  REIT  securities  originally,  and  today 
have  important  impacts  on  the  BHOs*  own  stock  prices  and  on  in- 
creasing the  incentives  to  "work  out**  the  REITs'  problems.  As  a  major 
bank  securities  analyst  said  when  the  First  Wisconsin  came  to  the  aid 
of  its  REIT: 

[F]or  the  holding  company  to  have  the  [REIT]  trust  bomb  and  not  stand 
behind  it  was  unthinkable.110 

Consider  the  REITs'  relations  with  their  sponsor  banks  in  terms 
of  the  realities,  not  the  legal  technicalities  of  "separate  corporate  en- 
tity". The  REITs  sponsored  by  banks  were  usually  merely  a  trans- 
fer of  the  bank's  real  estate  people  and  activities  to  a  separate  corporate 
entity,  which  proceeded  with  common  officers,  often  common  facilities, 
and  often  common  clientele  and  ventures.  Indeed,  the  only  realistic 
difference  between  the  REITs  and  full  subsidiaries  of  the  holding 
companies  were  that  the  REIT  stock  was  sold  separately  and,  there- 
fore, to  an  at  least  somewhat  separate  stockholder  family.  That  fact 
in  itself  raised  so  many  conflict  of  interest  problems  threatening  the 
banks'  integrity  or  image  for  integrity,  although  not  their  financial 
soundness,  that  it  is  part  of  the  reason  why  numerous  banks  decided 
against  sponsoring  REITs,  and  why  at  least  two  of  the  major  invest- 
ment bankers  for  banks  refused  to  underwrite  any  REITs.111  Unfor- 
tunately, all  too  often  the  REIT  for  a  variety  of  reasons  became  un- 
commonly venturesome,  and  as  is  hardly  surprising  when  bankers 
become  uncommonly  venturesome,  disaster  ensued.  T*Te  have  seen  banks 
across  the  nation  suffering  declines  in  their  holding  companies'  earn- 

los  12  C.F.R.  §  225.12a  (f). 

309  Of  the  remaining  9.  one  is  sponsored  jointly  by  three  different  banks,  and  called  "Tri- 
South"  :  and  in  at  least  two  of  the  remaining  situations,  the  bank  was  not  the  REIT's 
original  sponsor  and  chose  to  continue  the  REIT's  original  name. 

""Business  Week.  First  Wisconsin's  Gloomy  Outlook.  Aug.  ?..  1974.  r>.  43. 

111  Cf.  Keefe.  Rruyette  &  Woods,  Inc.,  Bank  Loans  to  REITs:  How  Serious  the  Problem? 
(May  2,  1975),  62-66. 
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ings,  and  also  almost  certainly  disproportionate  declines  in  their  stock 
prices  and  their  ability  to  raise  sorely  needed  capital  for  the  banks. 
because  of  the  IlEIT  disaster.  The  REIT  problem  does  not  mean  the 
sky  is  falling,  but  it  is  an  enormous  one,  and  it  is  strikingly  more  seri- 
ous at  those  holding  company  banks  which  sponsored  REITs.  As  a 
leading  bank  securities  firm  said  after  a  thorough  study,  "existing  or 
potential  exposure  to  their  own  REITs  may  well  be  more  worrisome 
than  credit  agreements  with  unaffiliated  REITs.-' 1X- 

Consider  the  Chase.  In  October  and  November,  1975,  the  Chase 
Bank,  not  the  holding  company,  agreed  to  purchase  from  the  Chase 
Manhattan  Mortgage  &  Realty  Trust,  the  REIT  advised  by  the  Bank, 
over  $100  million  of  the  REIT's  outstanding  loans.113 

The  loans  are  mostly  short-term  mortgages  where  the  borrowers 
need  an  additional  $30  million,  which  the  Chase  Bank  will  supply. 
The  purchase  was  connected  with  a  new  credit  agreement  for  the  REIT 
by  the  REIT's  41  lending  banks,  of  which  the  Chase  is  the  largest 
lender — the  Chase  alone  lending  about  $150  million  entirely  additional 
to  the  purchase  of  similar  size. 

There  is  no  disclosure  of  how  the  loans  purchased  by  the  Chase 
Bank  were  selected,  or  whether  independent  appraisal  had  been  used 
to  determine  their  value.  If  the  Chase  Bank  realizes  more  on  the  loans 
purchased  than  its  investment  plus  an  undisclosed  fee,  the  REIT 
would  receive  additional  sums.  The  other  creditor  banks  each  had  a 
first-refusal  right  on  the  loans  purchased;  the  other  creditor  banks 
must  agree  that  the  purchase  price  is  fair  to  the  REIT. 

There  is  no  mention  of  what  steps,  if  any,  assure  that  the  purchase 
is  fair  to  the  Bank.  I  understand  that  David  Rockefeller,  asked  in  a 
public  meeting  whether  any  of  the  loans  purchased  were  not  accruing 
interest,  answered  "Some.-'  Since  that  meeting,  it  has  become  known 
that  of  the  total  purchase  of  $160.6  million,  $85.5  million  was  non- 
income  producing  and,  according  to  the  REIT's  own  SEC  filing, 
"there  was  no  ready  market  for  these  loans  and  the  terms  and  prices 
obtained  are  fair  and  could  not  necessarily  have  been  obtained  if  such 
loans  had  been  sold  on  a  liquidation  basis."  Although  most  of  the 
acquired  loans  are  on  non-accrual,  the  bank  is  paying  interest  to  the 
t  rust  at  the  bank's  90-day  CD  rate  on  the  balances  owed  for  the  loans. 
This  is  being  disbursed  to  the  trust  according  to  its  cash  needs.  At  year- 
end.  $145  million  of  the  purchase  price  was  owed  to  the  trust. 

In  short,  the  Chase  Bank  has  a  loan  exposure  to  its  REIT  of  about 
$150  million,  and  an  exposure  of  an  additional  $160  million — with  yet 
$o0  million  more  to  be  added — by  purchase  of  loans  which  nobody  else 
would  buy  on  the  terms  the  Chase  Bank  <rave.  I  don't  know  whether  the 
Chase  Bank  participated  with  its  RETT  in  some  loans,  which  would 
take  the  exposure  to  this  venture  even  beyond  the  $340  million  we 
know  of.  While  it  is  true  that  the  exposure  involves  a  variety  of  ven- 
I  ures,  and  while  a  judgment  of  the  sizo  of  the  eventual  loses  cannot  l>e 


in  testimony  on  the  "FINE  Discussion  Principles,"  I  explored  further  the  soopo  ami 
H-kiiH'ss  of  the  BHC'fl  venture  six. win-  that  the  bank-sponsored  REITs  performed 
worse  than  other  REITs.  Hearings,  supra  oo,  18.  at  194.  513  516.  Since  that  testl- 
mony,  consultation  with  several  authorities  on  REITs  lias  confirmed  the  accuracy  ot  too 
observations  In  that  testimony,  as  have  later  data,  but  adequate  data  do  not  exist  to 
t  h"  observations  further 

»U  WSJ,  Sept.  10,  1975  ;  NYT.  Nov.  20,  1975. 
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formed  without  vastly  more  information  plus  a  crystal  ball,  a  sense 
of  the  enormity  of  the  risk  the  Chase  Bank  has  taken  because  of  its 
REIT  can  be  formed. 

This  exposure  is  140  percent  as  large  as  the  Bank's  reserve  for  all 
loan  losses.  Previous  instances  of  purchases  of  this  size  are  not  known. 

Such  purchases  would  presumably  at  least  be  subject  to  the  safe- 
guard limit  on  transactions  with  affiliates,114  were  REITs  legally 
"affiliates."  On  the  other  hand,  the  inadequacy  of  existing  protections 
against  unsound  transactions  with  affiliates  seems  clear  from  the  Ham- 
ilton BHC  failure  in  Tennessee  and  Palmer  BHC  failure  in  Florida : 
each  involved  unduly  heavy  purchases,  by  the  banks,  of  bad  loans  pre- 
viously held  by  the  mortgage  banking  affiliates. 

The*  "swaps'-  in  which  banks  have  purchased  REIT  loans  from 
related  units  are  only  the  clearest  problem  that  has  surfaced  about 
bank-REIT  affiliation,  and  in  substantial  measure  will  be  corrected  if 
the  SEC  succeeds  in  its  March,  1976  effort  to  assure  realistic  account- 
ing for  such  transactions.  It  may  well  be  that  the  REIT  and  mortgage 
banking  problems  have  led  oniy  to  two  failure-forced  mergers,  and 
to  no  undue  dividend  flows  or  fee  arrangements,  nor  to  any  other  ways 
of  drawing  on  banks'  resources  to  aid  a  sponsored  REIT  or  affiliated 
mortgage  banker.  It  is  certain,  however,  that  America's  last  experience 
with  a  pattern  of  banks  coming  to  the  aid  of  troubled  affiliates  revealed 
such  abuses  as  to  lead  to  the  Glass-Steagall  Act  of  1933,  separating 
commercial  from  investment  banking.  It  is  certain  also  that  America's 
last  experience  with  large  holding  companies,  in  public  utilities,  in- 
cluded extraordinary  abuses  leading  to  their  legislated  demise.  It  is 
certain  also  that  analogies  between  BHCs  and  the  public  utility  hold- 
ing companies  will  often  arise.  Indeed,  it  was  in  a  bank  holding  com- 
pany case  that  four  Justices,  although  dissenting  from  a  decision  to 
"pierce  the  veil'',  referred  back  to  the  public  utility  holding  company 
experience  to  comment  on  the  bank  holding  company  form : 

If  to  legislate  were  the  province  of  this  Court,  we  would  be  at  liberty  candidly 
to  exercise  discretion  toward  the  undoing  of  the  holding  company.  Some  of  us 
feel  that  as  utilized  in  this  country  it  is.  with  a  few  exceptions,  a  menace  to 
responsible  management  and  to  sound  finance,  shifting  control  of  local  institu- 
tions to  absentee  managements  and  centralizing  in  few  hands  control  of  assets  and 
enterprises  bigger  than  they  are  able  well  to  manage— views  which  are  matteis 
of  record. 

See  56  Reports  of  American  Bar  Association  (1931)  p.  763:  Briefs  for  Gov- 
ernment in  Electric  Bond  &  Share  Co.  v.  8.  E.  C,  303  U.S.  419;  testimony  in 
support  of  a  proposal  to  withdraw  from  holding  companies  tax  exemption  of  in- 
tercorporate dividends.  Hearings  before  Senate  Committee  on  Finance,  on  H.H. 
897-J,  74th  Cong.,  1st  Sess.,  p.  221,  et  seq."5 

A  major  reason  for  the  abuses  in  public  utility  holding  companies 
was  the  lack  of  safeguards,  and  the  difficulty  of  knowing  what  is  being 
done  within  a  holding  company  where  the  very  structure  warrants, 
often  necessitates,  complex  internal  arrangements  and  transactions. 
And  it  is  certain  today  that  existing  safeguards  in  BHCs  are  insuffi- 
cient to  prevent  such  abuses.  Recommendations  are  set  forth  below 
( Section  V). 


114  The  relevant  statute,  Section  23A  of  the  Federal  Reserve  Act.  is  unclear  on  this,  nnd 
indeed  is  renorallv  acknowledged  to  he  hadlv  in  need  of  revision.  The  FRB  in  1ft~4 
ivro+o  on  p.HCs  that  "murhnses"  are  within  the  seetion.  Letter  S-2301,  sending  12  C.F.R. 
§  2-"0.250.  However.  REITs  are  not  treated  as  "affiliates." 

315  Anderson  v.  Abbott.  321  U.S.  349,  379-SO  (1944). 
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(3)  Uow  does  confusion  of  Identity  threaten  bank  soundness? 

In  three  ways — one  already  experienced,  one  probably  occurring 
now.  and  the  other  a  marginal  legal  possibility — bank  soundness  is 
unnecessarily  endangered  by  our  present  BHC  structure. 

Already  experienced  is  the  "BHC  twist"  on  the  old-fashioned  bank 
run :  Beverly  Hills  BHC  is  in  trouble,  the  banking  affiliate  with  a  vir- 
tually indistinguishable  name  is  not,  but  deposits  run  out  and  regula- 
tors intervene  to  effect  a  sale  of  the  bank  to  Wells  Fargo.  (See  above, 
at  opening  of  §  III.F.)  There  are  those  who  say  that  since  no  depositor 
was  hurt,  nothing  has  been  lost.  But  the  fact  is  that  a  bank  merger  is 
thus  forced  to  occur — as  in  the  two  other  BHC-caused  troubles,  Ten- 
nessee's Hamilton  and  Florida's  Palmer — which  reduced  competition 
theretofore  offered  by  a  viable  bank.  There  is  the  further  fact  that  as 
bank  stockholders  and  creditors  generally  become  aware  of  the  increas- 
ing riskiness  of  their  positions,  the  cost  of  capital  for  banks  is  pressed 
upwards.  Last,  for  all  the  current  academic  scoffing  at  how  old- 
fashioned  is  the  fear  of  bank  failures,  there  is  no  one  who  says  they  are 
not  well  worth  avoiding  to  the  extent  that  avoidance  is  easy. 

As  recommended  below,  it  is  easy  indeed  to  reduce  public  confusion 
about  the  relationships  between  BHC-bank  subsidiaries  and  their 
affiliates. 

All  that  stands  in  the  way  of  doing  so  is  that  BHCs  have  an  incen- 
tive to  preserve  confusion  of  identity,  since  the  banking  affiliate  is 
virtually  always  the  most  respected  part  of  the  organization.  It  is 
hardly  coincidence  or  mere  simplicity  that  the  bank?s  name  is  used. 
As  Brent  on  Leavitt,  top  FEB  banking  regulator,  recently  said: 116 

The  more  similar  the  names  of  the  holding  company  and  its  subsidiaries,  bank 
and  non-bank,  the  more  closely  the  organizations  will  be  linked  in  the  minds  of 
the  public.  This  frequently  has  advantages  from  the  point  of  view  of  the  holding 
company  which  desires  that  this  relationship  be  known.  But  it  does  have  the 
aforementioned  risk,  *  *  * 

Even  without  that  incentive,  it  cannot  be  denied  that  there  is  a  signifi- 
cant number  of  persons  who  are  unaware  of  or  disregard  corporate 
separateness  within  BHCs.  among  stockholders  of  BHCs  and  of 
bank-related  entities  like  REITs,  as  well  as  among  persons  who  buy 
BHC  commercial  paper  or  do  business  with  BHCs  or  BHCs1  non- 
banking  units. 

It  is  precisely  because  of  both  the  Understandable  incentive  to  con- 
fuse, and  the  inevitability  of  confusion  even  without  such  promotion, 
that  the  FKB  repeatedly  has  taken  steps  to  prevent  or  limit  confusion. 
As  already  noted,  BHC  investment  advisers  cannot  serve  "an  invest- 
ment company  which  lias  a  name  that  is  similar  to,  or  a  variation  of, 
the  name  of  the  holding'  company  or  any  of  its  subsidiary  banks."  n: 
The  Board  sug&ested,  in  proposing  that  BHCs  might  be  permitted  to 
engage  in  mortgage  guarantee  insurance  underwriting,  thai  "the  name 
of  the  proposed  subsidiary  may  not  resemble  that  of  the  holding 
company  or  any  subsidiary  bank."118  And  how  significant  that  the 
FRB'a  lit!  response  to  the  controversial  (but  commendable)  Citi- 
corp "floating  rale  note"  issuance  in  1974,  included  only  one  concrete 
siifffirestion : 119 


,"1  Addrpft*.  itipra  n.  1 v 
"•  12  f.P.R   §  225.125(f). 

Fed    Resr.  13572  (1973). 

EC  from   FRB  Hce-Chalrman  Geo.  W.  Mitchell,  1074  P.  It.  Hull.  527  8. 
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Nevertheless,  in  the  interest  of  full  and  fair  disclosure  the  Board  urges  that 
all  necessary  steps  be  taken  to  make  investors  aware  that  the  Citicorp  Notes  are 
not  obligations  of  a  bank  and  are  not  insured  by  the  Federal  Deposit  Insurance 
Corporation.  We  would  suggest  that  the  SEC  require  the  facing  page  of  the  pro- 
spectus be  amended  to  include,  in  a  prominent  position  in  10-point  bold-face 
tvpe.  a  statement  along  the  following  lines : 

THESE  NOTES  ARE  UNSECURED  DEBT  OBLIGATIONS  OF  CITICORP. 

ARE   NOT  LEGALLY  ENFORCEABLE   OBLIGATIONS   OF  ANY  BANK 

AND  ARE  NOT  INSURED  BY  THE  FEDERAL  DEPOSIT  INSURANCE 

CORPORATION. 
It  is  further  suggested  that  the  underwriters  of  this  issue  be  required  to  in- 
clude a  similar  legend  in  any  advertisement  of  the  Note  issue,  and  that  Citicorp 
include  the  same  qualification  on  the  face  of  any  notes  that  may   be  issued 
subsequently. 

How  ironic,  how  myopic,  how  truly  sad.  that  the  Board  when  au- 
thorizing BHCs  to  enter  that  riskiest  of  big-money  realms,  real  es- 
tate— as  "advisers"  to  REITs — ignored  the  safeguard  they  imposed  on 
investment  companies  advised  by  BHCs,  and  did  not  bar  such  classic 
confusions  as  "Chase  Manhattan  Mortgage  &  Realty  Trust."  120 

Plow  naive  is  the  response  that  "sophisticated  investors  know."  or 
"fools  cannot  be  protected."  Markets  are  made  up  by  many  kinds  of 
people  with  varying  degrees  of  legal  understanding.  Markets  are  made 
better  to  the  extent  that  disclosure  and  understanding  prevail  over 
confusion  and  misimpressions. 

Except  for  transition  costs,  the  truth  is  that  there  is  no  defensible 
interest  in  confusion  of  identity.  And  it  is  truly  striking  that  such 
transition  expense  is  borne  willingly  and  frequently  however  huge, 
it  appears,  when  "Esso"  must  give  way  to  "Exxon"  or  when  corpora- 
tive faddism  without  any  element  of  the  public  interest  demands 
initials  in  place  of  corporate  names  (how  long  before  we  bear  the 
costs  of  the  backlash  return  to  fuller  names?).  It  is  one  thing  to 
include  information,  as  in  the  Citicorp  floating  rate  notes,  that  there 
is  a  bank  in  the  picture,  but  that  its  presence  is  not  pertinent.  It  is 
an  appallingly  different  thing  to  invite  the  impression  (by  similar 
names,  compounded  by  lack  of  any  caveat)  that  the  bank's  resources, 
stability — and  governmental  insurance  and  other  regulatory  protec- 
tions— stand  behind  all  its  corporate  cousinhood.  That  this  latter 
situation  is  being  allowed  by  Congress  and  the  FRB,  is  hard  to 
justify. 

Confusion  of  identity  has  a  second  risk.  In  order  to  avoid  that  first 
risk  of  loss  of  deposits  or  undue  sales  of  BHC  stock  resulting  from 
publicity  about  the  troubled  affiliate,  name  similarity  increases  the 
incentive  to  use  bank  resources  to  avert  or  limit  trouble  in  any  affiliate. 
That  is,  confusion  of  identity  makes  it  more  likely  that  conflicts  of 
interests  between  the  welfare  of  the  banking  subsidiary  and  the 
welfare  of  related  units,  will  be  resolved  by  abusing  the  bank — 
whose  asset  size  means  the  amount  involved  will  always  be  far  less 
likely  to  be  visible — to  avert  or  end  negative  publicity  and  injurious 
confusion. 


"©While  the  FRB  reculation  on  advisin?  REITs  did  pro-date  bv  snnif  months  their 
regulation  on  advisinjr  investment  companies,  it  is  hard  to  believe  that  the  difference  in 
treatment  occurred  because  the  problem  hadn't  been  thought  through  until  the  investment 
company  situation.  Rather,  the  investment  company  received  particular  care  because  of 
concern  to  abide  by  Glnss-Steaeqll  limitations. 

Ir  is  submitted  that  the  RETT  regulation,  for  all  the  weaknesses  of  foresight  either  was 
not  thousrht  through,  or  else  was  consciously  intended  to  allow  the  offering  of  securities 
largely  on  the  basis  of  the  hanks'  names 
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The  last  risk  from  confused  identity  is  that  a  long-standing  doc- 
trine of  corporate  law.  ''piercing  the  corporate  veil",  might  render  the 
banking  subsidiary's  assets  available  to  meet  unsatisfied  liabilities  of 
the  BHC  or  affiliates.  That  is,  if  "related"  corporations  are  run  with 
such  a  pattern  of  interrelationships  that  the  separateness  of  a  corpo- 
rate entity  (or  of  all  of  them)  is  deemed  nothing  more  than  a  device 
to  avoid  virtually  all  risk  and  thus  an  abuse  of  the  purposes  under- 
lying limited  liability,  then  that  separateness  will  be  cut  through  and 
the  assets  actually  used  to  run  the  whole  enterprise  will  be  rendered 
available  to  meet  losses  arising  from  that  enterprise. 

"Piercing  the  veil"  is  a  doctrine  more  developed  in  state  corporate 
law.  which  would  be  available  if  the  bank  were  state-chartered:  but 
the  doctrine  exists  also  in  Federal  law  and  may  well  apply  even  if 
a  national  bank  were  involved.121  The  first  question  would  be  one  of 
construing  the  Federal  BHC  Act:  does  it  directly  allow  "piercing"; 
bar  it.  or  leave  it  to  state  law?  BHCs  are  state  corporations — even 
such  national  banks  as  Bank  of  America  and  Citibank  are  parts  of 
Delaware  holding  companies — and  it  is  likely  that  the  Federal  Act 
would  be  held  to  allow  such  "piercing."  1'-'- 

Even  if  the  "piercing"  doctrine  is  available,  it  does  not  follow  that 
facts  in  particular  cases  would  warrant  "piercing*'.  Applications  of 
the  doctrine,  while  frequent  enough  to  affect  how  corporations  operate 
and  to  constitute  a  definite  risk,  make  it  unlikely  to  be  implemented 
in  the  great  majority  of  BHC  situations.  Moreover,  it  is  hard  to 
imagine  that  creditors  of  failed  Affiliate  X  would  seek  to  "pidrce 
across"  to  the  banking  affiliate's  assets  and  wholly  ignore  the  probably 
easier  course  of  "piercing  upstream"  to  the  assets  of  the  BHC  parent 
of  that  failed  affiliate.  And  it  is  hard  to  imagine  tho-o  BITC  assets, 
its  equity  in  the  bank,  not  being  used  to  satisfy  such  creditors  ahead  of 
any  assets  of  the  bank  itself.  Tf,  however,  the  BITC's  equity  in  the 
bank  could  not  satisfy  the  claim,  then  the  bank's  assets  would  indeed 
be  at  risk,  and  the  very  case  where  such  severe  losses  had  occurred 
would  likely  go  on  to  find  "cross-piercing"  to  satisfy  creditors  of 
Affiliate  X  out  of  the  banking  affiliate's  own  assets. 

One  would  expect  that  any  failure  to  operate  with  full,  careful 
adherence  to  the  distinctness  of  separate  corporate  entities,  would 
occur  if  at  all  only  in  quite  small  BTTCs  where  informality  often  over- 
rides "legal  niceties"  (as  is  true  of  many  smaller  corporations). 

Tt  is  surprising  to  find  the  follow  Lng  ai  in  the  nation's 

22nd  largest  BHC.  First  Pennsylvania  : 

During   1974.    the    [BHC1    established    four   internal    management   groups    ' 
administer  the  various  activities  of  the  Bank  and  the  non-banking  subsidiaries 

according  to  similarity  of  functions  without  rcfjard  to  stcpa}-<tfr  c(,rporatc  entilic*. 
[Emphasis  added]  Under  this  managerial  alignment,  the  functions  of  certain 
departments  of  the  Bank  are  administered  under  common  direction  with  the 
[BHCs]  other  subsidiaries.  The  internal  management  groups  are  classified  as 
follows:  commercial  banking,  consumer  finance,  real  estate  finance,  and  im 
services.    For  financial   reporting  purposes,   however,   the  "Rank  constitutes  one 


l  '•  Anderson  v.   Ibbott,  supra  n.  11."..  a1  365. 

laWhtip  n  ha*  been  argued  that  »'"•  RWr  Act  bars  "piercing",  that  argumen<  uimnly 
Ignores  the  fact  that  il"-  Act  leave*  the  BHC  charterine  n  state  matter,  thprehv  Invoking 
-•■it''  law  on  ••  consider  ah1  p  ran^e  of  matters.  Spp  <'>'<'ii(i"  r.  sunrn  n.  48,  nt  TI  1.2  to  TT  1?,, 
Cf.  Saxp  v.  Rrady,  40  Del.  Ch.  »7t.  isi  A. 2d  802  (Ch.  1982)  (a  ptate-fhartei 
vp*tmpnt  company  subject  to  detailed  federal  regulation,  tlio  Investment  Company  Act 
of  1940,  Is  Bubject  to    tate  fiduciary  law). 
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line  of  the  [BHC's]  business  and  the  non-banking  subsidiaries  constitute  the 
other.1"3 

According  to  the  BHCTS  annual  report  to  stockholders  for  1975,  there 
is  a  BHC  "Real  Estate  Asset  Review  Committee",  meeting  every  three 
weeks  to  monitor  real  estate  developments  and  "review  and  analyze 
all  projects  of  $1  million  or  greater.  .  .  ."  The  committee  members  are 
the  Bank's  chairman  and  president;  three  lower  bank  officers;  and 
the  head  of  Pennamco,  the  BHC's  mortgage  banking  subsidiary.1-4 
Yet  further,  illustrating  the  incentive  to  stress  the  relationship  be- 
tween the  bank,  and  also  name-confusion,  is  this  statement  in  a  letter 
from  the  mortgage  banking  affiliate  to  a  potential  customer:  *'AMCo, 
in  turn,  is  a  subsidiary  of  the  First  Pennsylvania  Corporation,  which 
speaks  for  itself."  That  document  is  now  of  record  in  a  lawsuit  seek- 
ing to  "pierce  the  veil"  of  that  mortgage  banking  affiliate.125 

The  First  Pennsylvania's  chosen  method  of  operating  its  BHC 
seems  the  kind  of  conduct  which  may  well  lead  to  "piercing  the  veil." 
If  it  is  at  all  typical  of  large  BHC's,  it  suggests  inadequate  FRB  super- 
vision over  BHCs.  In  any  event  it  raises  question  whether  the  First 
Pennsylvania's  primary  supervisor — the  bank  only  recently  became  a 
national  bank — is  taking  steps  to  assure  that  the  banking  subsidiary 
itself  is  protected  from  liabilities  of  the  BHC  or  of  its  nonbanking 
affiliates. 

The  risk  of  "pierced  veils"  is  unlikely  as  a  matter  of  statistics,  but 
by  no  means  so  remote  that  it  is  not  a  basis  for  BHC  Act  amendment 
(see  Section  V  below),  and  the  uncertainties  surrounding  the  possi- 
bility of  "piercing"  add  to  the  wisdom  of  amendment. 

IY.  Realistic  Regulatory  Options 

The  thesis  of  this  paper  is  four-fold: 

(1)  The  1970  Amendments  were  passed  expressly  in  order  to  pre- 
vent abuses  because  there  was  such  a  likelihood  of  occurrence,  and 
such  serious  impact  upon  any  occurrence,  that  BHCs  are  deemed  a 
setting  in  Which  regulatory  prevention  must  not  await  a  record  of 
demonstrated  injury  to  the  public  interest.   (See  Section  I.) 

(2)  Two  problems  have  arisen  since  1970:  the  responsible  agency 
has  barely  begun  to  monitor  the  very  trends  and  impacts  Congress 
was  so  concerned  about,  and  banking  soundness  has  proved  to  be 
sufficiently  threatened  by  the  current  BHC  structure  that  at  least 
three  failure-forced  bank  mergers  occurred  in  the  first  economic 
downturn  since  the  1970  amendments.  (See  Sections  ILC.3,  II.C.4.e, 
ILDandlLF.) 

(S)  The  very  nature  of  holding  company  structure  and  operations 
creates  incentives  for  using  strong  units  to  aid  weaker  or  newer  units. 
Outsiders'  regulation  or  surveillance  of  intra-company  activity  would 
have  to  be  extraordinarily  detailed,  intrusive,  and  probably  prohibi- 
tive] v  costly,  to  be  reliable  as  a  sufficient  safeguard  against  abuse.  We 
experienced  great  injury  to  the  public  interest  from  the  last  occasion 

i*  Form  10-K  for  1974.  filed  with  SEC  Mar.  31,  1975,  p.  2. 
i2t  ppc  annuai  report,  d.  61. 

123  Terry  Apartments  Associates  v.  Associated-East  Mortgage  Co.,  Pennamco  and  FPC, 
CA.  No.  477S,  Court  of  Chancery,  New  Castle  County,  Delaware  (1976). 
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on  which  banking  units  were  abused  for  the  sake  of  their  affiliates, 
and  greater  injury  from  the  last  great  holding  company  wave.  Among 
the  lessons  learned  then  was  how  strong  are  the  incentives  that  may 
lead  to  abuse  and  how  great  are  the  difficulties  of  knowing,  from 
outside,  whether  abuse  is  occuring.  let  alone  preventing  it.  (See  Sec- 
tion II.F.2.d).  There  is  much  reason  to  believe  that  banking  soundness 
has  been  harmed  not  only  by  such  visible  transactions  as  "asset  swaps" 
between  KEITs  and  their  related  banks,  but  also  by  other  less  visible 
(and  fortunate!  v  less  substantial)  transactions,  i  See  Section  III.F.2). 

(4)  The  BHC  structure  and  activity  are  at  present  rendering  con- 
siderable public  service,  especially  in  reducing  outmoded  geographic 
limits  on  banking.  The  day  is  not  far  oft'  when  more  direct  reduction 
or  elimination  of  such  barriers  will  occur,  but  what  is  sensible  and 
what  is  salable  are  not  the  same  now.  Now.  unless  we  wish  to  reverse  the 
decades-long  process  of  reducing  the  Balkanization  of  American  bank- 
ing, the  bank  holding  company  structure  should  be  preserved.  The 
risks  to  banking  soundness  can  be  very  adequately  reduced  by  but- 
tressing the  present  structure,  with  little  if  any  burden  or  costs.  In 
short,  we  cannot  now  obtain  the  public  benefits  conferred  by  BHCs. 
and  on  the  other  hand,  we  can  protect  against  the  risks  of  the  BIK! 
structure  with  relatively  simple  amendments.  Clearly,  then,  this  is  the 
path  along  which  we  should  work  now. 

Some  would  argue  that  if  the  BHC  structure  presents  problems, 
the  only  thorough  solution  is  to  roll  back  the  decision  to  have  that 
structure,  "Without  meaning  to  trivialize  the  current  problems  in 
BHC  structure,  that  solution,  like  most  sweeping  ones,  throws  out 
baby  with  bathwater.  Congress  chose  soundly  in  1970  when  ir  em- 
barked upon  a  careful  framework  of  statutory  and  regulatory  protec- 
tions. Repairs  to  that  framework  are  obviously  more  feasible  and 
more  in  line  with  the  economic  developments  reflected  in  Congress' 
decision,  than  would  be  tearing  the  framework  down. 

Some  have  long  argued  that  if  banks'  riskiness  varies,  then  the  best 
assurance  that  bank  managements  will  make  sound  decisions  is  to  vary 
insurance  premiums  in  relation  to  the  relative  riskiness  of  the  bank. 
A  substantia]  literature  exists  on  this  question,  which  obviously  goes 
beyond  risks  attributable  to  the  BHC  involvement.120  Whatever  may 
be  the  resolution  of  that  question,  the  BHC  structure  should  be  as 
sound  as  we  can  make  it.  Also,  whether  or  not  we  will  adopt  variable 
deposit  insurance,  it  is  unlikely  to  be  adopted  soon,  and  improvements 
in  the  BIIC  structure  remain  a  major  safeguard  and  more  feasible  step. 

Some  have  argued  that  we  should  regulate  the  entire  BHC  rather 
than  merely  the  bank,  the  BHC  expansions  and  the  financial  reporting. 
For  example,  it  has  been  suggested  that  a  BHCs  overall  riskiness 
should  be  measured  and  the  subsidiary  bank's  capital  and  reserve  re- 
quirements varied  accordingly.1-7  Such  a  view  acknowledgedly  would 
require,  and  others  have  urged  the  wisdom  of,  expanding  existing  bank 
i  lamination  and  supervision  to  include  the  non-banking  activities. 

u*  gee  e.g.  Scott  and  Mayer,  Risk  and  Regulation  in  Banking:  Some  Proposals  for 
Federal  Deposit  Insurance  Reform,  L'.'i  stun.  L.  Rev.,  at  S86-94  (1971),  and  citations 
therein. 

rr-  Black,  Milh-r  and  Posner,  An  Approach  to  the  Regulation  of  BHCs,  paper  delivered 
at  A  FA.  Dallas.  December  1975. 
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I  believe  any  thought  of  substantially  regulating  non-banking  af- 
filiates, or  varying  bank  capital  to  reflect  the  non-banking  impact  on 
the  affiliated  bank's  riskiness,  grossly  underestimates  the  effective  limits 
of  regulation  generally.  tluj  specific  limits  of  bank  supervision,  and  the 
difficulties  of  determining  riskiness  of  a  firm  in  the  non-banking 
spheres. 

We  turn  to  regulatory  methods  only  when  the  market  has  demon- 
strably failed  to  work,  or  demonstrably  is  unable  or  unlikely  to  pro- 
tect specific  public  interests,  or  when  devices  short  of  full  regulation, 
such  as  disclosure  requirements  or  remedial  sanctions,  appear  in- 
sufficient. Regulation  has  its  place,  and  like  all  else  in  life,  its  limits — 
limits  in  the  quality  of  the  regulators,  in  their  vision  and  independence, 
and  in  the  sufficiency  of  their  budgets.1-8  Regulation  also  has  costs,  not 
only  the  direct  ones  and  the  indirect  burdens  on  the  regulated,  but  less 
tangible  impacts  such  as  inescapable  degrees  of  over-generality,  under- 
Hexibility,  and  lateness. 

Bank  regulation  rests  on  long  experience  with  the  kinds  of  risks, 
errors  and  frauds  banks  may  suffer.  Based  thereon  are  a  number  of 
judgments,  some  very  clear  and  some  very  controversial,  about  the 
preventive  steps  to  take.  Examination  and  reporting,  plus  many  spe- 
cial statutory  protections  ( from  limited  entry  to  the  discount 
window),  constitute  the  regulatory  scheme.  Determining  what  is  ade- 
quate bank  capital — let  alone  the  overly  ignored,  inescapably  related 
and  perhaps  more  important  question  of  what  is  adequate  liquidity — 
has  been  one  of  the  thorniest  issues  in  bank  regulation.  Its  actual  regu- 
latory treatment  is  a  painfully  clear  example  of  the  limits  of  regula- 
tion: little  if  any  flexible  reflection  of  differences  among  regulated 
firms,  much  focus  on  problems  of  earlier  days  and  little  focus  on 
changes  in  the  regulated  industry,  and  implementation  only  sporadi- 
cally and  often  too  late. 

It  has  been  suggested  that  bank  supervisors  should  measure  rela- 
tive riskiness  as  do  creditors  in  the  private  market  "where  the  creditor 
is  sufficiently  large  and  sophisticated  to  negotiate  effective  contractual 
protective  terms  with  the  debtor."  129  Such  a  suggestion  perfectly  exem- 
plifies how  the  limits  of  regulation  may  be  incorrectly  overlooked.  The 
private  setting  allows,  indeed  invites,  ad  hoc  adjustment  to  the  par- 
ticularities of  each  situation.  It  allows  ad  homtnen  judgments  that 
are  improper  on  more  than  a  limited,  "play  in  the  joints"  basis,  for 
government  decision-makers.  It  also  always  assures  that  each  side 
has  adequate  resources  to  reach  as  informed  decisions  as  they  de- 
sire. It  also  allows  diversity  of  views,  and  carries  a  generally  efficient 
system  of  penalties  for  errors.  In  contrast,  government  regulators  must 
operate  on  such  a  number  of  situations  that  no  one  would  have,  and 
government  certainly  does  not  have,  the  resources  to  be  appropriately 
informed,  let  alone  to  treat  the  cases  ad  hoc. 

Also,  it  must  be  remembered  before  extending  bank  supervision  tech- 
niques to  non-banking  affiliates,  that  examination  and  supervision  are 
only  parts  of  a  regulatory  scheme,  and  rely  heavily  on  the  full  scheme  : 
limited  entrv,  insurance  of  most  liabilities,  last-resort  lending,  etc. 


129  Limits  on   the  current  ability  to  examine  in  many  non-banking  activities  are  noted 
above    Sec.    III.B. 

129  Supra  n.  127.  at  45. 
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Surely  we  do  not  want  to  envelop  non-banking  affiliates  in  any  more 
of  that  net  than  clearly  essential,  and  so  far  little  if  any  of  such  full 
regulation  seems  needed.  Last,  surely  it  is  impossible  to  regulate  the 
non-bank  activities  performed  by  BHCV  units,  while  leaving  unregu- 
lated the  competitors  of  those  units.  Or  shall  we  generally  limit  entry 
to  data  processing,  etc..  etc.  ? 

It  seems  clear  that  limited,  albeit  crucial,  buttressing  of  the  existing 
BHC  structure  is  the  best  course.  In  light  of  the  experienced  and 
feared  dangers,  carefully  tailored  amendments  will  meet  our  needs. 

V.  Recommendations 

1.  To  presence  our  long-standing  separation  of  hanking  and  com- 
merce, and  also  to  protect  confidence  in  the  BHC  Structure:  Con- 
gress, or  the  appropriate  Committees,  should  direct  the  FRB  to 
commence  without  further  delay  monitoring  fully  and  reporting  to 
Congress  regularly,  on : 

(a)  To  what  extent,  if  any,  has  the  growth  of  bank  holding  com- 
panies transcending  state  and  even  regional  or  national  lines,  affected 
the  relationship  between  sources  of  deposits  and  recipients  of  loans? 
E.g..  are  bank  holding  companies  the  medium  for  "disinvestment"  in 
less  populous  areas,  or  for  "efficient'"  allocation  of  credit  from  capital- 
surplus  to  capital-deficit  regions  \ 

(b)  In  what  ways,  if  any,  has  the  growth  of  bank  holding  companies 
affected  concentration,  competition,  efficiency,  prices  and  market- 
ing, in  non-banking  lines  of  activity  permissible  for  bank  holding 
companies  ? 130 

Securing  far  fuller  information  than  available  thus  far  must  begin 
now,  not  only  because  of  the  intrinsic  importance  of  the  matters  at 
stake,  but  especially  to  prepare  for  an  informed  handling  of  the 
massive  number  of  applications — or  evasions — the  FIvB  will  have  to 
handle  as  the  1980  divestiture  date  armies.131 

2.  To  preserve  com  petition,  in  banking  and  also  in  "closely  related" 
1 1 'tii -banking  activities:  Congress  should  consider  amending  the  pro- 
visions governing  BHC  expansion,  as  well  as  those  governing  other 
bank  mergers  or  acquisitions,  and  new  entry,  to  assure  that  greater 
weight  shall  be  given  to  protection  for  competition  in  regulatory  and 
judicial  decisions  on  these  matter-. 

3.  To  prevent  dangers  to  bank  soundness  from  undue  lending  to 
BHC  affiliates:  The  bank  regulatory  agencies  have  repeatedly  ac- 
knowledged the  need  to  strengthen  the  limits  on  banks'  transact  ions 
v.it  h  their  affiliates  and  insiders.132  The  acknowledgement  Is  hardly  sur- 
prising in  light  of  the  fact  thai  over  50  percent  of  all  bank  failures 
since  1960  resulted  from  insiders'  abusing  their  bank,  in  one  way  or 


'•'■"Any  notion  Ui.it   the  FRB  is  unable  to  secure  at   l<-ast   excellent   survey  Information, 
Including  great  detail  about  almost  oil  major  Arms,  is  an  unsound  reading  of  tew  b 
regulatory  practice,  if.  however,  the  Board  is  in  any  way  either  inhibited  by  doubt*  about 
ithority  to  become  Informed.  or  blocked  by  the  Office  of  Management   and   Bndcet's 
ri'i'M ■••ii  to  anprove  such  surveys,  Conerress  should  forthwith  make  clear  that  we  shall  bnve 
,i  bank  regulator  which  Is  appropriately  informed,  not  one  groping  with  shadows. 
i  -  reTl  a1  n.  1  •">,  sunra. 
See  I'.IM!.  Aiinn  -1  Reports  for  19T2  and  1!>7-'!.  at  pp.  200  and  2:57.  See  also  Tetter  from 

Chairman  Hums  to  Chairman  Reuss,  Sept  5,  l!)7.">.  See  also  Testimony  of  Governor  Cold- 
well,  supra  n.  1ft,  at  2407. 
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another.133  What  is  surprising  is  that  the  FEB  and  other  regulators 
have  yet  to  produce  a  proposal  for  reducing  the  gaps  and  ambiguities 
on  the  one  hand,  and  unnecessary  burdens  on  the  other,  in  Section  23A 
of  the  Federal  Reserve  Act  and  related  provisions  governing  trans- 
actions with  affiliates. 

The  massive  "asset  swaps"  with  EEITs  by  their  related  banks  make 
clear,  unless  the  SEC  and  its  accounting  guidelines  are  the  sole  pro- 
tection, that  detailed  revision  of  existing  law  is  needed.  Such  revision 
must  include  more  realistic  definition  of  "affiliates",  so  that  for  pur- 
poses of  loan  limits  such  clearly-related  high-risk  entities  as  EEITs 
are  no  longer  excluded.  In  addition,  review  is  needed  of  the  adequacy 
of  the  FEB's  reporting  requirements  for  intra-BHC  transactions. 
Last,  lest  regulatory  alertness  and  secret  reports  be  our  sole  safeguard, 
material  transactions  between  depository  subsidiaries  and  their  in- 
siders and  affiliates  must  be  public  information.  The  FEB  should  be 
authorized  to  define  "material"  by  regulations  so  as  to  minimize  re- 
porting burdens  and  make  public  only  matters  which  are  so  substan- 
tial that  there  is  a  public  interest  in  their  being  public  information.  The 
FEB  should  be  authorized  to  allow  a  variety  of  methods  of  dissemina- 
tion of  such  information,  rather  than  a  procrustean  "report  to  all 
stockholders"  or  "advertise  in  media  of  general  circulation",  so  as  to 
keep  costs  for  smaller  organizations  minimal,  and  low  for  all 
organizations. 

A  more  sweeping  "cure"  for  the  problem  would  be  simply  to 
ban  all  transactions  between  the  bank  and  the  parent  BHC  or  the 
affiliates,  except  for  (1)  dividends  from  the  bank,  under  appro- 
priate limitations  (see  immediately  below),  and  (2)  transfers  of 
funds  among  banking  affiliates,  under  appropriate  reporting  safe- 
guards unless  such  affiliates  are  examined  exactly  as  branches  are.  The 
sweeping  cure  is  surer,  of  course,  but  equally  surely  it  would  bar  any 
efficiencies  which  the  BHC  structure  most  probably  holds.  Until  the 
record  is  far  clearer  than  at  present  that  less  sweeping  safeguards 
are  inadequate,  or  that  the  BHC  structure  actually  produces  little 
if  any  efficiencies,  the  more  intricate  course  of  buttressing  safeguards 
rather  than  building  barriers,  seems  sounder.  Similarly,  allowing 
transactions  between  the  bank  and  the  BHC  or  affiliates  (except  as 
noted  above)  only  after  regulatory  approval,  would  be  either  a  bureau- 
cratic nightmare  and  reducer  of  BHC  efficiency,  or  else  just  a  facade 
for  effectively  barring  almost  all  transactions. 

b.  To  prevent  dangers  to  bank  soundness  from  undue  dividend  pay- 
outs to  aid  affiliates :  Existing  limits  on  dividend  declarations  by  banks 
should  be  revised  to  assure  against  using  bank  resources  to  aid  non- 
banking  affiliates.  In  cases  in  which  maximum  allowable  dividends  are 
paid  out,  FEB  approval  should  be  required  for  at  least  the  subsequent 
two  years.  At  very  least,  public  disclosure  should  be  required  of  the 
amounts  and  uses  of  dividends  "up-streamed"  from  banking  sub- 
sidiaries to  BHCs. 

5.  To  prevent  dangers  to  bank  soundness  by  increasing  the  likeli- 
hood that  subsidiary  banks  will  be  able  to  withstand  pressures  on  the 

133  FDIC  press  release  upon  adoption  of  regulation  on  insider  transactions  of  nonmember 
commercial  banks,  February  25,  1976. 


62-748— 76— bk.  I 19 


282 

banks  from  their  affiliates:  The  FEB  should  be  authorized  to  provide  I 
that  all  banking  subsidiaries  of  BIICs  shall  have  a  reasonable  number 
of  persons  on  their  boards  of  directors  who  shall  have  no  other  afrilia- 1 
tion  (with  only  two  exceptions  noted  immediately  below)  with  the  I 
BHC.  the  banking  subsidiary,  or  any  other  subsidiary  or  related  unit. 
Such  persons  shall  serve  on,  and  include  the  chairmen  of,  the  audit 
committee  and  the  executive  committee.  The  FRB  should  be  author1 
ized,  in  the  case  of  smaller  or  more  isolated  banking  organizations,  to1 
reduce  the  number  and  participation  of  such  directors  to  a  feasible 
level  (or  by  order  to  exempt  from  the  requirement).  The  only  per-  j 
missible  affiliations  would  be  (1)  ownership  of  qualifying  shares,  and: 
(2)  possible  membership  on  the  BHC  board  at  the  same  time  as  the 
membership  on  the  banking  subsidiary's  board. 

It  has  long  been  recognized  that  boards  of  directors  are.  as  a  matter 
of  fact,  far  less  representative  of  stockholders  (let  alone  depositors) 
than  of  management  or  such  related  interests  as  major  borrowers. 
In  recent  years  there  has  been  greatly  increased  recognition,  in  judicial 
decisions,  corporations'  new  policies,  and  outside  commentary,  that 
boards  of  directors  are  to  be  strengthened  and  re-cast  so  that  they  may 
be  truly  trustees,  "responsible  for  keeping  the  [banking]  institutions 
safe  and  sound."  134  Leading  banks  have  increasingly  been  turning  to 
outside  directors  and  to  audit  committees  composed  exclusively  of  out- 
siders, as  well  as  to  including  outsiders  not  otherwise  affiliated  at  all 
with  the  bank  or  BHC.  Moreover,  recent  studies  show  that  "inside'' 
boards  do  not  improve  corporate  performance.355  Last,  the  SEC  Chair- 
man's recent  suggestion  136  that  the  New  York  Stock  Exchange  should 
require  its  listed  corporations  to  have  at  least  enough  unaffiliated  di- 
rectors to  make  up  the  audit  committee,  and  preferably  a  majority  of 
such  directors,  is  a  sure  sign  that  the  issue  is  not  whether  boards  will 
change  in  this  direction,  but  only  how  soon. 

Boards  of  directors  which  actually  function  as  trustees  rather  than 
rubber-stamps  are  needed  not  merely  to  prevent  occasional  insider 
abuse  of  banks,  but  more,  to  increase  our  assurance  that  managements 
regularly  operate  accountably.  Boards  composed  mainly,  let  alone 
solely,  of  management  itself  plus  persons  dependent  upon  manage- 
ment, obviously  cannot  furnish  such  assurance. 

Accountability  is  especially  important  in  banking.  The  inherent 
character  of  banking,  which  includes  unique  access  to  others'  confi- 
dential information,  a  uniquely  high  use  of  other  people's  money  and 
sale  of  a  product  crucial  to  everyone's  business,  renders  the  public's 
reliance  on  banks,  and  the  banks'  obligations  to  the  public,  almost 
uniquely  high.  That  is  why  banking  operates  in  so  regulated  an  en- 
vironment, which  operates  to  protect  both  the  public  and  the  banks — 
Such  as  limitations  on  entry  of  competitors,  government  insurance 
and  supervision,  and  last -resort  lending.  Neither  regulation  alone, 
nor  external  market  forces  alone,  nor  even  those  two  combined,  can 
sufficiently  protect  the  public  interest  in  banking,  it  is  necessary,  and 
entirely  fitting,  that  the  public  be  confident  its  banks  are  governed  by 
vigorous  Bel  ^-regulation. 

VU  Editorial,  Directors  on  the  Spot,  "Rus.  Wk.,  Fob.  23,  1076,  p.  162. 

ir«"'  Srhmldt.   Dors   Board   Composition   Really   Make  a   Difference?  The  Conference  Board 

Record  (October  n>7.r,),  38. 

m  WSJ.  Apr.  21,  1  «»70,  p.  3. 
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6.  To  prevent  dangers  to  bank  soundness  from  confusion  of  identity : 
First,  so  as  not  to  mislead  depositors,  stockholders,  and  creditors,  the 
names  of  BHCs  and  non-banking  units  should  be  distinctly  different 
from  the  name(s)  of  banking  subsidiaries.  Second,  non-banking  activ- 
ities should  not  be  conducted  from  banking  premises,  unless  the  FRB 
finds  overriding  efficiencies  and  convenience  warrant  it,  and  also  condi- 
tions any  such  permission  on  appropriate  safeguards.  Third,  all  adver- 
tisements and  letterheads  of  the  BHC  and  non-banking  units  should 
make  clear  the  separateness  from  the  banking  unit  (s) . 

Also,  all  securities  sold  (and  prospectuses,  advertisements,  etc.)  by 
the  BHC  or  non-banking  units  should  bear  a  legend,  as  the  FRB  sug- 
gested for  Citicorp's  floating  rate  notes,  making  clear  that  the  banking 
subsidiary  is  not  the  offeror  and  is  not  liable,  and  that  there  is  no  de- 
posit insurance  protection.  Somewhat  similar  warnings  should  be 
standard  in  all  contracts  of  the  BHC  or  non-banking  units.  Last,  the 
BHC  Act  should  be  amended  to  make  clear  whether  "piercing"  to 
reach  the  banking  subsidiaries'  assets  is  possible,  and  to  remove  any 
doubts  that  creditors  of  the  BHC  and  non-banking  affiliates  have  less 
priority  in  claims  against  banking  subsidiaries,  than  depositors  or 
creditors  of  those  banks. 


QUESTIONS  ON  REGULATION  AND  SUPERVISION  OF 
BANKS  SUBMITTED  TO  THE  FEDERAL  BANKING 
AGENCIES  BY  THE  BANKING,  CURRENCY  AND  HOUS- 
ING COMMITTEE  AND  THE  SUBCOMMITTEE  ON  FINAN- 
CIAL INSTITUTIONS  SUPERVISION,  REGULATION  AND 
INSURANCE,  U.S.  HOUSE  OF  REPRESENTATIVES 

On  August  13,  1975,  as  part  of  the  FINE  Study,  the  Committee  on 
Banking,  Currency  and  Housing,  together  with  the  Subcommittee  on 
Financial  Institutions  Supervision,  Regulation  and  Insurance  sent  an 
extensive  questionnaire  to  the  Federal  banking  regulatory  agencies  in 
an  attempt  to  solicit  their  views  on  the  adequacy  of  existing  statutes, 
regulations  and  supervisory  procedures.  Replies  were  requested  to  be 
received  by  October  1,  1975  so  that  they  could  be  used  as  background 
material  for  the  FINE  Discussion  Principles  and  later  folded  into 
recommendations  for  legislation. 

The  agencies  were  unable  to  meet  the  requested  deadline  and  the 
FINE  Study  had  to  proceed  without  benefit  of  this  important  source 
of  information.  The  FINE  Discussion  Principles  were  released  in 
November  1975  and  hearings  began  December  2,  1976.  The  Office  of 
the  Comptroller  of  the  Currency  filed  its  reply  on  December  23, 1975, 
the  Federal  Reserve  Board  filed  its  reply  in  stages,  beginning  Octo- 
ber 1,  1975,  and  finishing  in  March  2,  1976,  and  the  FDIC  has  yet  to 
send  a  reply  as  of  May  1976. 

The  Questionnaire  is  reprinted  in  the  following  pages  along  with 
the  letters  sent  to  the  Federal  banking  regulatory  agencies  and  their 
replies.  Any  papers,  forms,  or  studies  referred  to  in  the  agency  replies 
that  are  not  reprinted  in  this  Compendium  are  available  in  the  files 
of  the  Committee  on  Banking,  Currency  and  Housing. 


U.S.  House  of  Representatives, 
Committee  on  Banking,  Currency  and  Housing, 

Washington,  B.C.,  August  IS,  1975. 
Dr.  Arthur  F.  Burns. 
Chairman,  Federal  Reserve  Board,  Washington,  B.C. 

Dear  Chairman  Burns  :  As  you  know,  the  Committee  on  Banking, 
Currency  and  Housing,  in  conjunction  with  the  Subcommittee  on 
Financial  Institutions  Supervision,  Regulation  and  Insurance,  has 
launched  a  major  study  of  Financial  Institutions  in  the  Nation's 
Economy  (FIXE).  As  part  of  that  study,  we  seek  your  expert  views 
on  the  adequacy  of  existing  bank  statutes,  regulations  and  supervisory 
procedures.  While  we  have  had  previous  correspondence,  testimony, 
and  hearings  with  you  that  have  touched  on  various  aspects  of  this 
issue — and  your  responses  have  been  quite  helpful — this  kind  of  ap- 
proach has  not  given  us  a  complete  and  comprehensive  understanding 
of  your  views  on  the  issue  of  regulatory  reform,  broadly  defined.  In 
the  enclosed  questionnaire,  we  take  a  cohesive,  systematic  approach  to 
obtaining  a  more  complete  understanding  of  your  supervisory  pro- 
cedures and  your  views  on  reform.  Your  answers  to  these  questions 
will  be  of  the  greatest  assistance  to  us  in  drafting  new  legislation  on 
regulatory  reform. 

We  have  asked  the  Comptroller  of  the  Currency  and  the  Federal 
Deposit  Insurance  Corporation  to  provide  us  with  answers  to  the 
same  questions,  so  that  we  can  have  the  benefits  of  the  views  of  all 
the  federal  banking  agencies.  We  have  also  provided  copies  of  the 
questions  to  various  interested  parties. 

While  we  realize  that  the  questionnaire  is  long  and  detailed,  we 
believe  the  questions  must  be  addressed  before  we  go  forward  with 
new  legislation.  We  intend  to  introduce  new  legislation  this  fall  and 
thus  we  need  to  move  quickly.  We  request  that  your  answers  be  re- 
turned to  us  by  October  1,  1975. 
Sincerely  yours, 

Henry  S.  Reuss, 

I       Chairman,  Committee  on  Banking,  Currency  and  Housing. 
Fernand  J.   St  Germain, 
Chairman,   Subcommittee    on   Financial   Institutions  Super- 
U.S.  House  of  Representatives, 
Committee  on  Banking,  Currency  and  Housing, 

Washington,  B.C.,  August  IS,  1975. 
Hon.  James  E.  Smith, 
Comptroller  of  the  Currency, 
Washington,  B.C. 

Dear  Mr.  Smith  :  As  you  know,  the  Committee  on  Banking,  Cur- 
rency and  Housing,  in  conjunction  with  the  Subcommittee  on  Finan- 
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cial  Institutions  Supervision.  Regulation  and  Insurance,  has  launched 
a  major  study  of  Financial  Institutions  in  the  Nation's  Economy 
(FIXE) .  As  part  of  that  study,  we  seek  your  expert  views  on  the  ade- 
quacy of  existing  bank  statutes,  regulations  and  supervisory  pro- 
cedures. While  we  have  had  previous  correspondence,  testimony,  and 
hearings  with  you  that  have  touched  on  various  aspects  of  this  issue — 
and  your  responses  have  been  quite  helpful — this  kind  of  approach  has 
not  given  us  a  complete  and  comprehensive  understanding  of  your 
views  on  the  issue  of  regulatory  reform,  broadly  defined.  In  the  en- 
closed questionnaire,  we  take  a  cohesive,  systematic  approach  to  ob- 
taining a  more  complete  understanding  of  your  supervisory  procedures 
and  your  views  on  reform.  Your  answers  to  these  questions  will  be  of 
the  greatest  assistance  to  us  in  drafting  new  legislation  on  regulatory 
reform. 

We  have  asked  the  Federal  Reserve  Board  and  the  Federal  Deposit 
Insurance  Corporation  to  provide  us  with  answers  to  the  same  ques- 
tions, so  that  we  can  have  the  benefits  of  the  views  of  all  the  federal 
banking  agencies.  We  have  also  provided  copies  of  the  questions  to 
various  interested  parties. 

While  we  realize  that  the  questionnaire  is  long  and  detailed,  we 
believe  the  questions  must  be  addressed  before  we  ^o  forward  with 
new  legislation.  We  intend  to  introduce  new  legislation  this  fall  and 
thus  we  need  to  move  quickly.  We  request  that  your  answers  be  re- 
turned to  us  by  October  1, 1975. 
Sincerely  yours, 

Henry  S.  Rettss, 
Chairman,  Committee  on  Banking,  Currency  and  Housing. 

Fernand  J.  St  Germain, 
Chairman,  Subcommittee  on  Financial  Institutions  Supervision, 
Regulation  and  Insurance. 


U.S.  House  of  Representatives, 
Committee  on  Banking,  Currency  and  Housing, 

Washington,  D.C.*  August  IS,  1075. 
Hon.  Frank  R.  Wilee, 
Chairman,  Federal  Deposit  Insurance  Corporation,  Washington,  B.C. 

Dear  Chairman  Wille  :  As  you  know,  the  Committee  on  Banking, 
Currency  and  Housing,  in  conjunction  with  the  Subcommittee  on  Fi- 
nancial Institutions  Supervision,  Regulation  and  Insurance,  has 
launched  a  major  study  of  Financial  Institutions  in  the  Nation's  Econ- 
omy (FINE).  As  part  of  that  study,  we  seek  your  expert  views  on  the 
adequacy  of  existing  bank  statutes,  regulations  and  supervisory  pro- 
fed  i  ires.  While  we  have  had  previous  correspondence,  testimony,  and 
hearings  with  you  that  have  touched  on  various  aspects  of  this  issue — 
and  your  responses  have  been  quite  helpful — this  kind  of  approach  has 
not  given  us  a  complete  and  comprehensive  understanding  of  your 
views  on  the  issue  of  regulatory  reform,  broadly  defined.  In  the 
enclosed  questionnaire,  we  take  a  cohesive,  systematic  approach  to 
obtaining  a  more  complete  understanding  of  your  supervisory  proce- 
dures and  your  views  on  reform.  Your  answers  to  these  questions  will 
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be  of  the  greatest  assistance  to  us  in  drafting  new  legislation  on  regu- 
latory reform. 

We  have  asked  the  Federal  Reserve  Board  and  the  Comptroller  of 
the  Currency  to  provide  us  with  answers  to  the  same  questions,  so  that 
we  can  have  the  benefits  of  the  views  of  all  the  federal  banking  agencies. 
We  have  also  provided  copies  of  the  questions  to  various  interested 
parties. 

While  we  realize  that  the  questionnaire  is  long  and  detailed,  we  be- 
lieve the  questions  must  be  addressed  before  we  go  forward  with  new 
legislation.  We  intend  to  introduce  new  legislation  this  fall  and  thus 
we  need  to  move  quickly.  We  request  that  your  answers  be  returned  to 
us  by  October  1, 1975. 
Sincerely  yours, 

Hexry  S.  Reuss, 
Chairman,  Committee  on  Banking,  Currency  and  Housing. 
Fernand  J.  St  Germain, 
Chairman^  Subcommittee  on  Financial  Institutions  Supervision, 
Regulation  and  Insurance. 


Questions  ox  Regulation  and  Supervision  of  Banks  Submitted 
to  the  Federal  Banking  Agencies  by  the  Banking,  Currency 
and  Housing  Committee  and  the  Subcommittee  on  Financial 
Institutions  Supervision,  Regulation  and  Insurance,  U.S.  House 
of  Representatives 

A.  Stability  and  Competition 

The  introduction  to  the  Report  of  the  President's  Commission  on 
Financial  Structure  and  Regulation  states  that: 

For  well  over  a  century,  the  American  public  has  insisted  that  its  financial 
institutions  be  both  competitive  and  sound.  The  two  objectives  are  not  easily 
reconciled,  and  yet  both  must  be  achieved  if  we  are  to  avoid,  on  the  one  hand, 
a  highly  concentrated  financial  structure  and,  on  the  other,  a  system  unable 
to  withstand  the  vicissitudes  of  economic  change.  The  public  is  entitled  to- 
the  benefits  of  a  dynamic  and  innovative  system  responsive  to  shifting  needs. 
Yet  the  public  also  should  be  able  to  rely  on  the  strength  and  soundness  of 
the  system. 

The  Commission  focussed  its  attention  largely  on  removing  what  it 
saw  as  barriers  to  achieving  a  more  competitive  and  responsible  finan- 
cial system.  Since  that  Report  was  issued,  a  number  of  developments 
have  demonstrated  the  need  to  guard  the  soundness  of  the  banking  sys- 
tem. The  Committee  seeks  your  expert  views  on  the  adequacy  of  stat- 
utes, regulations,  and  supervisory  procedures  to  aid  it  in  developing 
legislation  designed  to  reconcile  the  two  objectives  in  the  most  effective 
way.  The  questions  in  this  first  section  are  addressed  to  that  broad  issue. 
Answers  are  likely  to  be  more  helpful  to  the  extent  that  they  are  spe- 
cific, or  at  least  concretely  illustrative.  (In  some  cases,  answers  to  the 
questions  in  this  section  will  be  related  to  answers  to  detailed  questions 
set  forth  in  the  following  sections.  Where  appropriate,  responses  to 
questions  in  Section  A  should  contain  cross  references  to  responses  to 
questions  in  later  sections.) 

1.  What  are  the  important,  unreconciled  conflicts  between  maintain- 
ing both  bank  soundness  and  a  freely  competitive,  adaptive  financial 
system  ?  Have  such  conflicts  tended  to  become  more  important,  or  more 
obvious  in  recent  years?  Should  the  balance  between  these  conflicting 
considerations,  as  reflected  in  present  law  and  regulatory  practice,  be 
altered  ?  If  so,  what  steps  should  be  taken,  either  through  legislation 
or  through  changes  in  regulation  under  existing  statutes,  to  produce  a 
better  reconciliation  ? 

2.  Give  your  appraisals  of  the  following  recent  or  current  develop- 
ments as  they  relate  to  the  efficiency,  competitiveness,  and  soundness  of 
the  nation's  financial  system  and  particularly  the  banking  system : 

(1)  Liability  management,  the  growth  of  the  Federal  funds  market, 
and  changes  in  bank  asset  liquidity. 

(2)  Increased  interest  rate  volatility  and  development  of  protections 
against  it,  such  as  floating-rate  loans. 

(3)  The  decline  in  bank  capital  relative  to  assets,  and  particularly 
risk  assets.  Include  an  analvsis  of  the  proper  role  of  subordinated 
debt. 
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(4)  Off  balance-sheet  items  such  as  loan  commitments  and  contin- 
gent liabilities  of  banks. 

(5)  The  bank  holding  company  movement. 

(6)  The  decline  in  bank  net  income  relative  to  bank  assets. 

(7)  Increased  international  activities  of  U.S.  banks,  and  increased 
U.S.  activities  of  foreign  banks. 

(8)  Changing  role  of  thrift  institutions  and  other  nonbank  financial 
institutions  in  provision  of  near-banking  services. 

( 9 )  Change  in  borrowers'  direct  access  to  money  markets. 

(10)  Electronic  funds  transfer. 

Where  relevant,  include  a  discussion  of  the  parts  played  by  statutes, 
regulation,  supervision,  and  private  market  forces  in  restraining  or 
encouraging  these  developments.  In  all  cases  where  the  regulatory 
system  (defined  broadly  to  include  statutes)  does  or  should  have  a 
significant  role,  assess  the  seriousness  of  problems  raised  by  inade- 
quate data,  analysis,  corrective  powers,  and  administrative  procedures. 

3.  To  what  extent  do  you  expect  the  private  markets  for  large  de- 
posits, subordinated  debt,  and  equity  capital  to  prevent  undue  risk- 
taking  by  banking  institutions?  To  what  extent  does  increased  public 
disclosure  offer  promise?  To  the  extent  that  disclosure  is  insufficient, 
how  is  undue  risk-taking  avoided? 

4.  (a)  To  what  extent,  an  in  what  circumstances,  should  banks  be 
self-standing  entities  left  ultimately  to  fend  for  themselves  and  to  what 
extent,  and  in  what  circumstances,  should  they  be  ultimately  depend- 
ent on  the  protection  of  the  government?  (b)  To  what  degree,  if 
any,  is  the  appropriate  role  of  government  protection  dependent  on  the 
size  of  the  bank  in  question  ? 

B.  Banking  Supervision  and  Examination 

Please  furnish  copies  of  (1)  blank  examination  report  forms,  (2) 
blank  examiners'  worksheet  forms,  (3)  examiners'  manuals,  (4)  train- 
ing manuals  and  curricula,  and  (5)  other  pertinent  materials  that 
would  assist  the  Committee  in  improving  its  understanding  of  the  ex- 
amination process. 

1.  What  are  the  specific  purposes  of  regular  and  special  bank  ex- 
aminations? What  procedures  are  involved  in  an  examination?  Who 
sees  examination  reports?  What  information  arising  out  of  the  ex- 
amination is  provided  to  bank  officers?  What  information  is  provided 
to  the  bank's  Board  of  Directors?  Under  what  circumstances  does  the 
Board  see  management  evaluations?  Why  are  examination  reports  not 
made  available  to  the  public? 

2.  What  kinds  of  problems  are  most  frequently  revealed  by  examina- 
tions? How  do  such  frequently-encountered  problems  differ  accord- 
ing to  size  and  type  of  bank  ? 

3.  (a)  How  is  it  determined  when  a  particular  bank  will  be  ex- 
amined? (b)  How  does  the  frequency  of  examination  vary  among 
banks  according  to  the  severity  of  problems  perceived? 

4.  (a)  What  happens  after  an  examination  uncovers  a  problem  that 
needs  to  be  remedied?  (b)  To  what  extent  are  problems  resolved  by 
examiners  without  need  for  involvement  by  other  agency  personnel? 
(c)  Are  such  resolutions  of  problems  incorporated  in  the  examination 
report?  (d)  How  is  the  enforcement  of  consumer  protection  and  civil 
rights  laws  integrated  into tin* examinal ion  process ! 
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5.  (a)  How  many  times  has  the  agency  instituted  cease-and-desist 
or  removal  proceedings  under  the  Financial  Institutions  Supervisory 
Act  of  1966?  Describe  each  of  these  cases  in  general  terms,  (b)  Have 
any  cease-and-desist  orders  mandated  affirmative  action  to  remedy 
prior  unsound  practices  or  violations  of  law?  (c)  If  the  agency  relies 
primarily  on  "jawboning"  to  achieve  compliance  with  legal  require- 
ments, what  criteria  are  used  to  determine  when  firmer  action  is 
needed  ?  Are  these  criteria  written  ?  If  so,  please  provide  them. 

6.  Describe  (a)  important  improvements  in  the  examination  and 
remedial  action  processes  made  within  the  last  five  }Tears,  (b)  any  im- 
provements now  pending,  and  (c)  what  additional  major  areas  need 
change,  or  at  least  attention. 

7.  (a)  Describe  what  changes  have  occurred  in  the  last  five  years 
regarding  your  examiner  forces'  size  and  quality,  (b)  How  are  bank 
examiners  recruited  and  trained?  (c)  What  kinds  of  background  and 
skills  are  most  common?  (d)  Are  examiners'  salaries  adequate  to 
attract  and  retain  persons  with  the  requisite  skills?  (e)  What  are  em- 
ployment turnover  rates  for  field  examiners,  and  for  supervisory  per- 
sonnel? (f)  Indicate  the  five  main  categories  of  work  into  which  per- 
sonnel leaving  your  force  went  (other  than  retirement)  upon  leaving 
your  force,  within  the  last  five  years,  (g)  What,  if  any,  limitations  are 
there  on  examiners  becoming  employees  or  owners  of  banks  they  have 
examined,  or  of  banks  located  in  regions  in  which  they  have  conducted 
examinations?  What  procedures  exist  for  enforcement  of  such 
limitations  ? 

8.  (a)  What  persons  on  your  staff  (whether  in  Washington  or  in 
the  field)  have  been  primarily  responsible  for  evaluation,  moderniza- 
tion and  planning  with  respect  to  the  examination  process?  (b)  What 
have  been  their  most  important  efforts  and  achievements  within  the 
last  three  years?  (c)  Describe  any  other  significant  responsibilities 
(including  administration  of  other  types  of  activities)  they  had 
concurrently. 

(In  each  of  the  questions  remaining  in  Section  B.  answers  should 
include  consideration  of  the  following:  (a)  Have  any  improvements 
been  made  in  these  areas  in  the  last  several  years?  Are  any  improve- 
ments planned?  (b)  Is  additional  statutory  authority  needed?) 

9.  (a)  What  use  is  made  of  required  financial  and  other  reports 
{e.g.  interim  financial  statements)  in  providing  early  indications  of 
emerging  problems  that  might  require  special  attention?  (b)  Should 
more  use  be  made  of  such  reports  and  other  information  to  provide 
an  early  warning  system?  What  improvements  have  been  made 
recently  and  what  improvements  are  planned  for  early  warning 
systems  ? 

10.  How  do  bank  examiners  evaluate  bank  asset  liquidity  ?  How  do 
examiners,  in  assessing  a  bank's  liquidity  position,  take  into  account 
the  implications  of  liability  management,  including  foreign  sources 
of  funds,  particularly  at  larger  banks?  How  does  the  evaluation  of 
liquidity  take  into  account  practices  of  affiliates  for  banks  that  are 
controlled  by  bank  holding  companies?  Was  the  expansion  of  short- 
term  borrowing  by  larger  banks  during  1970-1974  excessive?  If  so, 
how  can  a  recurrence  best  be  avoided  ? 

11.  (a)  How  do  examiners  evaluate  bank  capital?  (b)  Has  the 
decline  in  capital  ratios  since  the  early  1960's  been  excessive?  If  so, 
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how  can  the  problem  best  be  remedied?  What  is  the  appropriate  role 
of  subordinated  debt? 

12.  (a)  How  do  examiners  evaluate  bank  earnings?  (b)  What 
significance  is  attached  to  the  amount  of  bank  earnings,  the  potential 
volatility  of  earnings,  and  earnings  trends  for  individual  banks  and 
for  the  banking  system  or  groups  of  banks  within  it?  (c)  How.  if  at 
all,  does  the  evaluation  of  earnings  of  an  individual  bank  in  a  bank 
holding  company  take  into  account  its  relationship  to  affiliates? 

13.  What  is  the  role  of  evaluation  of  bank  and  bank  holding  com- 
pany management  in  the  examination  and  supervisory  process  ?  What 
criteria  are  used  to  evaluate  management?  What  improvements  are 
being  made,  or  need  to  be  made,  in  this  area?  To  what  extent  are  these 
evaluations  made  available  to  management? 

14.  (a)  How  do  bank  examiners  evaluate  loans?  (b)  Describe  ex- 
aminers' initial  training;  especially  as  it  relates  to  new  developments 
in  lending  practices;  continuing  training;  materials  continuously 
furnished  regarding  the  economy  and/or  corporate  or  particular  in- 
dustry conditions;  supervisory  oversight  of  examiners  and  examina- 
tion reports ;  and  (c)  the  loan  evaluation  process  itself. 

15.  (a)  Apart  from  matters  covered  by  the  preceding  question,  what 
established  procedures  are  there  to  keep  examiners  abreast  of  regional, 
national,  and  international  economic  and  credit  market  conditions  and 
prospects  that  are  relevant  to  evaluation  of  bank  soundness?  (b)  To 
what  extent  do  these  factors  enter  into  the  conduct  of  examinations  and 
the  findings  of  examiners? 

16.  How  do  examiners  find,  measure  and  evaluate  exposures  to  risk : 
(a)  associated  with  interest  rate  movements  when  the  maturities  of 
assets  and  liabilities  do  not  match,  (b)  from  items  not  shown  on  bal- 
ance sheets  (e.g.,  loan  commitments  and  standby  letters  of  credit)  ? 
How  can  excessive  exposure  to  these  risks  best  be  prevented  ? 

17.  (a)  How  do  examiners  find,  measure  and  evaluate  concentration 
of  loans  (or  other  exposures)  to  particular  individuals  or  related 
(formerly  or  not)  groups  of  individuals,  or  to  particular  lines  of  bus- 
iness or  other  activities?  (b)  Have  recent  developments  indicated  a 
need  for  improvement  ? 

18.  (a)  Plow  is  the  examination  of  foreign  branches  and  subsidiaries 
of  U.S.  banks  carried  out?  (Include  a  discussion  of  the  problems  for 
supervision  raised  by  Eurodollar  operations,  including  interbank 
loans;  foreign  exchange  trading  exposure;  other  exposure  to  changes 
in  exchange  rates;  risks  of  unforseen  capital  controls,  and  risks  of  ex- 
propriation.) (b)  How  is  the  examination  of  activities  of  the  home 
office  related  to  that  of  branches  and  subsidiaries?  (c)  Are  there  coun- 
tries where  U.S.  banks  are  not  permitted  to  do  business  because  of  the 
inadequacy  of  the  country's  regulation?  If  so,  what  standards  are  used 
in  applying  these  prohibitions? 

10.  Do  foreign  banking  authorities  play  an  important  role  in  polic- 
ing the  soundness  of  foreign  operations  of  U.S.  banks  and  bank  holding 
con i panics?  What  relevant  information,  if  any,  is  obtained  from  for- 
eign banking  authorities?  How  is  information  provided  by  U.S.  banks 
or  by  foreign  banking  authorities  relating  to  overseas  operations 
verified  \ 

20.  What  procedures  are  used  to  detect  possible  fraud?  How  do  ex- 
aminers seek  to  detect  conflicts  of  interest  both  within  the  bank  and 
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between  the  bank  and  its  affiliates?  What  regulations  or  other  criteria 
does  your  agency  have  in  the  areas  of  fraud  and  conflicts  of  interest  ? 

21.  Without  in  any  way  narrowing  or  limiting  the  answer  to  the  pre- 
ceding question,  describe  the  system  your  examiners  use  to  check  on 
the  appropriateness  of  either  the  deposit  balance  size  of.  or  the  loans  to, 
both  corporations  generally,  and  charitable  or  quasi-charitable  enti- 
ties particularly,  in  which  bank  officers  or  directors  serve  as  officers  or 
directors. 

22.  (a)  What  determines  the  degree  of  involvement  of  a  bank's 
Board  of  Directors  when  problem  situations  are  uncovered?  (b)  What 
assurance  does  the  supervisor  have  that  the  bank's  Board  gave  the  re- 
port appropriate  attention?  (c)  For  each  of  the  last  three  years,  give 
the  number  of  instances  (categorized  by  the  quality  rating  of  the  bank 
in  question,  and  by  the  district  or  region  in  which  the  bank  is  located) 
in  which  a  supervisory  official  has  met  with  a  bank's  Board  or  Board 
Committee;  indicate  separately  (similarly  categorized)  the  number 
of  instances  in  which  there  was  more  than  one  meeting  with  a  Board 
or  Board  Committee,  and  the  frequency  of  such  meetings. 

23.  (a)  What  efforts  are  made  to  determine  that  the  outside  members 
of  the  Board  of  Directors  are  not  captives  of  the  bank's  management  ? 
(b)  For  holding  company  banks,  what  information  is  obtained  on  the 
relationships  between  the  bank's  Board  of  Directors  and  the  Board  for 
the  parent?  (c)  Should  the  banking  agencies  be  authorized  to  assert 
stockholders'  claims  in  actions  against  banks,  their  officers  and 
directors  ? 

24.  In  what  ways  does  the  examination  and  supervision  process 
adapt  to  different  types  of  operations  ?  Please  comment  specifically  on 
the  following:  (a)  Differences  in  approaches  to  local,  regional,  na- 
tional, and  international  operations,  (b)  Differences  between  small  and 
large  banks,  (c)  Evaluation  of  national  and  international  loan  par- 
ticipations. Is  there  a  process  for  centralized  evaluations  of  these  loans 
or  for  central  review  of  evaluations  by  different  examiners  ?  To  what 
extent,  and  how,  do  Federal  and  State  agencies  exchange  information 
concerning  the  credit -worthiness  of  large  borrowers?  ((d)  Interna- 
tional operations,  including  branches,  subsidiaries,  joint  ventures  and 
consortiums,  (e)  Relations  between  banks  and  their  nonbank  affiliates, 
including  parent  holding  companies,  (f )  Branches  of  foreign  banks. 

25.  In  what  ways  can  bank  supervision  be  made  more  sensitive  to  the 
development  of  new  trends  (such  as  the  very  rapid  growth  of  a  num- 
ber of  regional  banks  in  the  early  1970's,  the  Eurodollar  market,  and 
borrowing  by  real  estate  investment  trusts  in  the  early  1970's)  so  as  to 
prevent  the  occurrence  of  adverse  developments  without  unduly  shack- 
ling banks  or  waiting  for  a  crisis  ? 

26.  What  are  the  procedures  used  to  evaluate  and  improve  bank 
supervision?  Indicate  who  on  your  staff  (whether  in  Washington  or 
elsewhere)  is  responsible  for  evaluation,  improvement  and  planning 
of  supervision,  what  their  important  efforts  have  been  within  the  last 
three  years  and  what,  if  any,  other  responsibilities  they  had  concur- 
rently. What  are  the  most  significant  lessons  to  be  learned  from  the  ex- 
periences of  recent  years,  what  improvements  in  response  to  these  de- 
velopments have  been  made,  and  what  significant  new  improvements 
are  planned  ? 
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27.  In  addition  to  answers  to  the  foregoing  questions,  what,  if  any, 
other  steps  are  being  taken,  or  are  under  consideration,  to  strengthen 
the  supervisory  process  ? 

C.  Regulations  and  Statutory  Limitations 

1.  What  are  the  key  regulations  promulgated  by  government  au- 
thorities to  prevent  unsound  banking  practices?  As  to  the  regulations 
you  deem  most  important,  (a)  Do  they  have  anti-competitive  impacts? 
(b)  What,  if  any,  modifications  to  existing  regulations  do  you  be- 
lieve might  be  made  to  reduce  the  costs  and/or  the  anti-competitive 
impacts,  and  to  increase  compliance  and/or  ease  enforcement? 

2.  What  additional  regulatory  powers,  not  available  under  existing 
statutes,  are  needed?  (a)  Discuss  the  strengths  and  weaknesses  of 
existing  powers  and  practices  with  respect  to  bank  officers  or  other 
personnel  deemed  responsible  (for  whatever  reasons)  for  unsound 
practices,  (b)  Discuss  what,  if  any,  further  disclosure  or  other  steps 
might  be  taken  to  increase  the  ability  of  private  market  participants 
{e.g..  stock  market  analysts  and  purchasers  of  CD's)  to  discipline  the 
activities  of  the  bank. 

3.  (a)  Aside  from  periodic  examinations,  what  steps  are  taken  to 
assure  compliance  with  statutes  and  regulations?  (b)  Are  the  available 
sanctions,  systems  and  practices  sufficient,  or  are  new  ones  needed  ? 

4.  (a)  How,  if  at  all,  should  the  Federal  Reserve's  discount  window 
be  used  to  aid  banks  that  are  in  serious  danger  of  becoming  insolvent  ? 
(b)  It  is  sometimes  asserted  that  the  availability  of  Federal  Reserve 
credit  to  member  banks  allows  other  lenders  to  the  bank  (CD's  and 
Federal  funds)  to  remove  their  funds  without  serious  risk.  Please 
comment  on  this  assertion  and  indicate,  to  the  extent  you  agree  with 
it,  whether  or  not  the  reduction  in  private  risk  tends  to  dissipate  an 
important  private  discipline  on  the  bank's  management,  (c)  Also  com- 
ment on  the  obverse  assertion  that  in  lending  to  problem  banks,  the 
Federal  Reserve  takes  over  collateral  which  would  otherwise  be  avail- 
able to  the  bank  to  repay  debt  and  to  the  bank's  stockholders. 

5.  It  is  often  argued  that  various  government  regulations  are  kept 
in  force  after  the  need  for  them  has  disappeared,  or  they  have  become 
outmoded.  Describe  the  procedures  for  handling  these  problems  in  the 
case  of  banking  regulations.  Describe  or  attach  copies  of  memoranda 
or  studies  (internal  or  otherwise)  prepared  by  or  for  your  agency 
within  the  last  five  years  proposing  reduction,  elimination  or  simplifi- 
cation of  regulatory  requirements,  and  describe  what  ensued. 

G.  Numerous  statutory  provisions  designed  to  assure  the  soundness 
of  commercial  banks  and  the  banking  system  were  enacted  decades 
ago.  Are  there  obsolete  or  inappropriate  statutes  that  should  be  re- 
pealed or  amended  ? 

D.  Reporting  Requirements 

It  is  often  contended  that  government  forms  and  other  reporting 
requirements  are  unduly  extensive,  imposing  serious  costs  on  banks 
and  bank  holding  companies  without  commensurate  public  benefit. 

1.  Furnish  an  inventory,  and  copies  of  forms,  of  all  periodic  and 
other  forms  or  reporting  documents,  indicating  for  each:  (a)  which 
banks  or  bank  holding  company  must  file,  (b)  how  often  or  on  what 
occasion,  (c)  estimated  cost  of  filing  for  a  typical  bank  in  each  of  the 
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following  size  categories  for  total  deposits :  over  $1  billion,  $500  mil- 
lion to  $1  billion,  $100  to  500  million,  $50  to  100  million,  $10  to  50  mil- 
lion, under  $10  million,  (d)  uses  of  the  information,  (e)  whether  any 
or  all  of  the  data  are  made  available  to  the  general  public,  or  are  avail- 
able to  persons  outside  of  bank  regulatory  agencies  (if  so,  describe), 
(f )  the  last  date  on  which  the  form  was  reviewed,  indicating  what,  if 
any,  changes  were  made,  whether  elimination  or  reduction  of  the  form 
was  considered  and  if  so,  what  ensued,  (g)  Describe  any  proposed 
changes  in  bank  supplied  reports. 

2.  (a)  Describe  the  significant  increases,  via  new  forms,  questions, 
or  otherwise,  in  data  secured  from  banks,  which  were  introduced 
within  the  past  five  years,  (b)  Describe  the  significant  reductions,  via 
elimination,  consolidation,  reduction  or  otherwise,  of  forms  or  ques- 
tions and  data  secured,  made  within  the  past  five  years. 

3.  (a)  Describe  the  persons  and  procedures  used  during  the  past 
five  years  to  effect  reduction  or  simplification  of  reporting  burdens; 
include  any  other  responsibilities  such  persons  had  concurrently,  (b) 
Do  you  believe  your  process  of  reduction  and  simplification  of  data 
requirements  could  be  improved,  and  if  so,  how  ? 

E.  Competition 

1.  What,  if  any,  statutes  that  affect  competition  and  efficient  per- 
formance (including  innovation)  of  individual  banks  and  the  banking 
system  ought  to  be  repealed  or  amended  in  order  to  better  serve  the 
purpose  of  maintaining  or  improving  competition  ?  What  changes  do 
you  recommend? 

2.  (a)  What  procedures  are  used  to  evaluate  the  competitive  impacts 
of  bank  mergers  and  new  charters?  (b)  Furnish  or  describe  any  use- 
ful memoranda  or  studies  prepared  by  or  for  your  agency  on  this  mat- 
ter, (c)  Describe  who  in  your  agency  is  responsible  for  evaluating 
competitive  impacts  of  bank  mergers  and  new  charters  and  also  with 
respect  to  any  new  regulations ;  include  information  on  such  person's 
relevant  background  (academically  and  in  experience)  and  what,  if 
any,  other  responsibilities  they  have  concurrently. 

3.  What  kinds  of  continuing  analyses  are  made  of  the  state  of  com- 
petition in  the  banking  industry  and  in  particular  banking  markets  ? 
What  information  does  the  supervisory  process  generate  on  the  state 
of  competition  in  banking  markets  and  the  quality  of  services  offered  ? 

4.  Give  specific  examples  of  what  affirmative  action  your  agency 
has  taken  in  the  last  ten  years  to  encourage  competition  in  areas  where 
it  was  deficient. 

F.  Multiplicity  of  Regulatory  Agencies 

1.  (In  answering  this  question,  references  to  recent  serious  problems : 
U.S.  National,  San  Francisco  National,  Beverly  Hills  National,  Bank 
of  the  Commonwealth,  Sharpsburg  Bank,  Orangeburg  Bank,  Franklin 
National  and  Security  National,  would  be  particularly  helpful.)  De- 
scribe the  processes  by  which  cooperation  and  coordination  among  the 
federal  bank  regulatory  authorities  is  achieved,  (a)  Give  specific  and 
important  examples  of  successful  cooperation  and  coordination,  (b) 
Give  specific  and  important  examples  of  cases  in  which  lack  of  cooper- 
ation and  coordination  was  a  serious  impediment  to  execution  of  your 
duties,  (c)  Give  significant  examples  of  any  "competition  in  laxity" 
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among  the  agencies  in  regulatory  and  examination  procedures,  (d)  De- 
scribe the  processes  of  cooperation  and  coordination  with  state  super- 
visory and  examination  authorities. 

2.  (a)  Give  examples  of  differences  in  approach  and  procedures  of 
the  federal  banking  regulatory  agencies  concerning  the  competitive  im- 
pacts of  bank  mergers  and  new  charters,  (b)  Give  examples  of  co- 
operation and  coordination  among  the  agencies,  (c)  Give  examples  of 
lack  of  cooperation  and  "competition  in  laxity"  in  matters  of  bank 
mergers  and  new  charters,  (d)  TIow  often  and  under  what  circum- 
stances has  your  agency  overruled  recommendations  by  the  Department 
of  Justice? 

G.  Bank  Holding  Companies 

(Some  questions  in  this  section  are  for  the  Federal  Reserve  Board 
only,  the  remaining  questions  are  for  all  the  bank  agencies.  Through- 
out this  section,  draw  any  distinctions  you  deem  appropriate  between 
one-bank  and  multi-bank  holding  companies.) 

1.  (For  Federal  Reserve)  Review  the  bank  holding  company  move- 
ment, especially  since  passage  of  the  Bank  Holding  Company  Act  of 
1970.  What  activities  have  been  determined  to  be  permissible,  and  on 
what  basis?  How  does  the  Board  determine  whether  an  activity  is 
closely  related  to  banking?  How  does  it  evaluate  proposed  acquisitions 
of  banking  and  nonbanking  subsidiaries?  Trace  the  growth  of  banking 
and  nonbanking  activities  of  bank  holding  companies,  in  the  U.S.  and 
abroad. 

2.  (For  Federal  Reserve)  What  criteria  are  used  in  passing  upon 
particular  applications  to  form  bank  holding  companies,  to  form  de 
novo  subsidiaries  and  to  acquire  banking  or  non-banking  subsidiaries  ? 

3.  What  has  experience  indicated  about  the  effects  of  expansion  into 
nonbanking  activities  on:  (a)  Competition,  innovation,  and  the  effi- 
ciency of  the  banking  system;  (b)  Competitors  not  affiliated  with 
holding  companies,  both  in  banking  and  m  the  other  activities;  (c) 
Bank  soundness.  How  and  to  what  extent  do  nonbanking  affiliates  add 
strength  to  the  holding  company?  To  what  extent  does  the  separate 
corporate  existence  of  nonbank  affiliates  provide  protection  to  bank- 
ing affiliates?  Are  banks  in  holding  companies  adequately  protected 
from  problems  arising  in  affiliates?  If  not,  what  should  be  done? 
Should  they  be  protected  ?  If  not,  what  procedures  should  be  followed  ? 

4.  What  have  been  the  impacts  on  bank  management — generally,  as 
well  as  in  specific  terms  of  management  personnel  and  management 
systems — of  the  growth  and  diversification  of  bank  holding 
companies? 

5.  Is  it  desirable  and  feasible  to  insulate  the  bank(s)  in  a  holding 
company  from  the  risks  of  the  other  entities  in  the  holding  company? 
What  would  be  your  view  of  a  statute  making  bank  holding  companies 
legally  responsible  for  all  obligations  of  subsidiary  banks  and  forbid- 
ding subsidiary  banks  from  assuming,  directly  or  indirectly,  responsi- 
bility for  the  debts  of  affiliates? 

6.  What  is  the  present  state  of  law  and  of  practice  with  respect  to 
examination  and  other  supervision  and  regulation  of  parent  holding 
companies  and  their  nonbank  subsidiaries?  Describe  the  examination 
and  supervision  of  (a)  transactions  between  a  parent  holding  company 
and  its  nonbank  affiliates,  (b)  transactions  between  a  parent  company 
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and  banking  subsidiaries,  (c)  transactions  between  banks  within  a 
holding  company,  (d)  transactions  between  nonbank  affiliates. 

7.  (a)  What  are  the  procedures  used  to  evaluate  and  improve  bank 
and  bank  holding  company  supervision?  (b)  Is  sufficient  information 
available  to  the  regulatory  agencies  relating  to  possible  problems  in 
bank  holding  company  affiliates  that  might  affect  the  soundness  of  the 
holding  company  and  its  bank(s)  ?  (c)  Are  there  sufficient  personnel, 
in  terms  of  numbers  and  training,  to  evaluate  the  information  that  is 
available?  (d)  When  and  to  what  extent  are  affiliates  examined?  (e) 
In  what  respects  does  the  examination  and  supervision  of  a  bank  with- 
in a  holding  company  differ  from  the  examination  and  supervision  of 
an  independent  bank  ? 

8.  Apart  from  such  present  law  and  practice,  is  there  any  special 
legal  or  regulatory  treatment  which  is  or  should  be  given  holding  com- 
pany banks  as  distinct  from  other  banks  ? 

9.  With  respect  to  the  present  law  and  practice,  which  aspects  do 
you  consider  most  in  need  of  change,  and  which  most  likely  to  change  ? 
Describe  the  changes  desired  or  expected. 

10.  (For  Federal  Eeserve)  Does  the  Board  believe  that  the  Act,  as 
amended  in  1970,  and  the  Board's  administration  of  the  Act  have,  on 
balance,  been  beneficial  or  harmful  ?  What  changes,  if  any,  are  needed  ? 


RESPONSES  BY  THE  COMPTROLLER  OF  THE  CURRENCY 
TO  THE  FINE  STUDY  QUESTIONNAIRE 


Comptroller  of  the  Currency, 
Administrator  of  National  Banks. 

Washington,  D.C,  December  23,  1975. 

Hon.  Henry  S.  Retjss, 

Chairman,  Committee  on  Banking,  Currency  and  Housing,  House 

of  Representatives,  Washington,  D.C. 
Hon.  Fernand  J.  St  Germain, 

Chairman,  Subcommittee  on  Financial  Institutions  Supervision.  Regu- 
lation and  Insurance,  House  of  Representatives,  Washington.  D.C. 
Dear  Sirs  :  Pursuant  to  your  request  in  connection  with  the  FINE 
Study  to  submit  answers  to  your  questionnaire  dealing  with  super- 
visory procedures  and  our  views  on  reform,  I  am  pleased  to  submit 
the  complete  responses  of  the  Office  of  the  Comptroller  of  the 
Currency. 

Please  do  not  hesitate  to  contact  either  me  or  my  staff  if  more 
information  is  desired.  We  welcome  the  opportunity  which  the  FINE 
Study  affords  to  work  with  the  full  House  Banking  Committee  and 
its  Subcommittee  on  Financial  Institutions  Supervision,  Kegulation 
and  Insurance  in  a  spirit  of  cooperation  toward  improving  our  fi- 
nancial system. 
Sincerely, 

James  E.  Smith. 
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Stability  and  OomSpetttion 

A-l.  What  are  the  import 'int.  unreconciled  conflicts  between 
maintaining  both  bank  soundness  and  a  freely  competitive,  adaptive 
financial  system?  Have  such  conflicts  tended  to  become  more  impor- 
tant, or  more  obvious  in  recent  years?  Should  the  balance  between 
these  conflicting  considerations,  as  reflected  in  present  law  end  regu- 
rp  practice,  be  altered?  If  so.  what  steps  should  be  taken,  either 
through  legislation  or  through  changes  in  regulation  under  existing 
statutes,  to  produce  a  better  reconciliation  f 

IXTEODUCTIOX 

The  Comptroller  of  the  Currency  continues  to  recognize,  as  have 
most  of  his  predecessors  over  the  last  century,  that  an  effective  and 
adaptive  banking  system  must  embrace  both  soundness  of  operation 
and  freedom  of  competition.  If  we  have  learned  nothing  else  from  our 
experience  in  national  bank  administration,  we  have  learned  that  in 
order  to  prosper  banks  must  provide  safety,  exercise  prudence,  inspire 
public  confidence,  and  vigorously  meet  the  challenge  of  a  competitive 
financial  world. 

RECOX'CILED   CONFLICTS 

Regulation  of  the  banking  industry,  which  from  its  inception  has 
involved  a  careful  balance  of  the  natural  competition  of  a  free  market- 
place with  the  need  for  bank  soundness,  may  be  divided  into  three 
broad  classes.  Rules  and  constraints  in  the  first  class  provide  for  the 
corporate  organization  of  banks  and  protect  them  against  unethical 
or  destructive  practices.  This  class  is  distinguished  by  a  generally 
agreed  upon  reconciliation  of  any  conflict  between  bank  soundness 
and  a  freely  competitive  banking  system. 

First  in  this  group  of  regulations  are  requirements  for  public 
disclosure  of  vital  business  information  such  as  that  required  by  the 
Securities  and  Exchange  Commission  under  the  Securities  Exchange 
A.ct  of  1934  and  by  this  Office  under  Part  11  of  our  regulations. 
Availability  of  this  information  serves  as  an  essential  tool  for  the 
marketplace  without  which  banks  might  not  be  able  to  raise  sufficient 
capital  or  to  build  the  public  confidence  necessary  to  the  success  of 
their  operations.  We  refer  the  Committee  to  our  answers  to  questions 
A3  and  C2(b)  for  a  more  extensive  analysis  of  this  subject. 

Second  are  those  rules  which  are  designed  to  prevent  improper 
and  destructive  self-dealing  transactions.  Foremost  in  this  group  is 
12  U-S.C.  371c,  which  imposes  strict  limitations  on  loans  which  a 
bank  may  make  to  its  affiliates.  This  statute  employs  a  two-pronged 
approach  in  order  to  quell  the  potentially  strong  temptation  for  a 
bank  to  favor  related  enterprises  by  restricting  the  amount  of  affiliate 
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loans  to  a  small  percentage  of  the  bank's  capital  and  surplus  and  by 
requiring  abundant  collateral. 

The  Glass-Steagall  Act  (12  U.S.C.  24(7))  originally  was  intended 
to  provide  another  shield  against  self -dealing  by  forbidding  national 
banks  to  underwrite  any  issue  of  private  securities  or  stock,  an  activity 
which  could  involve  substantial  conflicts  of  interest.  See  the  discus- 
sion of  legislative  history  in  ICI  v  Camp,  401  U.S.  617  (1971).  How- 
ever, with  regard  to  the  extent  to  which  this  statute  may  be  outmoded 
or  may  have  been  misinterpreted,  see  our  answers  to  questions  Co 
and  C6. 

Loans  which  a  bank  may  make  to  its  executive  officers  are  restricted 
under  12  U.S.C.  375a  to  amounts  and  categories  which  are  unlikely 
to  produce  damaging  consequences.  We  offer  a  critique  of  this  statute 
in  the  final  section  of  this  response. 

Third  among  the  regulations  in  the  first  class  are  those  rules  which 
are  designed  to  spread  the  risks  which  a  bank  assumes  in  conducting 
its  business.  The  framers  of  the  National  Bank  Act  realized  the 
danger  in  permitting  national  banks  to  concentrate  their  activities 
in  too  limited  a  sphere.  Therefore.  12  U.S.C.  82  and  84  have  played 
a  key  role  in  insuring  the  soundness  and  safety  of  the  national  bank- 
ing system  from  its  inception,  the  former  limiting  indebtedness  of 
a  national  bank  to  any  single  source  and  the  latter  limiting  the  amount 
a  national  bank  may  lend  to  any  one  borrower. 

The  Glass-Steagall  Act  not  only  is  designed  to  prevent  self-dealing, 
but  also  is  intended  to  insure  that  banks  spread  their  investment 
risk.  Under  12  C.F.R.  1  the  Comptroller  of  the  Currency  enforces 
the  ten  percent  of  capital  and  surplus  limitation  set  forth  at  12  U.S.C. 
24  (7)  applicable  to  investment  securities  which  national  banks  may 
sell,  purchase,  or  underwrite. 

Last  to  come  to  mind  in  the  group  of  risk-spreading  rules  are  those 
statutes.  12  U.S.C.  °>72  and  373,  which  govern  the  power  of  national 
banks  to  accept  drafts  or  bills  of  exchange.  These  laws  restrict  both 
the  length  of  time  during  which  a  bank  may  contract  to  accept  certain 
instruments  and  the  aggregate  percentage  of  acceptances  which  any 
one  bank  may  make. 

Fourth  are  those  statutes  concerning  the  organization,  corporate 
affairs,  and  insolvency  of  a  bank.  For  national  banks  these  laws  are 
dispersed  throughout  the  National  Bank  Act  and  form  a  part  of  the 
rudimentary  procedures  for  establishing  a  national  bank.  They  are 
es-ential  for  national  banks  to  compete  as  corporate  entities.  The  crea- 
tion and  termination  of  a  national  bank  is  heavily  regulated  when 
compared  to  a  non-bank  corporation,  but  this  heavier  regulation's 
required  to  safeguard  the  unique  role  of  banks  as  public  depositories 
and  managers  of  the  payments  mechanism. 

Last  in  this  class  we  list  the  criminal  statutes  scattered  through 
Title  18  of  the  United  States  Code  which  apply  to  bank  operations 
and  the  Financial  Institutions  Supervisory  Act  of  19(>6  (12  U.S.C. 
1818(b)),  which  establishes  specific  procedures  to  be  followed  by 
this  Office  in  enforcing  the  various  banking  laws.  An  extensive  evalua- 
tion of  the  adequacy  and  effectiveness  of  these  statutes  may  be  found 
in  our  answers  to  questions  Cl  and  ( J2. 
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UNRECONCILED    CONFLICTS 


The  second  of  the  three  classes  of  bank  regulation  consists  of  those 
legal  constraints  which  exchange  a  greater  measure  of  competition  for 
a  greater  measure  of  protection  for  certain  special  interests.  In  con- 
trast to  the  first  class,  these  laws  represent  conflicts  which  are  un- 
reconciled between  free  competition  and  existing  bank  regulatory 
policy.  Each  of  these  areas  thus  is  deserving  of  close  Congressional 
review. 

First  in  this  group  are  the  statutes  regulating  the  payment  of  inte- 
rest on  deposits  and  the  implementing  regulations  of  the  Federal 
Reserve  Board  (Regulation  Q.  12  C.F.R.  217)  and  the  FDIC  (12 
C.F.R.,  Part  329).  Through  this  regulation  an  interest  differential 
is  established  between  commercial  banks  and  other  depository  institu- 
tions whereby  the  former  are  restricted  to  paying  a  slightly  lower 
maximum  rate  than  the  latter,  ostensibly  to  insure  that  larger  amounts 
of  savings  deposits  will  be  channeled  into  institutions  which  primarily 
fund  the  housing  industry.  Banks  are  prohibited  from  paying  any 
interest  on  demand  deposits. 

Second  and  highly  significant  on  the  list  of  this  class  of  regulation 
are  the  statutory  requirements  for  establishment  of  branches  and  con- 
summation of  mergers. 

Third  are  the  limitations  placed  upon  the  types  of  activities  in  which 
banks  may  engage,  specifically  found  in  12  U.S.C.  24  (7)  and  the 
Bank  Holding  Company  Act  of  1956,  as  amended  (12  U.S.C.  1841- 
50).  Under  section  24  (7)  national  banks  are  authorized  to  exercise  all 
powers  which  are  incidental  and  necessary  to  carry  on  the  business  of 
banking.  Challenges  to  certain  incidental  powers  of  national  banks 
have  been  raised  in  recent  years  in  the  areas  of  travel  agency  services, 
automatic  data  processing,  insurance,  personal  property  leasing,  and 
automatic  investment  services,  anions:  others.  Similarly,  under  Sec- 
tion (4)  (c)  (8)  of  the  Bank  Holding  Company  Act  (12  U.S.C.  1843 
(c)(8))  the  Board  of  Governors  of  the  Federal  Reserve  System  has 
permitted  bank  holding  companies  to  engage  in  certain  bank-related 
activities,  including  mortgage  banking,  personal  property  leasing, 
sales  and  consumer  financing,  factoring,  and  armored  car  services^ 

The  final  group  which  we  would  place  in  this  class  consists  of  two 
statutes  which  limit  real  estate  loan  and  investment  powers  of  na- 
tional banks,  i.e..  12  U.S.C.  29  and  371.  By  section  29  a  national 
bank  may  hold  real  estate  for  a  restricted  set  of  purposes,  such  as  use 
as  bank  premises  and  acquisition  through  foreclosure.  By  section  371 
a  national  bank  is  limited  in  the  amount  and  types  of  real  estate  loans 
which  it  may  make. 

SOCIAL   GOALS 

Third  among  the  three  classes  of  bank  regulation  is  that  group  of 
laws  which  is  intended  to  accomplish  certain  social  purposes  not  di- 
rectly related  to  bank  soundness  but  achievable  through  the  vehicle  of 
the  banking  system.  Depending  on  the  nature  of  the  market  and  the 
costs  of  compliance,  their  effect  may  be  either  procompetitive  or 
anticompetitive. 
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First  in  this  class  are  the  various  consumer  protection  statutes. 
Under  12  U.S.C.  85  and  86  national  banks  are  restricted  in  the  maxi- 
mum interest  rate  they  may  charge  on  loans.  Section  8'5  recently  has 
been  amended  to  permit  a  higher  rate  of  interest  for  large  business 
and  agricultural  loans.  Over  the  past  several  years  Congress  also  has 
passed  a  series  of  statutes — such  as  Truth-in-Lending,  Fair  Credit 
Billing,  Fair  Credit  Reporting,  and  Real  Estate  Settlement  Proce- 
dures— all  of  which  are  intended  to  protect  the  consumer. 

Second  are  those  laws  which  seek  to  combat  racial,  religious,  sexual, 
and  other  forms  of  discrimination  which  are  unrelated  to  the  credit- 
worthiness of  the  borrower.  Most  important  among  these  statutes  are 
Title  VIII  of  the  Civil  Rights  Act  of  1968,  which  prohibits  discrimi- 
nation in  commercial  real  estate  lending.  Title  VII  of  the  Civil  Rights 
Act  of  1964  and  the  Equal  Employment  Opportunity  Act  of  1972, 
which  prohibit  discrimination  in  hiring  practices  in  private  industry 
and  in  the  government  sector,  and  the  Equal  Credit  Opportunity  Act 
of  1974  which  prohibits  discrimination  on  the  basis  of  sex  in  any  exten- 
sion of  credit. 

Last  in  this  group  we  would  place  the  Flood  Disaster  Protection  Act 
of  1973  (P.L.  93-234)  and  the  proposed  Home  Mortgage  Disclosure 
Act  of  1975  (H.R.  10024).  For  each  of  these  laws  Congress  has  dis- 
cerned a  need  to  promote  a  social  goal  through  substituting  the  judg- 
ment of  Congress  for  the  business  judgment  of  individual  bank  man- 
agement and/or  bank  customers.  These  statues  do  not  place  the  same 
burdens  on  many  competitors  of  banks. 

RECOMMENDATIOXS    FOR    CHAXGE 

Among  the  various  Federal  banking  laws  a  number  in  each  of  these 
three  classes  warrant  serious  reconsideration  in  light  of  financial,  tech- 
nological, and  social  developments  of  recent  years.  We  offer  the  fol- 
lowing comments  regarding  changes  we  believe  to  be  necessary  to 
increase  the  soundness  which  freer  competition  can  bring  to  the 
nation's  banking  system. 

(1)  The  limitations  imposed  by  12  U.S.C  375a  on  loans  to  bank 
executive  officers,  enacted  in  1967  (P.L.  90-44),  are  seriously  out- 
dated. In  the  past  eight  years  the  national  consumer  price  index 
has  risen  64.6  percent.  The  costs  of  housing  and  education  haA~e 
escalated  at  least  as  much.  Therefore,  we  believe  that  a  commensurate 
increase  in  the  officer  loan  limits  would  be  reasonable  and  would  not 
affect  banks'  safety  or  soundness.  We,  therefore,  recommend  that  Con- 
gress give  this  matter  careful  consideration. 

(2)  In  part  because  of  its  age,  the  details  of  12  U.S.C.  84  deserve 
careful  reexamination.  In  recent  years,  for  example,  most  states  have 
adopted  the  Uniform  Commercial  ( 'ode,  which  appeal's  to  be  at  odds  in 
certain  respects  with  the  definition  of  "obligations"  found  in  the  Fed- 
era]  statute.  Also,  section  84  fails  to  deal  directly  with  money  market 
t  ransactions;  lends  itself  reluctantly  to  intelligent  interpretation,  espe- 
cially in  the  Rrsl  f.-w  exceptions;  and.  perhaps,  imposes  too  strict  a 
limitation  on  certain  loan  categories.  The  basic  idea  of  risk-spreading, 
however,  is  essential  to  healthy  banking  and  should  be  retained. 

(3)  Four  decades  have  passed  since  the  enactment  of  Glass-Steagall, 
and  we  believe  it   is  time  to  re-evaluate  some  of  this  legislation  in  a 
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more  tempered  atmosphere,  considering  both  economic  and  statutory 
changes.  Two  areas  which  appear  especially  ripe  for  re -examination 
are  the  authority  for  national  banks  to  sponsor  mutual  funds  and  the 
authority  to  underwrite  revenue  bonds  of  states  and  municipalities. 
For  a  more  extensive  review  of  our  experience  in  this  regard,  see  our 
answers  to  questions  C5  and  C6. 

(4)  Regulation  Q  should  be  re-examined  carefully  in  light  of  recent 
experience  with  the  expanding  powers  of  non-bank  depository  insti- 
tutions. This  view  is  supported  by  the  provisions  of  the  Financial 
Institutions  Act  of  1975  (S.  1267)  which  would  eliminate  the  interest- 
rate  differential  in  a  number  of  years  while  compensating  non-bank 
depository  institutions  with  expanded  authority  in  several  key  areas. 
Moreover,  Dr.  E.  J.  Kane,  a  professor  at  Ohio  State  University  and 
visiting  senior  economist  at  the  F.D.I.C.,  recently  has  testified  before 
the  Subcommittee  that  Regulation  Q  has  cost  the  American  saver  $30 
billion  since  1966  through  subsidizing  the  American  homebuyer.  See, 
also,  our  answer  to  question  A  2  ( 8 ) . 

(5)  Restrictions  on  branching,  be  they  state  or  Federal,  appear  to 
serve  only  a  social  purpose  and  cannot  be  economically  justified.  Recent 
developments  in  the  area  of  electronic  funds  transfer  systems  have 
brought  about  an  oblique  confrontation  between  antiquated  branching 
laws  and  innovative  technological  advances.  While  we  believe  that  the 
branching  statutes  must  be  re-evaluated  and  redesigned,  we  would 
hope  that,  in  any  event,  the  constraints  placed  upon  branches  will  not 
be  extended  to  encompass  customer-bank  communications  terminals  or 
other  electronic  funds  transfer  mechanisms.  A  more  complete  discus- 
sion of  the  electronic  funds  transfer  debate  is  included  in  our  answers 
to  questions  A2(8),  A2(10),  and  C5.  See  also,  our  answer  to  question 
El  for  a  critique  of  laws  restricting  interstate  branching. 

(6)  Under  the  Bank  Merger  Act  of  1966  (12  U.S.C.  1828(c))  pro- 
cedures dissimilar  to  those  applicable  to  mergers  in  any  other  industry 
are  required  to  be  followed  by  banks  which  desire  to  merge.  Fostering 
an  apparent  socially  motivated  antitrust  policy,  the  Act  prohibits 
consummation  of  any  merger  pending  judicial  determination  when 
the  U.  S.  Department  of  Justice  objects  on  the  grounds  of  anti-com- 
petitive effects.  We  see  no  reason  why  banks  should  be  segregated  from 
the  rest  of  the  business  community  in  this  manner,  as  disentanglement 
of  the  affairs  of  two  merging  banks  generally  is  no  more  difficult  than 
the  disentanglement  of  the  affairs  of  any  two  newly  merged  businesses. 
In  fact,  the  imposition  of  a  stay  of  the  merger  may  work  a  serious 
hardship  on  a  smaller  bank  in  a  case  in  which  the  Justice  Department 
has  little  chance  to  prevail.  See  our  answers  to  questions  C6  and  El 
for  greater  detail. 

(7)  With  respect  both  to  national  banks  and  to  bank  holding  com- 
panies, competitors  in  the  various  bank-related  fields  consistently  have 
attempted  to  circumscribe  severely  bank  and  holding  company  opera- 
tions and  to  substitute  decisions  of  the  Congress  or  of  the  courts  for 
the  forces  of  the  marketplace  in  determining  what  activities  should 
be  undertaken  by  banks.  The  principal  beneficiaries  of  such  constraints 
seem  to  be  competitors  or  potential  competitors  of  banks,  who  wish 
to  avoid  the  rigors  of  competition.  In  light  of  the  continuing  serious 
controversy  and  the  short-circuiting  of  free  competition  by  which  it 
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is  accompanied,  we  think  that  this  regulatory  area  deserves  careful 
review. 

(8)  Although  12  U.S.C.  371  recently  has  been  revised  to  relax  a 
number  of  traditional  restrictions  on  national  bank  real  estate  lending 
activities,  we  continue  to  discern  no  particular  benefit  arising  from 
any  of  the  remaining  special  restrictions.  Under  the  Financial  Insti- 
tutions Act  of  1975  all  restrictions  in  the  present  law  would  be  abol- 
ished, and  national  banks  would  be  entitled  to  lend  on  the  security 
of  real  property  to  the  extent  that  they  may  lend  on  any  other  security. 
We  strongly  endorse  this  approach. 

Also  related  closely  to  the  subject  of  real  estate  lending.  12  U.S.C. 
29  is  deserving  of  re-examination,  particularly  the  five-year  limit  it 
imposes  on  the  holding  of  real  estate  which  a  national  bank  has  taken 
in  satisfaction  of  debts  previously  contracted.  This  restriction  often 
prevents  a  bank  from  minimizing  its  loss,  especially  on  large  real 
estate  loans,  in  the  event  that  completion  of  construction  is  unavoid- 
ably delayed.  See  our  answer  to  question  B6  for  more  detail. 

(9)  The  national  bank  usury  statutes  (12  U.S.C.  85  and  86)  should 
be  reviewed  carefully.  Our  experience  has  shown  that  a  usury  limit 
which  is  imposed  artificially  rather  than  by  market  forces  encourages 
and  even  compels  many  banks  to  curtail  a  substantial  portion  of  their 
lending  business  to  the  detriment  of  their  communities. 

Other  consumer  protection  statutes,  which  may  benefit  the  public 
in  various  ways,  also  are  by  no  means  cost-free.  Specifically,  we  cite 
the  Consumer  Credit  Protection  Act  ("Truth-in-Lending"),  the  Fair 
Credit  Reporting  Act.  the  Fair  Credit  Billing  Act,  and  the  Real 
Estate  Settlement  Procedures  Act  as  producing  increased  costs  for 
banks  and  other  financial  institutions  which  inevitably  are  transmitted 
in  subtle  ways  to  the  consumer.  We  are  not  necessarily  saying  that 
these  laws  are  undesirable,  but  we  do  urge  that  they  be  re-evaluated 
in  order  to  analyze  the  consumer  benefit  in  relation  to  the  consumer 
cost. 

(10)  With  respect  to  the  laws  intended  to  eliminate  racial,  religious, 
sexual  and  other  similar  forms  of  lending  discrimination  the  Comp- 
troller of  the  Currency  has  taken  affirmative  action  in  the  form  of 
policy  statements,  pilot  studies,  and  nationwide  programs  designed 
for  enforcement,  and  our  regulatory  involvement  continues  to  grow. 
Whether  or  not  these  legal  constraints  are  economically  grounded, 
they  are  part  of  the  basic  fabric  of  our  social  system  and  must  be 
endorsed.  We  refer  the  Committee  to  our  answer  to  question  B4(d) 
for  further  discussion  of  consumer  protection  and  civil  rights  laws. 

(11)  Although  the  Comptroller  of  the  Currency  believes  firmly  that 
bankers  are  duty-bound  to  provide  financial  leadership  to  their  respec- 
tive communities  and  certainly  should  contribute  their  expertise  and, 
;it  times,  their  money  to  efforts  to  solve  the  social  problems  of  their 
communities,  we  are  troubled  by  the  apparent  Congressional  de-ire 
to  place  mi  unwarranted  and  unworkable  measure  of  responsibility 
for  curing  many  of  the  nation's  social  ills  upon  the  banking  industry. 
In  this  regard  we  refer  specifically  to  the  obligations  of  hanks  under 
the  flood  insurance  law  and  the  proposed  mortgage  disclosure  statute. 

(1'2)  In  addition  to  the  legislative  recommendations  offered  in  our 
answers  to  questions  C2  and  C6,  we  wish,  as  a  final  comment,  to  high- 
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light  another  area  in  which  strengthened  enforcement  powers  should 
be  considered.  Under  present  law  no  penalties  short  of  cease  and  desist 
or  removal  attach  to  violations  of  the  lending  limit  established  by  12 
U.S.C.  84.  Institution  of  civil  money  penalties  against  individuals 
who  are  responsible  for  violations  of  this  sort  would  provide  a  less 
drastic  remedy  and  would  serve  as  an  effecth7e  deterrent  to  wayward 
bank  managers. 

CONCLUSION 

In  striving  to  foster  a  sound  banking  system  based  upon  the  greatest 
possible  freedom  of  competition,  this  Office  would  prefer  to  witness  a 
comprehensive  strengthening  of  government  regulatory  authority 
among  the  agencies  responsible  for  supervising  financial  institutions 
to  promote  the  application  of  agency  discretion  on  a  case-by-case  basis 
in  most  areas  of  bank  operations.  Our  experience  in  trying  to  apply 
detailed  statutes  of  universal  application  persuades  us  that  it  is  most 
difficult  for  the  government,  either  through  the  Congress  or  the 
agencies,  to  design  statutes  or  regulations  that  will  work  effectively 
with  all  financial  institutions.  Rather,  we  think,  more  elaborate  en- 
forcement powers  accompanied  by  general  Congressional  policy  direc- 
tives will  lead  to  a  more  sensitive  and  responsive  regulatory 
mechanism. 

A-2.  Give  your  appraisals  of  the  following  recent  or  current  de- 
velopments as  they  relate  to  the  efficiency,  competitiveness,  and  sound- 
ness of  the  nation's  financial  system  and  particularly  in  the  banking 
system. 

Where  relevant,  include  a  discussion  of  the  parts  played  by  statutes, 
regulation,  supervision,  and  private  market  forces  in  restraining  or 
encouraging  these  developments.  In  all  cases  where  the  regulatory 
system,  (defined  broadly  to  include  statutes)  does  or  should  have  a 
significant  role,  assess  the  seriousness  of  problems  raised  by  inadequate 
data,  analysis*  corrective  powers,  and  administrative  procedures. 

A-2(l)  Liability  management,  the,  growth  of  the  Federal  funds 
market,  and  changes  in  bank  assets  liquidity. 

The  concept  of  liability  management  is  most  easily  understood  by 
first  looking  at  the  need  for  and  sources  of  a  bank's  liquid  funds.  Banks 
face  two  principal  demands  for  liquid  funds:  (a)  investing  in  new 
assets,  such  as  making  new  loans;  and  (b)  paying  off  existing  liability 
holders,  such  as  depositors  who  wish  to  withdraw  their  money  by  check 
or  otherwise.  These  demands  for  funds  are  usually  met  from  two 
sources:  (a)  the  sale  of  readily  marketable  assets,  such  as  Treasury 
bills  held  in  the  bank's  portfolio;  and  (b)  the  issuance  for  cash  of  new 
liabilities,  such  as  certificates  of  deposit.  In  recent  years  the  liability 
acquisition  process  has  taken  on  increasing  importance  as  a  source 
of  liquid  funds,  particularly  for  larger  banks,  this  process  is  described 
as  liability  management. 

Because  of  the  rising  demand  for  loans  and  a  slower  growth  of 
funds  available  to  the  banks  from  traditional  sources — i.e..  demand 
deposits,  savings  deposits  and  capital — the  larger  banks  have,  during 
the  past  20  years,  turned  to  the  concept  of  "liability  management 
Liability  management  is  the  ability  of  a  bank  to  control  the  amount 
of  funds  acquired  through  certain  types  of  deposits  or  borrowing. 
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thereby  enabling  it  to  make  desired  loans  and  investments  without 
selling  other  assets  or  depending  on  customer  deposit  in-flows  to  pro- 
vide the  needed  funds.  The  bank  is  able  to  control  its  own  growth  by 
keeping  interest  rates  on  its  liabilities  competitive  with  returns  avail- 
able on  alternative  investments.  During  the  past  fifteen  years,  managed 
liabilities  have  risen  faster  than  demand  deposits,  savings  deposits  or 
capital,  primarily  because  of  the  disintermediation  from  the  banking 
system  of  these  traditional  sources  of  funds.  In  early  1961,  the  time 
certificate  of  deposit  was  created  and  with  it  began  the  wide  and  ac- 
cepted use  of  liability  management  to  accommodate  asset  acquisition 
which  was  a  reversal  of  the,  until  then,  traditional  procedure. 

The  major  types  of  bank  liabilities  (See  Exhibit  1)  are  demand  de- 
posits, on  which  the  payment  of  interest  is  prohibited  by  Federal 
Reserve  Regulation  Q ;  savings  deposits  and  time  deposits  of  less  than 
$100.0o<)  on  which  the  payment  of  interest  is  limited  by  Regulation  Q: 
negotiable  certificates  of  deposit  over  $100,000  and  other  time  deposits 
over  $100,000  on  which  there  is  at  present  no  maximum  rate  of  inter- 
est established:  Eurodollar  borrowings;  Federal  funds  purchased  and 
borrowings  from  banks ;  repurchase  agreements  on  Treasury  and  U.S. 
Agency  securities;  capital  notes  and  debentures.  The  interest  rate  of 
the  last  six  types  of  liabilities  is  determined  by  the  current  market 
while  the  maximum  rate  payable  on  the  first  two  is  determined  by  reg- 
ulations. In  addition,  certain  of  these  liabilities  are  considered  to  be 
deposits  subject  to  reserve  requirements.  Both  interest  rate  limitations 
and  reserve  requirements  play  a  role  in  the  costs  to  the  bank  of  acquir- 
ing the  funds  and  determine  to  some  extent  their  usefulness  of  each 
method  of  funds  acquisition. 

Liquidity  for  the  large  metropolitan  and  regional  banks,  therefore, 
can  be  described  as  the  ability  of  a  particular  bank  to  acquire  funds 
through  the  issuance  or  acceptance  of  a  liability  by  the  bank.  Each 
bank  must  manage  its  affairs  in  such  a  manner  as  to  enable  it  to 
respond  to  the  needs  of  its  customers  seeking  credit  and  other  financial 
services.  Its  ability  to  attract  funds  from  the  market,  the  large 
industrial  corporations,  insurance  companies  and  other  financial  in- 
stitutions, and  to  borrow  funds  is  determined  by  its  ability  to  pay  a 
competitive  rate  of  return  for  those  funds.  In  a  very  real  sense,  then, 
each  large  bank  operates  Avithin  the  context  of  its  own  given  market, 
whether  it  be  international,  national  or  regional — and  its  customers' 
needs. 

The  attached  table  (Exhibit  2)  showing  the  major  items  of  all  bank 
balance  sheets  demonstrates  the  impact  of  liability  management  from 
1960  to  1075.  Time  deposits,  which  include  the  larger  negotiable  C.D.'s 
increased  from  34.6  percent  to  40.0  percent  of  afi  liabilities.  Federal 
funds  purchased,  an  item  that  did  not  even  exist  in  19G0,  equaled  6.7 
percent  of  all  liabilities  by  1975. 

On  the  asset  side,  the  effect  of  liability  management  is  sIioavu  clearly 
by  the  dramatic  drop  in  cash  and  U.S.  inrovernment  obligations.  These 
two  items,  combined,  dropped  from  40.3  percent  to  20.8  percent  of 
all  assets. 

In  addition,  because  the  business  activities  of  the  large  banks  and 
the  markets  they  serve  are  different  from  those  of  the  small  banks, 
it  is  difficult  and  indeed  inappropriate  to  speak  of  the  banking  industry 
as  a  single  unit.  The  smaller  bank  performs  primarily  a  safekeeping 


313 

Had  payments  function  for  its  community.  The  large  international, 
national  and  regional  banks  also  perform  this  function,  but,  in  addi- 
tion, serve  as  major  intermediaries,  in  channeling  funds  into  medium 
und  long-term  credits.  Averages  for  the  banking  industry  as  a  whole, 
therefore,  have  rather  limited  applicability  in  answering  general  ques- 
tions about  whether  "banks''  are  sufficiently  liquid. 

Due  to  the  administrative  interpretation  of  statute  (see,  for  ex- 
ample, 12  C.F.R.  7.1130,  7.1131,  7.7000,  7.7518  and  7.7530,  see  also  12 
C.F.K.  14.5  Keg.  14)  and  industry  innovation  such  as  the  introduction 
of  the  certificate  of  deposit,  the  form  of  bank  liquidity  has  changed 
since  the  early  1960s.  As  the  market  for  certain  bank-issued  instru- 
ments developed  and  became  broader  and  deeper,  the  ability  of  the 
larger  banks  to  acquire  liabilities  has  strengthened.  The  result  of  these 
changes  is  that  traditional  asset  liquidity  is  less  important  for  many 
such  banks  than  it  once  was.  It  is,  therefore,  not  entirely  appropriate  to 
look  solely  at  a  bank's  asset  portfolio  to  determine  the  degree  of 
liquidity  available  to  it.  For  while  the  ratio  of  liquid  assets  held  to 
various  balance  sheet  items  has  declined,  banks  have  developed  the 
ability  to  obtain  short  term  funds  by  methods  other  than  selling  assets. 
This  access  to  the  money  market,  this  ability  to  attract  funds  when 
needed  through  the  issuance  of  liability  is  a  major  element  of  liquidity 
and  the  prime  of  object  of  liability  management. 

Funds  "purchased"  in  the  money  markets  tend  to  be  more  volatile 
than  the  deposits  of  local  business  and  household  customers.  The  risk 
of  sudden  outflows  is  greatest  for  very  short-term,  uninsured,  large 
denomination  liabilities  in  the  hands  of  holders  who  can  shift  quickly 
into  other  assets.  But,  nearly  all  bank  liabilities  have  to  be  purchased 
in  one  way  or  another.  Even  customers  do  not  keep  funds  with  the  bank 
except  for  the  service  or  interest  credit  that  they  expect  to  receive  in 
return.  Banks  have  to  pay  competitive  rates  on  consumer  time  deposits 
and  offer  corporate  customers  an  incentive  to  keep  excess  working 
balances  in  the  bank  instead  of  seeking  other  investments. 

The  necessity  for  banks  to  compete  actively  for  funds  has  been  due 
in  part  to  the  closer  management  of  cash  positions  by  bank  customers. 
As  corporations  and  individuals  shifted  funds  not  needed  for  trans- 
actions into  interest-bearing  instruments,  demand  deposits  at  banks 
failed  to  keep  pace  with  the  demand  for  bank  loans.  Meanwhile,  bank 
holdings  of  securities  that  could  be  sold  to  provide  funds  for  lending 
had  been  reduced  to  near  minimum  levels.  In  this  environment  manv 
banks-— especially  those  whose  deposits  were  held  by  large  anii 
financially  sophisticated  corporate  customers — tailored  "liabilities  to 
retain  and  attract  funds  that  would  otherwise  move  into  money  market 
instruments.  Where  liability  items  are  tailored  to  meet  specific 
customer  needs,  a  large  proportion  of  such  liability  items,  such  as 
negotiable  certificates  of  deposit  or  repurchase  agreements,  can  be- 
almost  as  stable  as  the  more  traditional  sources. 

Some  banks,  however,  stepped  far  outside  existing  customer  rela- 
tionships by  bidding  for  money  market  funds  through  brokers.  It  is 
clear  that  there  are  limits  to  the  ability  of  a  bank  to  support  asset 
growth  with  funds  acquired  in  the  money  markets.  These  limits  are 
not  the  same  for  all  banks.  Investors  do  pay  attention  to  the  capital 
position  of  the  institution  issuing  the  obligation,  especiallv  where  no 
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collateral  is  involved.  However,  in  times  of  uncertainty  investors  tend 
to  favor  the  very  largest  and  best-known  institutions  on  the  assumption 
that,  whether  or  not  justifiable,  that  size  is  synon}-mous  with  safety. 
Smaller  banks  may  have  to  pay  a  premium  for  money  market  funds. 
The  vast  majority  of  the  nation's  small  banks  do  not  have  access  to 
the  money  market  at  all,  and  their  deposit  customers  may  be  somewhat 
less  interest-sensitive. 

Sum  11  banks  are  likely  to  have  a  significant  percentage  of  their 
deposits  concentrated  among  a  few  depositors,  or  within  a  narrow 
geographical  area,  while  large  banks  have  a  broader  representation 
of  deposits  from  many  customers,  with  relatively  few  accounts  so 
dominant  that  they  pose  a  serious  problem  for  the  bank's  management. 

The  statistics  in  Exhibit  3  repeal  the  response  of  national  banks  to 
the  problems  inherent  in  deposit  concentration.  Small  banks,  those 
with  liabilities  under  $10  million,  and  those  with  liabilities  between 
$10  million  and  $24  million,  tend  to  have  very  high  liquidity  ratios 
compared  with  large  banks. 

Maintenance  of  adequate  liquidity  involves  different  considerations 
for  each  bank.  Small  and  moderate-size  banks  in  rural  areas  generally 
need  to  maintain  a  substantial  volume  of  liquid  assets  to  provide  for 
deposit  volatility  and  strong  seasonal  swings  in  the  demand  for  credit. 
In  addition,  climatic  changes  may  cause  crop-yield  problems  which 
banks  need  to  weather  along  with  their  customers.  As  a  result,  the  pro- 
vision of  liquidity  for  a  normal  twelve-month  outlook  may  not  be  ade- 
quate for  such  banks.  Use  of  a  longer  time  horizon  is  prudent  for  them, 
and  it  means  holding  a  substantially  larger  volume  of  liquid  assets 
than  would  be  appropriate  for  a  one-year  horizon. 

On  the  other  hand,  urban  banks  having  highly  diversified  loan  port- 
folios, opportunities  for  extensive  participations  in  loans  throughout 
the  country,  and  a  diversified  depositor  base,  find  they  can  rely  on  a 
smaller  amount  of  liquidity  relative  to  other  balance  sheet  items*  With 
ready  access  to  the  money  market,  many  of  these  banks  use  liability 
management  to  provide  some  of  their  needed  liquidity,  in  addition  to 
i  raditional  asset  liquidity. 

Regulation  must  be  undertaken  with  great  care  and  be  based  on  suf- 
ficient and  accurate  data.  During  the  mid-1960s  legal  ceilings  on  inter- 
est rates  paid  were  raised  several  times  to  permit  banks  to  continue  to 
attract  funds  in  the  face  of  rising  market  interest  rates.  However,  as 
the  economy  showed  signs  of  overheating  in  1966  and  again  in  1969, 
I  he  ceilings  were  held  down  in  the  hope  that  such  policy  would  dampen 
the  pace  of  expansion  in  hank  c\v(\\t  and  thus  halt  inflation.  This 
policy  not  only  reduced  inflow  of  lendable  funds  to  banks,  but  indeed 
caused  an  outflow  of  funds,  or  the  disinf  ermediat  ion  of  funds  from 
banks  to  other  investments  paying  higher  interest.  This  disintermedi- 
ation  caused  serious  liquidity  problems  for  some  banks.  Most  severely 
affected  were  large  banks  with  heavy  dependence  on  negotiable  certifi- 
cates of  deposit. 

The  experience  of  L966  and  !<)(;<)  is  suggestive  of  the  inadequacy  of 
regulation  m  certain  areas  where  market  i'an-^  are  strong  ami  com- 
plex. Liability  management  has  brought  to  banking  a  certain  facility 
to  respond  more  quickly  to  market  conditions  and  economic  demand's 
than  was  possible  m  the  past.  It  requires,  however,  that  the  bank  offer 
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itself  as  an  investment  vehicle  and  indeed  be  competitive  with  the  rates 
offered  in  the  money  market.  Insofar  as  no  two  banks  have  exactly  the 
same  mix  of  loans  and  deposits,  or  the  same  loan  requests,  the  liquidity 
Bpeds  of  each  is  likely  to  be  somewhat  different.  Because  of  the  ex- 
tremely diverse  set  of  circumstances  they  face,  it  would  be  difficult  to 
specify  liability  management  techniques  suitable  for  all  national 
banks.  If  such  an  attempt  were  mad?  by  statute  or  regulation,  we  are 
if  the  opinion  that  the  provisions  of  any  such  document  would  prove 
too  restrictive  for  some  banks  and  inapplicable  to  the  needs  of  others. 
The  regulators,  rather,  need  more  accurate  and  timely  data  from 
each  bank  and  the  market  itself.  We  need  systems  which  will  help  us 
identify  areas  of  potential  problems  and.  most  of  all,  we  need  the  coop- 
eration of  the  banking  industry  to  make  our  role  in  this  area  meaning- 
ful. The  Comptroller  has  initiated  a  program  which  will  bring  to  this 
Office  more  relevant  information  which  we  believe  will  enable  us  to 
deal  with  specific  problems  more  quickly.  We  believe  that  the  best 
regulation  in  this  area  is  both  flexible  and  informed. 
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Comptroller  of  the  Currency 
Treasury  Dtp«rtmenl 

CC  Form  8022-04 
(Rev.  6/75) 


BANK  LIQUIDITY  ANALYSIS 


\s   of 


19 


Bank  name 
City  


Charter  no.  ^ 


County 


State 


NOTICE:   PLEASE  REFER  TO  INSTRUCTION'S  ON  THE  REVERSE  SIDE. 


TOTAL  LIABILITIES  (exclude  val.    reserves   &  capital) 

(a)  Less:   Deductions  [see  instructions;   reverse  side"].. 

NET  LIABILITIES 

Cash  and  due  from  banks 

Unpledged  U.  S.  Governments  (market  value) 


Other  unpledged  securities  --  two  year  maturities  or  less 
(market  value) 


Federal  funds  sold;  U.  S.  and  other  securities  purchased 
under  agreements  to  resel 1 


GROSS  LIQUID  ASSETS  (sum  of  lir.es  3,  4,  5  and  6).. 
Less:  Deductions  [see  instructions,  reverse  side], 
NET  LIQUID  ASSETS  (line  7  minus  line  8) 


DOLLARS 

Rounded  to  thousands 


Mil 


Thous  Hund 


PERCENT:   NET  LIQUID  ASSETS  TO  NET  LIABILITIES  (line  9  as 
a  percent  of  line  2) 


XXX 


XXX 


i:; 


XXX 


[H. 


XXX 


XXX 


XXX 


XXX 


MEMORANDA  ACCOUNTS 


Netrest  tenth   of  percent 


Other  unpledged  securities  with  maturities  of  over  two 
years   (market  value) 

Other(describe  fully) 


XXX 


XXX 


Signature  and  title  of  Officer 
authorized  to  sign  the  report 
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INSTRUCTIONS  FOR  BANK  LIQUIDITY  ANALYSIS  FORM 

1,  General. 

The   ''err.    formula  achieves  the  effect  of  retting  certain  closely  related  asset     aid  liability  accounts. 
The  accounts   ".c'ved  Kill   be  reported  'gross"  in  their  respect've  caoncns  on  me   face  side.     The  adjustment 
to  a  n»t   r^t's   will    :e   >z::  spl '  s-efi   In   two  stages:   First,   comp'ete     me  deductions  schedules   below,  per  In- 
structions;  second,  ca—y  :.er  to  tie  appropriate  entry  on  me   face  sid<"  (Item  1(a)  or  Item  8)   the  sun  of 
each  deduction  schedule. 

The   first  step   In   the  netting  procedure  1s   to  co-rare  tie  balances   as  b'-ween  "Due  frow  barks--t1me"  and 
"C^e  to  banks— U«d»V     If   me  reporting  bank  ,:eals   in  Federal   funds,  make  the  sane  comparison  between  "Federal 
funes   sold"   a-d  "Federal    fare's   purchased."     In  each  case   me  smaller  of  tne   two     amounts   shall   be  used  In  the 
formula   as   deduction  factors   to  be  entered  l-th     at   Item  1(a)   and   Item  8.      For  example:    The  "Feaera!    funds 
purchased"   accent  shows   a  balance     of  S50.CCO;   the  balance  of   tne   "Federal    funds  sold"  account   1s   zero.   The 
smaller  of  the   two  balances   is   zero  --  wnicn   is   the  a-cur,t  to  be  pickec  up  in  both  deduction  schedVes  below. 
In   the  event  that   me  asset  exactly  matcnes   the  liability,    me  deouction   factor  will   be   the  full   value  of 
either  account.     For  instance,  where  "Due   mo-  banks—time"  •  S'OCO  and  "Due  to  banks  —  time"  •  $1000.  us* 
$  :::  as  the  deduction  factor. 

Each  caption  on   me   form  Should  reflect  bank-only  figures  which   Includes   the  bank   and   <  ts  branches. 
foreign  and  domestic,     Hata   for  bank  subsidiaries  >nould  be  excluded.     All   dollar  amounts  should  he   rcu-ded 
off  to   thousands. 

2,  Item  1   should  reflect  "Total   liabilities"  of  the  bank-only,  excluding  capital   accounts  and  valuation  reserves. 

3,  Item  1(a)  deductions  schedule.     Corplete  this  schedule,   transfer  the  total   to  Item  1(a)  on  the  face  side. 

The  smaller  talanrw  as  between  "Due  from  banks--time"   ani  "Due   to  banks  —  time. " 
The    mount   ent    red  here  -ust  match   that  ehoun  for  the   lontra  entry  at 
lte~.  8 S 


The  smaller  balance  as  between  "Federal    funds  sold"  and  "Federal   funds  purchased. 
The  anount  entered  here  -us:  natah    that  ehoun  for   -.he  contra  entry  at 
Jten   i 


Mortgage  Indebtedness _ 

Contra   asset   iCCOjntS.      Tne   an  sunt*   of  epecifie  accounts   in   the  Condition  Peport 
under   "Other  zeeets"   that  are  effect  by  latching  ancjnte   under   "Other 

ilitiet" « 

Secured  liabilities.     The  aggregate  book  value  of  Habilitioe  secured  by  V.S. 
Government  ana  other  eligible  iseett    (including    loena),    bu:   n-;    *.ht  -.■iZua 
of     the  -'.died  assets.     Tne  vzlue  of  "Securit                    mder  repurc'naee 
agreement"  should  le  included  here - 

Interest  collected,  not  earned __ 

TOTAL   (Enter  also  at   Item  1(a)   on  face)       H 


Item  i  should  exe'ude  a"y  securities  sold  t.nder  repurchase  agreements.  U.S.  Governments 
(-ar«et  va^e)  wn'.ch  represent  an  overpledge  should  be  Included.  U.  S.  Governments  are 
classlf'ed  in  I  tens   2,   3  and  6  of  the  Consolidated  Report  of  Condition. 

Ite™  5  should     exclude  any  securities  sold  under  repurchase  agreements.      It  should  In- 
clude any  overpledge  of  securities,  other  than  U.S.   Governments,  with  maturities  of 
two  years  or  lass. 

Item  6  shall    Include  all    those  securities   purchased  pursuant  to  resale  agreements,   Ir- 
respective of  the  maturities  of  the  securities   themselves,    1n  which  the  tern  of  the 
agreement  does  not  exceed  3C  days.     The  amount  shall   be  offset  by  the  value  of  any  of 
these  securities  which,   1n  turn,   have  been  so'd  under  agreements   to  repurcmse. 

Item  8  deductions  schedule.     Complete  this  schedule,   transfpr  me  total    to  Item  8  on  the  face  side. 

The  smaller  balance  as  between  "Due  from  banks  — time"  and  "Due  to  banks  — time." 

Aleo  see  instructions  for  Iter  j  la) $  -_ 


The  smaller  balance  as  between  "Federal    funds  sold"  ard  "Federal    funds  purchased. 
See   instructions   for  Itsn   1(a) 

Reserve  required  by  the  Federal  Reserve.     The  r*nrvs  nay  be  oonpu-.ed  as  of  the 
oall  date  or  m^  be   the  ancunt  as  prendsd  by   the  Ftdaril  F*etr-jt  I   • 
not  dsduat   i\*ult   oash 

TOTAL  (S*Ur  alio  at  It*»  9  on  !>e  tne)    |M 


Items   under  me  Menorenda  Account  my  be  supplied  at  the  reporting  bank's  option.     !n  'Other',  the  bank 
may  include  data  relevant  to  its   liquidity  position  except  for  that  supplied  at  Memo  Item  1. 


319 

EXHIBIT  2 

SELECTED  BALANCE  SHEET  DATA  FOR  ALL  BANKS  IN  THE  UNITED  STATES,  1960-75 

[Dollar  amounts  in  millions] 


Compound 

annual 

rate  of 

Percent 

Percent 

Percent 

1975   Percent         growth 

1960    of  total 

1965    of  total 

1970    of  total 

(June)    of  total      (percent) 

Tcta!     assets     and  '-  _ 

liabilities $298,933 $437,119 $581,536 $935,613 8.2 

ASSETS 

Cash,  balances  with  other 
banks,  and  cash  collec-  „  „ 

tion  items,  total... 53,105        17.8        62,060        14.2        94,030        16.2      129,315        13.8  6.3 

Securities,  total 94,017        31.5      115,617        25.4      148,403        25.5      207,029        22.1  5.6 

U.S.  Government  obliga- 
tions       67,343        22.5        65,158        14.9        62,019        10.7        65,611  7.0  -.2 

Obligations  of  states  and 
political  subdivisions 18,281  6.1        39,050         8.9        69,844        12.0      100,295        10.7  12.5 

Other  securities i  6, 937  2.3        11,409  2.6        16,540         2.8        33,407  3.6 

Loans  and  discounts  net, 
total. 145,255        48.6      248,104        56.8      300,410        51.7      499,493        53.4  8.9 

Loans  2 13,229         4.4        24,038         5.5        28,494         4.9        53,187  5.7  10.1 

Fed  funds  sold  and  securi- 
ties purchased. 2,103  .5        16,251  2.8        38,892         4.2  36.0 

LIABILITIES 

IPC— demand. 117,370       39.3      140,409       32.1      182,882       31.4      233,986       25.0  4.9 

IPC— time 103,383       34.6      183,110       41.9      205,794       35.4      374,097       40.0  9.3 

Total  deposits  demand  and 
time _.    266,885        89.3      386,541        88.4      485,519        83.5      757,730        81.0  7.5 

Fed  funds  pmchared  and 
other  liabilities  for  bor- 
rowed money 4,590         1.1        19,454         3.3        62,752         6.7  31.7 

Total  capital  accounts  and 
reserves 24,603         8.2        35,055         8.0        49,481  8.5        66,903         7.2  7.1 

1  Listed  as  other  bonds,  notes  and  debentures. 

2  This  amount  represents  loans  to  commercial  and  foreign  banks,  to  other  financial  institutions,  to  brokers  and  dealers 
in  securities  and  other  loans  to  carry  securities. 

Note:  All  data  are  end  of  year  except  1975  which  is  for  midyear.  The  source  for  year-end  figures  is  the  "Annual  Report 
of  the  FDIC"  for  the  appropriate  year.  Midyear  1975  figures  were  taken  from  the  FDiC's  call  report  items  reference  list. 

EXHIBIT  3 

LIQUIDITY  SUMMARY  FOR  ALL  NATIONAL  BANKS  AS  OF  APR.  24,  1975 

Aggregate  data:  Net  liabilities,  $464,582,640;  net  liquid  assets,  $99,055,445;  liquidity  ratio,  21  percent 

FREQUENCY  DISTRIBUTION  BY  TOTAL  LIABILITIES 

Millions 

$250  and     Total  banks 
Percent  class  Under  $10      $10  to  $24      $25  to  $49      $50  to  $99  $100  to  $249  over       (0/0  class) 

40  and  over 522  332  95  38  13  7  1,008 

30  through  39.9 277  514  249  111  60  25  1,236 

20  through  29.9.. 238  594  420  280  151  116  1,799 

15  through  19.9. 49  161  122  73  45  73  523 

10  through  14.9. 12  26  26  16  8  18  106 

Under  10 7  3  3  1  2  4  20 

Total  banks 1,105  1,630  916  519  279  243  4,692 

A-2(2)  Increased  interest  rate  volatility  and  development  of  pro- 
tections against  it,  such  as  floating-rate  loans. 

The  development  of  a  floating  prime  rate  by  First  National  City 
Bank,  Xew  York,  in  October,  1971,  was  a  significant  development  in 
the  financial  markets.  This  action  signaled  a  distinct  departure  from 
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the  prevailing  practice  of  banking,  whereby  banks  all  over  the  U.Si 
would  charge  their  most  credit- worthy  customers  a  uniform,  publi- 
cized rate  announced  by  one  of  the  major  money  market  banks. 

The  move  toward  floating  rates  on  loans  was  considered  necessary 
for  several  reasons.  For  one  thing,  banks  sought  a  way  of  adjusting 
their  lending  rates  to  changes  in  market  conditions  which  would  avoid 
adverse  publicity.  If  the  public  could  see  that  other  rates  were  rising 
first,  changes  in  the  prime  lending  rate  might  be  more  acceptable.  But 
a  more  important  reason  concerned  operations  and  profits.  With  banks 
becoming  increasingly  more  reliant  on  purchased  money — the  rates 
on  which  are  not  subject  to  Regulation  Q  but  rather  move  freely  with 
changing  market  conditions — it  was  necessary  to  adopt  a  more  flexible 
system  of  pricing  loans  so  that  profitability  might  be  maintained. 

The  move  toward  greater  flexibility  in  lending  rates  should  provide 
improved  efficiency  and  greater  competition  among  banks.  Previously, 
small  banks  had  not  had  the  needed  freedom  to  change  their  pricing 
policies.  But  with  the  prime  receiving  less  attention,  smaller  banks 
now  have  greater  freedom  to  look  at  individual  customers  and  make 
certain  their  accounts  truly  earn  a  profit  for  the  bank  without  fearing 
the  impact  of  what  their  customers  read  about  banking  policies  in 
major  cities. 

A-2(3)  The  decline  in  bank  capital  relative  to  assets,  arid  particu- 
larly risk  assets.  Include  an  analysis  of  the  proper  role  of  subordi- 
nated debt. 

Bank  capital  is  generally  considered  in  terms  of  the  traditional 
capital  ratios  and  the  trends  in  those  ratios  lend  themselves  to  con- 
flicting interpretations.  First,  there  are  substantial  differences  between 
short-run  and  long-run  trends.  Second,  not  all  ratios  move  in  the  same 
direction. 

The  most  common  assertion  about  bank  capital  is  that  there  is  now 
less,  relative  to  bank  activity,  than  there  once  was.  There  is  some  truth 
to  that  assertion.  If  1974  is  compared  to  1020.  the  ratios  of  total  as-ets 
to  total  capital,  gro^s  loans  to  total  capital  and  total  deposits  to  total 
capita]  have  about  doubled.  (See  Table  1)  However,  with  regard  to 
the  first  two  ratios,  most  of  the  change  occured  prior  to  L967, 
and  for  the  third,  prior  to  11)50.  Thus,  the  deterioration  in  capi- 
tal position,  if  it  can  be  called  that,  is  not  a  recent  phenomenon.  There 
have  been  only  marginal  changes  in  approximately  the  past  seven 
years. 

Within  the  past  seven  years,  some  indicators  of  capital  adequacy 
have  run  counter  to  the  long-run  trends  of  the  more  popular  ratios. 
For  example,  the  proportion  of  national  banks  with  low  ratios  of 
classified  assets  to  gross  capital  funds  has  remained  high,  about  85 
percent.  There  have  been  appreciable  changes  in  the  proportion  of 
banks  with  higher  ratios.  (See  'Fable  2)  Thus,  the  available  data  do 
not  unequivocally  support  the  contention  that  there  has  been  a  recent 
deterioration  in  the  capital  positions  of  national  banks. 

By  their  very  nature,  subordinated  debentures  cannot,  fully  serve 
the  function  of  equity  capital.  Because  they  must  be  paid  off  al  ma« 
t  iii-it  v.  capital  notes  cannot  provide  a  cushion  against  losses  so  long 
:i-  the  issuing  bank  is  a  going  institution.  However,  it  is  the  view  oi 

this  Office  thai  the  availability  of  note  issuance  adds  needed  flexibility 

to  bank  management. 
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During  the  1000's  the  Comptroller's  Office  issued  a  ruling  which 
permitted  banks,  under  appropriate  conditions,  to  issue  long-term 
botes  and  debentures. 

We  continue  to  allow  that  activity  for  two  reasons.  First,  debt  in- 
struments help  serve  the  basic  regulatory  purpose  of  bank  capital : 
they  provide  additional  protection  for  bank  failure.  Second,  we  recog- 
nize that  some  market  situations  would  penalize  bank  stockholders 
if  regulators  were  to  insist  upon  the  sale  of  equities. 

However,  the  issuance  of  notes  and  debentures  is  carefully  circum- 
scribed by  our  Office.  First,  we  apply  a  general  rule-of -thumb  that 
limits  debt  capital  to  one-third  of  a  national  bank's  capital  accounts. 
Second,  we  hold  to  a  minimum  one  institution's  sale  of  its  debentures 
to  another,  usually  larger,  bank.  Such  interbank  transactions  do  not 
represent  a  fresh  commitment  of  funds  by  those  outside  the  banking 
System.  A  round-robin  of  interbank  capital  augmentation  only  waters 
doAvn  the  system's  capital. 

In  an  effort  to  modify  traditional  policies  and  to  introduce  several 
new  standards  applicable  to  the  sale  by  national  banks  of  subordi- 
nated notes,  the  Comptroller  recently  has  proposed  guidelines  for 
''Evaluation  of  Debt  Issues  as  Additions  to  Capital  Structure"  (40 
F.R.  29724-5  (7/15/75)).  These  guidelines  would  require  earnings 
coverage  of  debt  service  requirements  of  at  least  three  times  average 
net  income  over  the  preceding  five  years.  Also,  annual  amortization 
of  all  subordinated  notes  and  debentures  would  not  be  allowed  to 
exceed  one-half  of  the  bank's  average  retained  earnings  over  the  pre- 
ceding five  years.  Similar  guidelines  have  been  proposed  by  the  Fed- 
eral Reserve  as  well. 

TABLE  1.— SELECTED  CAPITAL  RATIOS,  ALL  NATIONAL  BANKS,  1920  74 

Ratios  gross 
Total  assets      loans  to  total     Total  deposits 
Year  to  total  capital  capital     to  total  capital 

1920 . 

1930 

1940 1 

1950 

1955 

1960 

1961.... 

1962 

1963.. 

1964 

1965. 

1966... 

1967 

1968... 

1969.. 

1970 

1971 

1972 

1973 

1974 


7.7 

4.3 

5.8 

7.4 

3.7 

5.9 

11.2 

2.8 

10.1 

15.4 

4.7 

14.2 

14.3 

5.6 

13.1 

12.6 

5.9 

11.3 

12.7 

5.8 

11.4 

12.6 

6.0 

11.2 

12.5 

6.3 

11.1 

12.6 

6.5 

11.3 

12.6 

6.8 

11.1 

12.8 

7.0 

11.2 

13.4 

7.1 

11.7 

13.8 

7.3 

12.0 

13.3 

7.4 

11.0 

13.6 

7.1 

11.4 

13.8 

7.2 

11.6 

14.2 

7.6 

11.8 

14.8 

8.2 

12.0 

14.9 

8.3 

12.0 
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TABLE  2.— PROPORTIONS  OF  ALL  NATIONAL  BANKS  WITH  SELECTED  RATIOS  OF  CLASSIFIED  ASSETS  TO  GROSS 

CAPITAL  FUNDS,  1967-74 

[In  percent] 

Proportion  of  all    national  banks  with  ratio  of  classified  assets  to 

gross  capital  funds  of— 

Year                                                                       0-9.9      10-19.9      20-29.9  30-39.9  40-49. 9  50  and  over 

1967 64.1           19.3            8.7  3.7  1.7  2.5 

1968 64.8           19.5             8.0  4.1  1.6  2.3 

1969 64.8           20.4             8.1  8.3  1.5  2.0 

1970.... 58.6           22.4           10.1  4.6  1.6  2.7 

1971 57.1           24.5             9.8  4.5  1.7  2.5 

1972 59.3           24.6             8.9  4.1  1.3  1.8 

1973 62.0           23.5             7.8  3.7  1.1  1.9 


19741 815  19.2  3.6 

1  Latest  examination  reports  as  of  June  30,  1974. 
Source:  Reports  of  examination. 

A-2(Jf)  Off  balance  sheet  items  such  as  loan  commitments  >nt>< 
contingent  liabilities  of  banks. 

Commitments  are  official  promises  to  lend  that  are  expressly  con- 
veyed, orally  or  in  writing,  to  the  bank's  customers.  Such  commitments 
arc  usually  in  the  form  of  a  formally  executed  agreement  or  letter 
signed  by  one  of  the  bank's  officers.  Oral  commitments  made  by  bank 
officers  to  customers  are  usually  accompanied  by  some  documentation 
for  the  bank's  own  records  such  as  a  notation  in  the  customer's  credit 
file. 

The  volume  and  composition  of  the  loan  commitments  of  commercial 
banks  have  had  a  growing  impact  on  the  flow  of  credit  in  the  economy. 
While  formal  commitments  have  always  been  a  part  of  commercial 
banking,  the  size  of  such  commitments  relative  to  outstanding  loans 
has  been  expanding  in  recent  years  as  borrowers  have  sought  to  confirm 
their  sources  of  short-term  financing.  Although  such  arrangements 
have  allowed  banks  to  enlarge  their  income  from  fees  and  also  to  form 
a  closer  association  with  prospective  borrowers,  they  have  restricted 
the  flexibility  of  banks  to  grant  or  refuse  new  loans.  Large  banks  for 
the  most  part  have  been  able  to  meet  their  loan  commitments,  although 
during  periods  of  credit  restraint  meeting  these  commitments  fre- 
quently required  an  increased  reliance  on  interest-sensitive  liabilities 
such  as  large  certificates  of  deposit  or  Federal  funds. 

A  copy  of  the  Office  of  the  Comptroller  of  the  Currency's  semi- 
annual report  Supplemental  Schedule  on  Loan  Commitments  is  at- 
tached. This  schedule  is  completed  routinely  by  selected  banks  whose 
domestic  deposits  exceed  $100  million.  Also  attached  is  a  list  of  unusued 
loan  commitments  at  selected  large  commercial  banks. 

Contingent  liabilities  are  included  in  a  bank's  Report  of  Examina- 
tion as  a  memorandum  account,  The  two  areas  receiving  the  greatest 
regulatory  attention  involve  letters  of  credit  and  foreign  exchange. 
The  Comptroller  began  collecting  data  on  standby  letters  of  credit 
beginning  with  the  Report  of  Condition  filed  December  31,  1973. 
Whether  or  not  these  letters  <>f  credit  should  be  treated  as  balance 
sneel .  or  off-balance  sheet,  these  items  were  thoroughly  discussed  within 
this  agency  and  with  other  agencies.  By  mutual  agreement  it  was 
decided  that  these  items  be  treated  as  a  memorandum  account. 
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Standby  letters  of  credit  are  considered  contingent  liabilities  on  a 
bank's  balance  sheet.  However,  this  Office  recently  promulgated  an 
interpretive  ruling  that  includes  these  exposures  as  extensions  of  credit 
for  purposes  of  calculating  a  bank's  total  loans  to  a  single  borrower. 
The  amount  of  loans  to  a  single  borrower  is  restricted  to  ten  percent 
of  the  bank's  capital  and  surplus. 

Certain  banks  and  their  affiliates  now  must  file  Foreign  Currency 
Reports  weekly  and  monthly  showing  their  foreign  exchange  positions. 
The  Reports  are  issued  by  the  Department  of  the  Treasury  but  com- 
pleted forms  are  processed  by  the  Xew  York  Federal  Reserve  Bank. 
A  weekly  report  is  filed  if,  during  the  past  week,  the  bank's  open  posi- 
tion in  any  one  currency  equals,  or  exceeds,  $1  million.  If  a  bank  has 
filed  a  single  weekly  report  during  a  month,  then  it  must  file  a  monthly 
report.  In  addition  to  including  the  bank's  exposure  in  all  foreign 
exchange,  the  monthly  report  contains  a  maturity  schedule. 

[A  letter  dated  July  3,  1975  from  Hon.  Justin  T.  Watson,  Deputy 
Comptroller  of  the  Currency  with  an  enclosure  "Supplemental  Sched- 
ule on  Loan  Commitments,"  Supplement  494B  and  a  statistical  release 
by  the  Federal  Reserve :  Table  1 — "Loan  Commitments  at  Selected 
Large  Commercial  Banks,"  and  Table  2 — "Outstanding  Loans  Made 
Lender  Commitments  at  Selected  Large  Banks"  follow :] 

The  Administrator  of  National  Banks, 
Office  of  the  Comptroller  of  the  Currency, 

Washington,  D.C.,  July  3, 1915. 
Re :  Second  Call  in  1975  Supplement  494B. 

To  the  President  or  Comptroller  of  the  Addressed  Bank: 

Dear  Sir  :  The  enclosed  Supplemental  Schedule  on  Loan  Commitments  is  to  be 
treated  as  a  component  of  the  Report  of  Condition  for  the  second  call  of  1975. 
It  is  being  furnished  separately  to  selected  banks  whose  domestic  deposits  on 
December  31, 1972  totaled  $100  million  or  more. 

The  completed  original  of  this  semi-annual  report  should  be  mailed  to  the 
Comptroller   of   the   Currency,   490   L'Enfant   Plaza,   Washington,   D.C.    20219, 
ATTN:  Statistics  Division.  A  copy  should  be  furnished  to  the  Federal  Reserve 
Bank  in  your  District. 
Sincerely, 

J.  T.  Watson, 
Deputy  Comptroller  of  the  Currency. 
Enclosure — Supplement  494B. 
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Cvrnptrollcr  .j,  ;.V  i  utkt 


SUPPLEMENTAL  SCHEDULE  ON  LOAN  : 


liarre  ol 
City 


bank 


State 


Jlate  of  Call 
!i'd  Code 


Supplement  4948 


975 


At  all  domestic  offices  of  your  bark,  ror  a)i  *h?  commitments  indicated  on  the  face 
of  the  form,  report  •  '-i  r  every  commitment  without  any  limitation  as  to  individual 
size  or  every  commitment  that   is    5100,000  or  above  --either  use  a   $100,000  size 


cut-off  for  all   domestic  offices  or  us( 
characterizes   reporting  at  your  bank:- 


none  at  all.     Please  indicate  which 


(a) 
(b) 


No  size  cut-off 
$100,000  size  cut 


■off 


3 

CD 


.... 

COMMTMEiVTS,  INCLUDING  CONFIRMED  LINES 

DOMESTIC  OFFICES  OF  EAN'K  ONLY 

^In  thousands  of  dollars^ 

UNUSED 

USED 

TOTAL 

FOR  COMMERCIAL  AND  INDUSTRIAL  LOANS 
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Commitments  for  revolvino  credits.. 

Confirmed  lines  of  credit 

Other  commitments  for  C&I  loan:.... 

) 

Total 

FOR  LOANS  TO  NONBANK  FINANCIAL  INSTITUTI 
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Total  commitments .including 

confirmed  1 ines 
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FOR  MORTGAGES 

(As  defined   ;'  r  Item   1,   ■ 

Report  of  i 

Total  commitments, including 

•  RETURN  THE  ORIGINAL  OF  THIS  REPORT  TO  THE  COMPTROLLER;  A  COPY  SHOULD 
ALSO  BE  SENT  TO  THE  FEDERAL  RESERVE  BANK  • 
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Instructions  for  Supplemental  Schedule  ox  Loan  Commitments, 
Supplement  494 B 

This  Supplement  should  cover  all  commitments  of  the  types  indicated, 
made  at  any  domestic  office  of  the  reporting  bank,  even  if  these  commitments  are 
taken  down  elsewhere.  Exclude  commitments  made  at  the  bank's  foreign  offices, 
but  include  commitments  made  by  the  bank's  international  division  if  they 
are  made  at  domestic  offices  and  are  of  the  types  indicated  on  the  face  of  this 
form.  Do  not  omit  commitments  merely  because  they  are  not  legally  binding 
or  require  no  commitment  fee. 

Promises  to  issue  letters  of  credit  or  to  execute  acceptances  do  not  constituto 
Commitments  in  the  sense  used  in  this  Supplement.  (See  the  definition  of  "com- 
mitments" below.) 

In  some  cases,  in  attempting  to  classify  a  firm  as  "commercial  and  industrial," 
"nonbank  financial,"  or  other  (latter  not  to  be  reported),  there  may  be  ambiguity 
because  the  firm  is  engaged  in  diverse  activities.  Under  these  conditions,  classify 
the  firm  on  the  basis  of  which  line  of  business  produces  the  largest  gross  sales 
or  revenues. 

On  occasion,  a  commitment  covers  several  affiliated  corporations.  For  example, 
if  a  parent  is  classified  as  "commercial  and  industrial"  and  one  or  more  sub- 
sidiaries are  classified  as  "nonbank  financial"  divide  the  total  commitment  to  the 
affiliated  group  among  the  corporations  in  proportion  to  their  individual  limits. 

DEFINITIONS 

Commitments  are  official  promises  to  lend  that  are  expressly  conveyed,  orally 
er  in  writing,  to  the  bank's  customers.  Such  commitments  are  usually  in  the  form 
of  a  formally  executed  agreement  or  a  letter  signed  by  one  of  the  bank's  officers. 
Oral  commitments  made  by  bank  officers  to  customers  are  usually  accompanied 
by  some  documentation  for  the  bank's  own  records  such  as  a  notation  in  the 
customer's  credit  file.  Authorization  (internal  guidance  lines)  where  the  customer 
is  not  informed  of  the  amount,  however,  should  be  excluded.  Exclude  cases  such 
as  those  where  loan  funds  are  temporarily  unavilable  pending  loan  committee 
approval. 

Unused  commitments  are  the  amounts  still  available  under  commitment  ar- 
rangements, but  not  borrowed,  as  of  the  indicated  date.  Unusued  commitments 
exclude  any  takedowns,  expirations,  and  cancellations. 

Used  commitments  are  all  loans,  less  repayments  of  principal,  made  under 
commitments  currently  or  previously  in  force. 

Total  commitments  are  all  used  plus  unused  commitments. 

C&I  term  loans  are  all  C&I  loans,  except  revolving  credits,  with  original  ma- 
turities longer  than  one  year. 

C&I  revolving  credits  are  C&I  loans  arising  from  formal  agreements  under 
which  the  borrower  may  draw  down  and  repay  loans  at  will,  with  no  prepay- 
ment penalty.  Although  the  agreement  may  include  a  provision  that  whatever 
amount  is  outstanding  upon  expiration  of  the  agreement  may  be  covered  into 
a  term  loan,  the  commitment,  until  the  expiration  date,  still  should  be  con- 
sidered a  revolving  credit. 

Confirmed  lines  of  credit  are  general  expressions  of  willingness  to  lend,  other 
than  for  term  loans  and  revolving  credits,  that  are  made  known  to  the  customer 
but  are  not  characterized  by  detailed  formal  agreements  specifying  the  terms 
and  conditions  under  which  a  loan  is  to  be  made.  Such  lines  are  sometimes  re- 
ferred to  as  advised  lines  or  disclosed  lines. 

Other  commitments  for  C&I  loans  are  expressions  of  willingness  to  lend,  other 
than  for  term  loans  and  revolving  credits,  that  are  made  known  to  the  customer 
and  are  characterized  by  detailed  formal  agreements  specifying  the  terms  and 
conditions  under  which  a  loan  is  to  be  made. 
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A-2(5)     The  bank  holding  company  movement. 

Although  regulation  of  bank  holding  companies  lias  been  dele- 
gated by  the  Congress  to  the  Federal  Reserve  Board,  our  Office  is 
interested  in  the  development  of  the  bank  holding  company  move- 
ment as  an  efficient  means  of  delivery  of  financial  services  to  the 
American  public.  The  national  banks  that  we  regulate  play  a  vital 
role  in  this  movement,  as  some  1545  are  subsidiaries  of  bank  holding 
companies.  In  general,  we  find  that  the  bank  holding  company  ve- 
hicle is  useful  in  permitting  the  banking  system  to  offer  the  public  new 
and  beneficial  services  because  of  laws  unnecessarily  restricting  the 
activities  of  national  banks. 

From  the  structural  aspect,  the  movement  has  permitted  banking 
groups  to  shift  effectively  funds  from  capital-surplus  to  capital-deficit 
areas  within  states  where  archaic  and  restrictive  legal  impediments 
prohibit  branching.  It  also  permits  a  more  efficient  system  of  manage- 
ment allocation  by  pooling  the  most  able  managers  to  run  an  orga- 
nization, rather  than  rationing  them  among  small  units.  To  acquire 
capital,  the  bank  holding  company  form  provides  access  to  capital 
markets  that  a  constituent  bank  might  not  enjoy  by  employing  the 
components'  aggregate  resources  as  an  asset  base  to  be  used  in  raising 
additional  debt  capital. 

In  the  delivery  of  financial  services,  bank  holding  companies  have 
expanded  into  the  fields  of  mortgage  banking,  personal  property 
leasing,  sales  and  consumer  finance  and  factoring.  The  Federal  Re- 
serve Board  has  also  permitted  a  variety  of  insurance  sales  operations 
by  bank  holding  companies.  We  have  monitored  these  developments 
and  have  no  doubt  that  they  are  steps  in  the  right  direction. 

We  hope  the  future  will  bring  a  more  rational  banking  structure 
in  which  national  banks  will  be  able  directly  to  meet  the  demand  of 
an  increasingly  sophisticated  and  affluent  public,  and  a  more  complex 
business  system.  In  this  connection,  we  have  made  some  suggestions 
in  our  answers  to  question  C(5),  C(G),  E(l),  and  G(9)  of  this  sub- 
mission and  we  will  make  more  during  the  course  of  the  FIXF  Study. 
The  goal,  as  we  perceive  it,  is  the  development  of  truly  full-service 
banking,  when  national  hanks — and  state  banks — can  oner  these  serv- 
ices in  a  constructive  climate  without  the  need  of  a  bank  holding  com- 
pany si  met  nre. 

A-2(6)     The  decline  in  bank  net  income  n  lative  to  bank  asst  ts. 

Since  19G0,  there  has  been  only  an  insignificant  decline  in  bank  net 
income  relative  to  bank  assets.  As  the  table  shows,  net  income  as  a 
percentage  of  bank  assets  of  all  insured  commercial  banks  dropped 
from  0.84%  in  1070  to  0.7S%  h*  1974.  Thus,  we  do  not  understand  the 
basis  for  the  question. 

\(  t  incdme  as  a  percentage  of  bank  assets    nil  insured  commercial 

hanks,   fin 0-7', 

Nel  Income/assets : 

L970 0.  si 

L971  0.  82 

11)72 0.  77 

1978 0.  80 

L974 0.  7S 
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A-2{7)  Increased  international  activities  of  U.S.  hanks,  and  in- 
creased U.S.  activities  of  foreign  hanks. 

It  has  always  been  the  responsibility  of  every  commercial  bank  in 
the  United  States  competitively  to  provide  the  legally  permitted  linan- 
cial  bervices  which  its  community  and  individual  customers  require. 
Thus,  major  banks  actively  have  competed  for  the  import  and  export 
financing  business  generated  within  their  respective  localities.  As 
these  customers  developed  and  expanded  their  international  activities, 
their  banks  strived  to  retained  as  much  of  this  new  business  as  they 
were  able  to  service.  Banks  followed  their  customers  through  overseas, 
representative  offices  as  well  as  foreign  branches  and  direct  invest- 
ments in  foreign  banks  (12  U.S.C.  §§  601-604a  and  12  C.F.U.  §  213). 
They  established  domestically  headquartered  Edge  Act  and  agreement 
corporations  to  conduct  international  business  either  directly  or 
through  ownership  in  foreign  banking  and  nonbanking  subsidiaries 
(12  U.S.C.  §§  611-632  and  12  C.F.R.  §  211).  Examination  procedures 
and  problems  in  supervision  related  to  these  overseas  banking  activi- 
ties are  discussed  in  our  answer  to  question  B  18  (a) . 

In  the  mid  1960's  many  banks,  as  they  acquired  expertise  and  devel- 
oped more  efficient  systems,  began  to  recognize  certain  foreign  coun- 
tries as  natural  extensions  of  markets  for  their  banking  business.  They 
found  the  business  helpful  in  facilitating  U.S.  trade.  Particularly 
through  programs  created  by  the  Commodity  Credit  Corporation,  the 
Foreign  Credit  Insurance  Association  and  the  Export-Import  Bank 
of  the  United  States,  banks  became  important  alternative  sources  of 
credit  to  foreign  governments  and  commercial  institutions.  Relative 
to  the  size  of  asset  portfolios,  the  international  activities  of  banks  re- 
turned greater  earnings  than  did  domestic  operations,  and  interna- 
tional loan  losses  were  nominal.  During  these  times  of  fixed  exchange 
rates,  foreign  currency  trading  remained  generally  profitable  with 
limited  risk  exposure. 

1972  and  1973  were  years  of  increasing  competition,  narrowing  of 
loan  and  inter-bank  interest  rate  spreads,  and  greater  exposure  due  to 
floating  rates  in  foreign  exchange.  Many  banks  emphasized  growth 
more  than  traditional  credit  criteria  and  sound  backroom  operational 
support. 

Events  of  1974  proved  to  be  a  chastening  experience  for  many  inter- 
national bankers.  Quadrupled  energy  costs,  inflation,  balance  of  pay- 
ments deficits,  and  recycling  of  OPEC  surplus  seemed  to  be  the  major 
challenges  when  the  year  began.  As  months  passed,  however,  foreign 
exchange  losses,  bank  failures  and  market  tiers  appeared.  These  aggre- 
gate elements  shook  confidence  in  international  financial  markers,  and 
even  the  most  prestigious  institutions  experienced  some  difficulties. 
Calm  was  restored  slowly  as  central  banks  and  bank  supervisors  re- 
acted with  lender-of -last-resort  policies  and  closer  controls  on  lending 
and  foreign  exchange  activities.  The  year  finished  with  the  interna- 
tional financial  system  intact  and  with  a  more  seasoned  international 
banking  community. 

During  1974,  international  bankers  recognized  the  need  for  more  ef- 
fective credit  supervsion  and  operating  controls.  "While  there  is  little 
doubt  that  certain  international  banks  experienced  losses  from  out- 

62-748— 76— bk.  I 22 
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right  foreign  exchange  speculation,  most  of  the  problems  which  insti- 
tutions encountered  arose  from  personnel  resources,  credit  procedures 
and  operating  controls  which  were  inadequate  for  the  volume  of  inter- 
national activities  being  conducted.  Negative  events  during  1974  re- 
sulted in  a  contraction  of  international  banks'  exchange  and  lending 
business  to  more  moderate  levels.  At  year  end,  national  banks  had  re- 
duced their  foreign  exchange  dealings  and  overall  positions.  Conserv- 
ative credit  policies  requiring  realistic  spreads  and  short-term  maturi- 
ties were  instituted.  Interbank  activities  declined  sharply  as  counter- 
party analysis  became  more  thorough.  Balance  of  payment  lending 
was  curtailed  as  banks  narrowed  their  country  exposure  limits  in  rec- 
ognition of  the  mounting  deficits  of  most  oil  importing  countries. 

National  banks  are  continuing  to  service  their  multinational  rela- 
tionships while  they  adjust  their  operational  strategies.  Regained  effi- 
ciency translates  into  better  services  at  lower  rates,  thus  enabling 
banks  to  retain  their  expanding  international  clientele  and  at  the  same 
time  attract  new  business.  More  thorough  credit  analysis  permits  more 
selective  lending  and  foreign  exchange  trading  while  improved  in- 
ternal controls  and  audit  procedures  insure  greater  efficiency.  The  com- 
bination of  these  factors  necessarily  results  in  increased  worldwide 
competition,  greater  risk  diversification,  more  experienced  manage- 
ment and  therefore,  a  stronger  international  banking  community. 

Major  banks  in  Europe  and  Japan  have  experienced  an  evolutionary 
process  similar  to  that  of  banks  in  the  United  States.  They  have  ex- 
panded into  countries  where  local  banks  lacked  the  sophistication  to 
service  properly  local  customers'  needs.  By  contrast,  therefore,  bank- 
ing institutions  in  many  other  areas  of  the  world  as  striving  to  share 
in  the  local  import  business.  They  are  also  expanding  their  facilities 
outside  their  own  countries  so  that  they  may  compete  in  those  locations 
for  direct  financing  of  their  own  country's  exports. 

It  appears,  therefore,  that  the  world's  financial  institutions  will  con- 
tinue to  expand  as  long  as  an  atmosphere  of  free  competition,  free 
trade  and  economic  cooperation  prevails. 

A-2(8)     Changing  role  of  thrift  institutions  and  other  nonl 
•financial  institutions  in  provision  of  near-hanking  servn  • 

Maximum  competition  is  a  central  objective  of  the  American  system 
of  free  enterprise.  In  subscribing  to  that  principle,  we  have  supported 
t  he  idea  that  thrift  institutions  and  other  nonbank  financial  institutions 
should  provide  a  greater  variety  of  near-banking  services.  However,  we 
anticipate  increasing  inequities  throughout  the  nation's  banking  sys- 
tem in  the  absence  of  coordinated  and  comprehensive  structural  change 
to  assure  competitive  fairness  to  national  banks. 

Two  recent  innovations  in  near-banking  services  notably  are  bring- 
ing thri  i'<  ins!  it  utions  deeply  into  the  realm  of  commercial  banking.  In 
Massachusetts  and  New  Hampshire,  thrift  institutions  are  permitted, 
experimentally,  to  offer  negotiable  order  <>f  withdrawal,  or  NOW 
accounts.  These  accounts  enable  customers  to  draw  directly  upon  their 

savings  to  pay  third  parties  and  operate  in  a  fashion  similar  to  that  of 

convenl  ional  checking  accounts  with  one  striking  difference— they  earn 
interest.  Anof  her  service  to  the  individual  consumer  which  has  Income 
more  prevalent  during  the  last  few  years  involves  the  same-day  trans- 
fer, pursuant  to  Federal  Home  Loan  Bank  Board  regulation  545.4-2, 
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from  an  account  at  a  federal  thrift  institution  to  a  checking  account 
at  a  commercial  bank  at  the  telephone  request  of  the  account  holder.  As 
in  the  case  of  NOW  accounts,  this  type  telephone  transfer  allows  con- 
sumers nationwide,  in  effect,  to  make  third  party  payments  from  sav- 
ings accounts  at  these  nonbanking  financial  institutions. 

Further  developments  permit  thrifts  to  enjoy  far  more  liberal 
branching  practices  and  greater  freedom  to  establish  electronics  funds 
transfer  service  terminals  than  many  of  their  commercial  bank  com- 
petitors. In  this  light  the  clear  opportunity  exists  for  the  thrifts  to  leap 
over  the  paper  check  system  and  proceed  directly  from  statement 
savings  accounts  to  electronically-accessed  transaction  accounts.  This 
electronic  conversion  will  offer"  substantial  operating  economies  by 
allowing  thrifts  to  capture  all  routine  transaction  instruction  directly 
upon  their  computer  account  files,  skipping  the  cost-intensive  paper 
processing  required  under  the  paper-based  funds  transfer  system  em- 
ployed by  banks.  At  present,  thrifts  are  also  free  from  the  requirement 
to  maintain  substantial  non-earning  deposits  as  reserves  with  the  Fed- 
eral Reserve  System. 

Thus  the  prospect  for  thrifts  to  gain  consumer  deposits  at  the  ex- 
pense of  the  banking  industry,  and  to  do  so  on  a  relatively  cost-efficient 
basis,  clearly  exists.  This  enhanced  competitive  capability  is  further 
expanded  with  the  consumer  credit  powers  being  granted  the  thrifts. 
Some  mutual  savings  banks  already  are  participating  in  Bankameri- 
card  and  Master  Charge  while  others  are  offering  American  Express 
Cards  to  their  depositors.  Mutuals  are  frequently  coupling  credit  card 
services  with  a  requirement  that  the  customer  preauthorize  a  direct 
charge  to  the  depository  account  to  accommodate  the  aggregate  card 
charges  on  a  monthly  basis. 

When  third-party  transfer  and  consumer  credit  services  can  be 
offered  by  thrift  institutions,  already  enjoying  a  quarter  percent  in- 
terest differential  and  greater  service  outlet  flexibility  than  their  bank 
competitors,  it  is  likely  that  individual  consumers  will  perceive  of 
thrifts  as  household  unit  financial  service  centers.  The  time  and  loca- 
tional  flexibility  and  convenience  offered  by  electronic  delivery  of  fi- 
nancial services  further  increase  the  similarities  between  depository 
institutions  and  militate  strongly  in  favor  of  modifying  existing  stat- 
utes to  provide  equivalent  branching  opportunities,  equal  opportunity 
to  deploy  electronic  funds  transfer  service  terminals  in  off-premises 
locations,  equivalent  reserve  requirements,  equity  in  tax  treatment,  and 
somewhat  greater  freedom  to  innovate  in  the  marketplace  than  is  cur- 
rently permitted.  These  factors  were  embodied  in  the  recommendations 
set  forth  by  the  President's  Commission  on  Financial  Structure  and 
Regulation  in  their  report  to  Congress  and  have,  from  time  to  time, 
been  incorporated  in  legislative  proposals. 

Also  noteworthy  in  this  regard,  the  state  of  Maine,  following  the  rec- 
ommendations of  its  "Little  Hunt  Commission",  has  approved  ex- 
panded powers  for  thrift  institutions.  Under  the  control  of  the  state 
superintendent  of  banks  thrifts  will  be  allowed  to  offer  NOW  accounts, 
and  their  loan  powers  will  be  broadened.  Our  regional  economist  in 
New  England,  Dr.  Neil  Murphy,  former  Research  Director  for  the 
FDIC  and  now  professor  of  banking  at  the  University  of  Maine,  is 
undertaking  a  project  to  investigate  the  impact  of  those  increased  pow- 
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ers  on  commercial  banks,  particularly  with  respect  to  their  effect  on 
the  supply  and  demand  of  funds  and  the  costs  of  doing  business. 

In  the  Financial  Institutions  Act  of  1975  (FIA)  (S.  1267)  the  Ad- 
ministration has  proposed  a  much-needed  reform  of  banking  and  near- 
banking  powers  among  financial  institutions  in  this  country.  We  review 
below  several  aspects  of  this  legislation  in  order  to  highlight  certain 
significant  inequities  which  should  be  corrected  in  the  interest  of  a 
more  responsive  financial  system. 

In  196G.  the  Board  of  Governors  of  the  Federal  Reserve  System,  the 
Federal  Deposit  Insurance  Corporation,  and  the  Federal  Flome  Loan 
Bank  Board  agreed  to  formalize  the  historical  interest  rate  differential 
between  thrift  institutions  and  commercial  banks,  now  a  differential  of 
*jir>  basis  points  or  14  of  1  percent.  However,  the  Federal  regulators  now 
realize  that  interest  ceilings  on  savings  accounts  have  failed  to  achieve 
their  objectives.  Contrary  to  expectations,  they  did  not  protect  the 
liquidity  of  thrift  institutions  by  preventing  an  outflow  of  funds  dur- 
ing periods  of  tight  money,  nor  did  they  produce  funds  for  the  mort- 
gage market.  Large  savers  enjoyed  many  alternatives  for  their  savings 
which  paid  the  higher  market  rates.  Faced  with  the  loss  of  funds,  thrift 
institutions  either  cut  back  on  their  mortgage  lending  or  borrowed 
from  specially  created  agencies  which  had  to  pay  market  rates  for  their 
funds.  The  result  was  significant  instability  in  mortgage  loans  and  ac- 
centuated differences  between  the  rate  of  return  to  large  and  small 
savers.  In  light  of  this  failure  Title  I  of  the  FIA  directs  the  gradual 
phase-out  of  interest  rate  ceilings  and  differentials  in  order  to  give  the 
small  saver  an  even  break,  to  allow  fuller  competition  throughout  busi- 
ness cycles  by  healthy  and  viable  financial  institutions,  and  to  lake 
government  out  of  counter-productive  activities. 

Title  II  of  the  FIA  deals  with  deposit  liabilities,  powers,  and  re- 
serves of  financial  institutions.  Preferential  interest  rates  tor  thrift 
institutions  will  be  eliminated  iu  r>i/2  years,  so  adjustments  umsi  !»e 
made  in  their  deposit  liabilities  and  assets  to  permit  them  to  compete 
with  commercial  banks  and  other  competitors  for  the  savings  dollar. 
To  this  em1.  Title  II  would  permit  federal  thrift  institutions  to  offer 
checking  accounts,  credit  cards  and  negotiable  order  of  withdrawal 
accounts  to  all  customers,  individual  and  corporate, 

As  a  comparison  measure  Title  II  would  permit  all  national  banks 
io  oiler  NOW  accounts  and  would  permit  them  to  offer  savings  ac- 
counts to  corporate  customers.  In  order  to  protect  depositors  from  the 
risks  generated  by  these  new  activities,  all  federally  chartered  institu- 
tions and  all  state-chartered  institutions  which  are  members  of  the 
Federal  Reserve  System  or  the  Federal  Home  Loan  Bank  System 
would  he  required  to  maintain  reserves  against  deposits  in  demand  and 
NOW  accounts  in  a  form  and  ;imount  prescribed  \)\  the  Board  of  ( rov- 
ernors  of  the  Federal  Reserve  System  ;i  fter  consultation  with  the  Fed- 
eral Home  Loan  Bank  Board. 

Title  III  of  the  FIA  deals  with  I  he  sit  uat  ion  in  which  interest  ceil- 
ings are  removed  and  deposit  powers  expanded.  The  significanl  altera- 
tion in  the  maturity  structure  of  deposits  of  thrift  institutions  requires 
flexibility  for  compensating  adjustments  on  the  assel  side.  Such  com- 
pensations should  look  to  increased  income  and  enhanced  liquidity 
through  portfolio  diversification— objectives  thai  can  he  achieved  only 
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through  acquiring  .shorter-term  and  more  diversified  assets,  sucli  as 
consumer  C  Opening  up  those  areas  to  thrift  institutions  can  be 
expected  tc "create  downward  pressures  on  the  cost  of  credit  to  con- 
sinners  and  governmental  bodies.  .  _: 

Ys  a  footnote,  financial  services  offered  by  nondepository  institutions 
mav  have  great  long-run  significance  to  the  financial  service  industry 
and  the  consuming  public.  The  financial  service  offerings  of  a  major 
retailer  such  as  Sears,  Wards,  or  Penneys  becomes  particularly  sig- 
nificant in  light  of  their  freedom  from  regulation  in  the  financial  in- 
dustry sense,  their  present  national  distribution  system,  and  the  extent 
to  which  their  internal  operations  are  currently  automated.  For  exam- 
ple. Sears  has  committeed  approximately  $93  million  to  the  installation 
of  electronic  cash  registers  at  each  point  of  sale  m  each  Sears  location 
nationwide.  The  electronic  cash  registers  are  interconnected  with  mul- 
tiple computers  within  the  Sears  network  to  provide  a  full  range  ot 
distributed  information  services,  i.e.,  inventory  control,  sales  analysis, 
salesclerk  productivity,  and  other  internal  accounting  applications. 
The  electronic  cash  registers  also  currently  are  accommodating  at  least 
two  financially  related  services— credit  card  authorization  and  check 
verification.  The  expansion  of  financial  services  by  these  highly  auto- 
mated retailers  through  their  electronic  cash  registers  can  be  accom- 
plished by  relatively  minor  modifications  to  the  programs  which  con- 
trol their  computer'  system  and  accounting  applications.  It  would  be 
eminently  feasible,  for  example,  for  a  customer  to  maintain  a  credit 
balance  in  his  Sears  Revolving  Charge  Account,  perhaps  to  purchase 
fractional  shares  in  a  floating  rate  investment  account  offered  through 
Allstate  Financial,  the  financial  service  subsidiary  of  Sears.  The  con- 
sumer would  thus  enjoy  a  market  rate  of  return  on  his  funds  and  have 
virtually  instantaneous  investment  (deposit)  and  sale  (withdrawal) 
opportunities  at  any  electronic  cash  register  in  any  Sears  store  any- 
where in  the  country.  The  provision  of  similar  mutual  fund  invest- 
ment, insurance,  credit,  and  transaction  services  by  these  generally 
unregulated  retail  firms  could  place  the  highly  regulated  depository 
institutions  at  a  severe  competitive  disadvantage. 

As  previously  cited,  this  potential  disadvantage  is  perhaps  most 
severe  for  the  commercial  banking  industry  which  is  markedly  con- 
strained in  many  states  with  respect  to  the  establishment  of  manned 
facilities  (branches)  and,  in  those  states  that  have  not  passed  specific 
enabling  electronic  banking  legislation,  in  the  establishment  of  either 
manned  or  unmanned  electronic  terminal  network  systems  for  the  de- 
livery of  financial  services.  Some  of  the  legal  uncertainties  currently 
surrounding  bank  participation  in  EFTS  tend  to  retard  the  growth 
and  development  of  competitive  services  and  systems  within  the  bank- 
ing industry,  while  retailers  and  other  non-regulated  competitors  are 
moving  forward  with  great  speed  in  the  development  and  implemen- 
tation of  computer-supported  terminal  and  data-transmission  systems. 
These  systems  employ  electronic  point-of-sale  computer  terminals, 
often  referred  to  as  "electronic  cash  registers,"  to  enable  retail  sales 
personnel  to  enter  the  appropriate  merchandise  identification  for  sub- 
sequent inventory  adjustment  and  financial  transaction  data  to  com- 
plete the  sale.  Electronic  cash  registers  are  fully  capable  of  performing 
the  limited  range  of  banking  transactions  contemplated  for  customer- 
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bank  communication  terminals  ("CBCTV)  or  for  savings  and  loan 
association  remote  service  units  ("RSIPs").  The  National  Retail  Mer- 
chants Association  advises  that  at  present  nearly  four  hundred  thou- 
sand electronic  cash  registers  are  currently  in  place  and  operating  at 
retail  points  of  sale  in  the  United  States,  and  that  within  the  next 
five  years  an  additional  two  and  one-half  million  such  devices  will  be 
installed.  The  resulting  nearly  3  million  electronic  cash  registers  will 
cover  those  retail  points  of  sale  which  generate  a  clear  majority  of  the 
gross  retail  sales  in  the  United  States.  Compare,  for  a  moment,  the 
3  million  service-point  delivery  system  of  the  retailing  industry  with 
the  30  thousand  point  home  office  or  branch  delivery  system  currently 
available  to  commercial  banks,  or  the  several  hundred  CBCT's  and 
KSU's  now  in  place.  The  long-term  implications  for  the  banking  in- 
dustry of  this  financial  service  competition  from  unregulated  industry 
may  be  far  more  serious  than  the  intra-mdustry  competition  within 
the  depository  institution  segment.  However,  it  seems  less  appropriate 
to  impose  severe  restrictions  on  nonfmancial  suppliers  of  consumer 
financial  services  than  to  relax  the  statutory  constraints  and  provide 
equivalent  levels  of  competitive  opportunity  within  the  depository 
institution  segment  of  our  economy  in  order  to  enhance  competition 
and  provide  the  freedom  to  innovate  in  the  area  of  financial  services. 

The  financial  system  we  have  now  is  one  of  "forced  specialization" — 
specialization  required  by  statute.  This  system  is  inflexible  and  does 
not  allow  institutions  to  adjust  adequately  to  economic  change.  It  is 
unlikely  that  the  federal  government  can  design  a  perfect,  specilized 
institution  when,  in  fact,  specialization  should  come  by  natural,  com- 
petitive forces  and  from  the  need  to  adapt  each  institution  to  fit  its 
own  community  and  needs.  Those  who  contend  that  all  banking  and 
savings  institutions  soon  will  be  identical  fail  to  recognize  the  need 
for  specialization  within  the  financial  system  which  continues  to  ac- 
company the  demand  for  broader  banking  powers.  It  is  in  this  light 
that  we  recommend  a  comprehensive  reexamination  of  statutes  which 
prohibit  banks  from  meeting  the  competition  for  supply  of  financial 
services. 
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A-2(9)     Change  in  borrowers'  direct  access  to  money  markets. 

An  examination  of  the  functioning  of  capital  and  money  markets 
in  the  United  States  in  recent  years  shows  that  two  rather  funda- 
mental developments  have  occurred  that  have  a  significant  impact 
on  the  operations  and  the  condition  of  the  banking  system. 

The  first  concerns  the  increasingly  easy  access  to  the  money  market 
enjoyed  by  a  number  of  large  nonfinancial  corporations.  This  best 
can  be  illustrated  by  the  increasing  importance  of  the  commercial 
paper  instrument  as  a  source  of  corporate  funds.  For  example,  in 
1946  the  total  outstanding  commercial  paper  issued  by  nonfinancial 
corporations  was  onlv  $2o2  million.  The  amount  had  risen  only  to 
*:u±  million  by  1960.  By  1970,  the  figure  had  spurted  to  $10.6  billion, 
and  reached  $12.3  billon  by  the  end  of  1974.  (All  figures  from  Fed- 
eral Reserve  flow-of  -funds  data.) 

The  most  direct  impact  on  the  banking  system  of  this  development 
was  a  bypassing  of  the  intermediary  function  of  commercial  banks. 
In  the  commercial  paper  market,  large  nonfinancial  corporations  are 
1  >oth  major  suppliers  of  funds  and  major  buyers  of  funds. 

The  availability  of  the  commercial  paper  market  as  an  alternative 
source  of  funds  for  corporations  has  forced  banks  to  be  keenly  sen>i- 
tive  to  the  relationship  between  the  loan  terms  that  they  make  avail- 
able to  corporate  customers  and  the  net  cost  inclined  by  corporations 
in  tapping  the  commercial  paper  market.  One  effect  has  been  that, 
in  some  overall  sense,  the  markets  and  sub-markets  for  available  funds 
have  become  more  competitive,  and  presumably,  therefore,  more 
efficient. 

A  second  major  change  impacting  on  banking  has  occurred  pri- 
rnarily  in  the  capital  markets,  and  has  been  most  evident  during  the 
last  several  years.  This  is  the  difficulty  that  even  large,  well-known 
corporations  have  faced  in  tapping  those  markets,  either  with  debt 
or  equity  issues.  While  the  growth  of  the  commercial  paper  market 
appears  to  be  a  continuing  phenomenon,  it  is  likely  that  the  deteri- 
oration in  the  functioning  of  capital  markets  in  recent  years  is  more 
nearly  a  short-  or  intermediate-term  phenomenon.  There  is  good  rea- 
son to  believe  that  the  capital  market's  poor  performance,  in  recent 
years  has  been  related  in  significant  part  to  the  tremendous  infla- 
tionary pressures  our  eeonomy  has  undergone.  Once  we  are  success- 
ful in  restraining  inflationary  pressures,  it  is  likely  that  capital  mar- 
ket- ean  resume  a  more  nearly  "normal"  role. 

lie  that  as  it  may,  banks,  as  do  all  institutions,  must  live  and  plan 
in  the  short-  and  intermediate-run.  Given  the  problems  that  large 
corporations  have  faced  in  raising  outside  capital,  they  have  turned 
lo  banks  as  a  quasi-capital  source.  To  an  extent,  the  attempt  of  banks 
to  bridge,  on  a  temporary  basis,  this  capital  gap  has  been  a  healthy 
and  needed  development  for  the  economy.  However,  it  can  be  so 
viewed  only  within  limits.  The  supplying  of  quasi-capital  funds  by 
b:mks  to  corporate  borrowers  has  lengthened  the  average  maturities 
of  b;mk  loan  portfolios.  Again,  given  an  appropriate  structuring  of 
maturities  within  the  loan  portfolio  <>f  each  bank,  this  deyelopmenl 
need  cause  no  alarm.  However,  the  lengthening  of  maturities  tends 
to  reduce  the  built-in  liquidity  of  a  loan  port  folio.  Tf  such  lengthening 
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is  carried  to  excess  by  a  particular  bank,  the  condition  of  the  bank  can 
be  adversely  affected. 

It  may  be  useful  to  note  that  the  total  of  commercial  bank  loans 
to  nonfinancial  corporations  in  1960  was  $13.1  billion,  had  risen  to 
$102.5  billion  by  1970  and  jumped  to  $181.1  billion  by  1974.  Data 
on  the  sources  and  uses  of  funds  by  nonfinancial  corporations  are  not 
structured  to  permit  estimates  of  how  large  those  obligations  were 
compared  to  all  equity  and  debt  claims  outstanding.  However,  of  new 
funds  raised  from  all  sources,  it  is  important  to  note  that  bank 
loans,  jumped  from  8.3  percent  in  1971  to  33.4  percent  in  1973,  fall- 
ing only  marginally  to  29.0  percent  in  1974. 

Although  the  question  of  bank  capital  adequacy  is  discussed  at 
greater  length  in  our  answer  to  questions  A2(3)  and  Bll,  it  should 
be  noted  here  that  banks  and  bank  holding  companies  have  faced  the 
same  sort  of  problem  in  gaining  access  to  outside  capital  in  recent 
years  as  have  nonbanking  corporations.  As  a  result,  banks  have  had 
to  rely  primarily  upon  retained  earnings  to  increase  their  capital.  For 
the  banking  system  as  a  whole,  retained  earnings  have  not  been  suf- 
ficiently large  to  allow  bank  capital  to  grow  as  rapidly  as  have  bank 
assets.  The  growth  in  bank  assets,  of  course,  has  been  determined 
primarily  by  the  demands  which  have  been  put  upon  the  banking 
system  by  its  customers. 

A-2(10)     Electronic  funds  transfer. 

The  electronic  delivery  of  financial  services,  commonly  referred  to 
as  EFTS,  is  a  fairly  recent  development  within  the  financial  service 
industry  and  offers  locational  and  time  convenience  benefits  for  Ameri- 
can consumers.  Through  EFTS  networks  consumers  may  effect  routine 
financial  transactions  where  and  when  it  is  convenient  for  them  to  do 
so  without  paying  a  personal  visit  to  their  financial  institution  during 
its  relatively  limited  hours  of  operation. 

At  present,  federal  chartered  savings  and  loan  associations  and  fed- 
eral credit  unions  enjoy  a  great  deal  of  latitude  in  the  deployment  of 
computer  terminals  through  which  customer  transactions  can  be  ac- 
commodated. Commercial  banks  are  presently  constrained  by  the  possi- 
bility that  these  terminal  devices  may  be  classified  as  "branches".  Not- 
withstanding the  fact  that  both  the  Comptroller  of  the  Currency  and 
a  number  of  state  statutes  clearly  describe  these  EFTS  terminals  not 
as  "branches",  litigation  and  legal  uncertainties  are  serving  to  retard 
both  innovative  development  and  service  delivery  system  deployment 
bv  commercial  banks.  Concurrently,  savings  and  loan  associations,  cre- 
dit unions,  and  mutual  savings  banks  are  accelerating  their  EFTS 
capabilities  and  are  moving  into  the  marketplace  with  increasing 
frequency  and  determination. 

The  principal  difference  between  commercial  banks  and  the  other 
depository  institutions  in  relationship  to  EFTS  seems  to  center  around 
the  legislatively  conferred  authority  granted  the  appropriate  regula- 
tory agency,  and  further  complicated  as  to  national  banks  by  the  at- 
tempt to  impose  the  1927  McFadden  Act  on  1975  technology.  Federally 
chartered  savings  and  loan  associations  and  federal  credit  unions  are 
free  to  innovate  in  their  market  areas  without  fear  of  state  interven- 
tion or  the  frequently  counter-productive  litigation  in  which  opponents 
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challenge  the  authority  of  the  regulatory  agency  or  the  regulated  in- 
stiturion  to  offer  their  services  in  off-premise  locations. 

The  interconnection  between  EFTS  and  more  traditional  systems  of 
delivering  financial  services  also  should  be  considered.  Two  basic  facts 
appear  relevant  in  assessing  the  need  to  modify  existing  law  or  to 
enact  new  statutes  providing  for  greater  equality  of  competitive  op- 
portunity between  different  classes  of  financial  institutions  and,  within 
a  class,  between  institutions  operating  under  federal  and  state  char- 
ters. First,  is  the  fact  that  there  is  a  substantial  difference  in  the  statu- 
tory authority  granted  both  regulators  and  regulated  institutions  with 
respect  to  both  brandies  and  EFTS  terminals.  Second,  while  many 
observers  within  the  industry  claim  that  EFTS  will  make  the  branch- 
ing question  moot,  present  experience  demonstrates  that  terminal  net- 
work financial  service  delivery  systems  can  supplement  but  not  sup- 
plant the  personal  relationship  between  banker  and  customer  which 
must  take  place  within  the  confines  of  a  banking  office.  Thus,  it  may 
be  appropriate  to  review  concurrently  the  legislative  authority  for 
branching  in  the  conventional  sense  and  for  the  off-premise  delivery 
of  financial  services  through  computer  network  systems. 

During  the  initial  experimental  phase  in  the  development  of  EFTS, 
it  appears  desirable  from  a  public  policy  standpoint  to  provide  com- 
peting institutions  with  the  greatest  degree  of  flexibility  in  both  service 
offerings  and  delivery  systems.  Enhanced  competition  in  the  market- 
place can  only  result  in  a  broader  range  of  financial  options  for  the 
consumer,  offered  at  lower  prices  and  at  higher  quality  than  would  be 
the  case  in  a  monopolistic  or  oligopolistic  market,  or  one  in  which  the 
principal  competitors  were  regulatorily  or  statutorily  constrained  from 
participating  in  EFTS. 

Financial  service  institutions,  retailers  and  consumers  alike  should 
have  the  opportunity  to  explore  different  service  and  delivery  system 
alternatives  and  to  select  those  which  most  clearly  satisfy  their  needs  at 
the  most  reasonable  cost.  This  freedom  might  be  severely  jeopardized 
were  a  comprehensive  body  of  law  and  regulation  set  in  place  in  ad- 
vance of  the  "real  world"  experience  of  the  participants.  Accordingly., 
it  may  be  prudent  to  provide  only  for  equal  competitive  opportunity 
and  for  the  appropriate  levels  of  protection  of  consumer  privacy  and 
confidentiality  during  the  experimental  and  developmental  phases  of 
EFTS,  rather  than  attempting  to  anticipate  problems  and  thereby 
enact  anticipatory  legislation. 

Our  Department  of  Research  and  Analysis,  in  conjunction  with 
Region  11  Economist  Dr.  Lewis  Mandell,  recently  completed  a  survey 
of  ail  nai  iona]  banks  concerning  electronic  banking  services,  including 
automated  teller  machines,  cash  dispensers,  and  point-of-sale  ter- 
minals. The  data,  based  on  a  '.>7  percent  response  rate,  are  being  ana- 
lyzed and  the  few  late  arriving  questionnaires  are  being  processed. 
I  [owever,  several  preliminary  oVcrvat  ions  indicate  that  the  final  data 
v.  ill  prove  valuable. 

\V;>  '  ington  and  Oregon  have  the  highest  proportion  of  national 
banks  with  EFT  systems.  Other  predominantly  rural  states  among  the 
top  ten  are  Virginia,  Mississippi,  and  AWst  Virginia.  Such  urban  states 
aa  New  York  (33rd)  and  Pennsylvania  (38th)  rank  fairly  low  in  per- 
centage of  hanks  using  automatic  teller  machines  (ATM)  and  cash 
dh  |  <  :    ers. 
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Ten  percent  of  all  national  banks  have  at  least  one  ATM  or  cash 
dispenser.  As  expected,  a  high  proportion  of  large  banks  have 
an  EFT  system,  72.9  percent  of  billion  dollar  banks  and  48.4  percent 
of  those  in  the  half  billion  to  billion  dollar  deposit  range.  However, 
more  than  half  of  all  EFT  systems  are  in  banks  with  under  $100  mil- 
lion in  deposits.  A  third  are  in  banks  with  less  than  $50  million  in 
deposits. 

National  banks  providing  ATM  or  cash  dispenser  services  indicate 
that  the  systems'  primary  benefits  are  in  attracting  new  customers 
(79.4%)  and  avoiding  longer  banking  hours  (46.7%).  Use  of  ATMs 
and  cash  dispensers  is  higher  during  non-banking  hours  for  95  percent 
of  banks. 

Most  national  banks  beginning  ATM  and  cash  dispenser  services 
found  customer  utilization  to  be  as  great  or  greater  than  they  anti- 
cipated. Only  22  percent  said  use  fell  belowT  their  expectations  while  34 
percent  found  that  it  exceeded  expectations.  Banks  most  frequently 
found  that  customer  use  of  ATM's  and  cash  dispensers  increased 
slowly  but  steadily  after  introduction,  and  only  1  percent  of  users 
reported  a  decrease  in  utilization  after  a  period  of  time. 

Banks  promoting  the  electronic  services  fairly  heavily  were  likely 
to  find  that  results  exceeded  expectations.  More  than  half  of  the  banks 
than  promoted  the  electronic  services  more  heavily  than  other  bank 
services  found  that  customer  utilization  exceeded  expectations.  On  the 
other  hand,  over  half  of  the  banks  that  were  disappointed  in  customer 
utilization  admitted  they  promoted  the  new  services  less  heavily  than 
other  bank  services. 

Certainly  the  problems  and  issues  surrounding  the  employment  of 
electronic  fund  transfer  service  technology  are  many  and  complex.  The 
Xational  Commission  on  Electronic  Fund  Transfers  will  be  address- 
ing many  of  these  competitive,  economic,  legal  and  legislative  issues 
during  its  life  span.  It  may  prove  helpful  to  the  FINE  Study  effort 
to  review  suggested  issues  for  the  National  Commission  on  Electronic 
Fund  Transfers.  These  suggestions  may  serve  to  identify  some  of  the 
public  policy  questions  which  must  be  resolved  and  might  prove  helpful 
to  the  Financial  Institutions  Supervision  Subcommittee  of  the  House 
Banking  Committee  in  its  deliberations. 

[The  suggested  issues  for  possible  consideration  by  the  National 
Commission  on  Electronic  Fund  Transfers  follow :] 

Fourth  Draft  :  An  Array  of  Issues  fop.  Possible  Consideration  By  the 
National  Commission  on  Electronic  Fund  Transfers 

Prepared  By  Russell  C.  Browne,  Advisor  for  Payment  Systems,  Comptroller 
of  the  Currency,  April  1975,  Revised  December  1975 

INTRODUCTION 

Congress  has  established  a  National  Commission  "to  conduct  a  thorough  study 
and  investigation  and  recommend  appropriate  administrative  action  and  leg- 
islation, both  state  and  federal,  necessary  in  connection  with  the  possible  de- 
velopment, implementation,  and  regulation  of  public  and  private  electronic  fund 
transfer  systems."  Also  clearly  defined  by  Congress  was  the  membership  of  the 
Commission  along  with  a  list  of  functions  which  were  intended  to  serve  as 
guidelines  for  the  study  itself. 

To  facilitate  review  of  this  proposed  agenda,  the  functions  assigned  by  Con- 
gress are  listed  below: 

1.  The  need  to  preserve  competition  among  the  financial  institutions  and 
other  business  enterprises  using  such  a  system ; 
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2.  The  need  to  promote  competition  among  financial  institutions  and  to 
ensure  government  regulation  and  involvement  or  participation  in  a  sys- 
tem competitive  with   the  private  sector  be  kept  to  a  minimum  : 

3.  The  need  to  prevent  unfair  or  discriminatory  practices  by  any  finan- 
cial institution  or  business  enterprise  using  or  desiring  to  use  such  a 
system  : 

4.  The  need  to  afford  maximum  user  and  consumer  convenience : 

5.  The  need  to  afford  maximum  user  and  consumer  rights  to  privacy  and 
confidentiality  : 

6.  The  impact  of  such  a  system  on  the  economic  and  monetary  policy; 

7.  The  implications  of  such  a  system  on  the  availability  of  credit : 

8.  The  implications  of  such  a  system  expanding  internationally  and  into 
other  forms  of  electronic  communications ;  and 

'.).  The  need  to  protect  the  legal  rights  of  users  and  consumers. 

Congress  recognized  that  such  a  list  could  not  be  all  inclusive,  but  these 
stipulated  functions  are  apparently  those  of  greatest  concern  to  the  Congress 
at  the  time  the  Act  was  passed. 

The  material  which  follows  represents  a  "second  cut'*  at  setting  forth  some 
basic  issues  for  consideration  by  the  National  Commission  and  was  developed 
not  to  usurp  the  perogatives  of  the  Commission  Chairman  not  its  Executive 
Director,  but  to  offer  for  their  consideration  an  approach  to  the  immense  task 
assigned  by  Congress. 

Preparation  for  the  Tasks 

It  would  appear  that  one  of  the  early  steps  must  be  to  "scope"  the  problem  : 
that  is  to  define  in  understandable  terms  what  is  and  what  is  not  the  specific 
charter  of  accountability  for  the  Commission.  The  issues  raised  in  the  study 
of  electronic  fund  transfer  systems  are  diverse  in  nature,  complex  in  composi- 
tion, and  extremely  far  reaching  in  their  potential  impact  upon  our  Nation's 
economy.  Accordingly,  the  establishment,  of  project  parameters  would  seem  to 
be  beneficial  in  terms  of  reducing  the  possibilities  of  wheel  spinning  or  dupli- 
cative efforts  while  ensuring  that  the  concerns  of  Congress  are  most  competently 
answered. 

The  magnitude  of  the  tasks,  the  composition  of  the  Commission  itself,  and 
the  broad  dispersion  of  the  preliminary  and  final  Commission  reports  within 
our  economy  dictate  the  desirability  of  defining  both  our  current  payment  sys- 
tems and  electronic  fund  transfers  at  the  outset.  Within  the  current  payment 
system,  we  should  identify  all  participants;  that  is,  the  originators  of  trans- 
fers, those  intermediaries  which  handle  the  physical  record  of  the  transaction 
and  the  ultimate  recipient  of  the  transfer.  The  purposes  for  which  the  fund 
Hows  take  place  should  be  identified,  at  least  by  category.  Quantitative  meas- 
ures of  transaction  volume,  and  dollar  flow  should  be  recorded.  Modes  of  op- 
eration and  current  technology  employed  in  the  present  payments  mechanism 
should  be  set  forth.  Organization,  control,  ownership,  and  regulation  must  be 
defined.    Public   subsidies    must   be   identified   and    quantified. 

Having  defined  with  some  precision  the  nation's  present  payment  system,  it 
appears  critical  to  attack  the  task  of  defining  EFTS  with  equal  vigor.  Basic 
terms  must  be  defined  in  easily  understood,  commonly  accepted  language.  EFTS 
technology  should  be  defined  at  "present  state  of  the  art"  levels  covering  com- 
puters, terminal  devices,  telecommunications,  computer  and  data  transmission 
security,  customer  identification,  online  accounting  systems,  error  detection  and 
correction,  andit    and   control   techniques. 

As  in  the  present  payments  system,  participants,  foods  flow  data,  operations 
and  subsidies  Should  be  included  in  this  definitional  phase.  The  objective  is  to 
permit  Subsequent  comparison  of  the  present  and  electronic  payments  svstems. 
side-by-side.  Thus,  the  lask  of  discerning  similarities  and  differences  is  made 
easier  ami  future  efforts  can  be  concentrated  on  the  areas  of  difference. 

If  may  also  be  desirable  in  this  preliminary  phase  of  Commission  activities 
i(»  develop  a  comprehensive  listing  and  analysis  of  relevant  state  and  Federal 
legislation  governing  pavmenl  svstems  functions  and  participants,  establish  a 
current  reuorl  on  litigation,  and  compile  all  relevant  State  and  Federal  regu- 
lations, Thus,  the  historic  and  contemporary  legal  environment  might  be  rea- 
Ronably  defined  so  bs  to  enhance  the  Commission's  nerception  of  needed  legislative 
and/or  administrative  guidance,  requested  by  Congress  in  the  statute  which 
created   the  Commission. 
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The  resources  available  to  the  Commission  should  include  not  only  the  data 
currently  available  in  the  Library  of  Congress,  but  also  the  results  of  countless 
studies  undertaken  around  the  country  by  various  consulting  and  industry 
groups  as  well  as  research  undertaken  by  private  concerns  (so  long  as  no  pro- 
prietary information  is  divulged).  A  number  of  Federal  agencies  have  under- 
taken basic  research  in  the  held  of  EFTS  and  the  results  of  this  research,  whether 
published  or  informal,  should  be  made  available  to  the  Commission. 

The  linal  steps  in  preparation  for  the  tasks  are  those  normally  associated 
with  any  project  of  this  magnitude;  that  is,  establish  objectives,  set  priorities, 
assign  accountabilities ;  and  determine  staffing  requirement  in  support  of  Com- 
mission activities.  Of  course,  a  reasonable  time  schedule  for  accomplishment 
and  bench  marks  for  progress  measurement  might  also  be  included. 

Analytical  Framework 

1  have  attempted  to  break  the  immense  array  of  issues  confronting  the  Com- 
mission into  hve  functional  groupings.  There's  certainly  nothing  sacred  about 
the  groupings  themselves  or  the  issues  identified  within  each  segment.  1  frankly 
hud  that  I  cannot  comprehend  the  "big  picture''  without  first  attempting  to 
understand  what  I  perceive  to  be  the  major  components  of  that  picture.  Perhaps 
this  approach  of  building  from  the  bottom  up  would  iacilitate  the  ,,coinpre- 
hendability"  of  the  finished  product. 

Technology 

That  EFTS  itself  is  made  possible  by  current  electronic  data  processing  and 
telecommunication  technology  is  evident.  We  need  to  achieve  a  thorough  under- 
standing, however,  of  the  current  capabilities  of  computer  and  telecommunica- 
tion technology  with  respect  to  data  entry,  transmission  of  that  data  from  a  re- 
mote computer  terminal  to  the  host  computer  which  maintains  the  appropriate 
account  files  to  be  adjusted  as  a  result  of  the  transaction,  capture  of  that  data 
by  the  host  computer  and  the  compatability  between  equipment  provided  by 
different  manufacturers  and  utilizing  telecommunication  services  provided  by  a 
variety  of  vendors.  It  may  also  be  appropriate  to  understand  from  an  engineer- 
ing perspective  the  physical  and  operating  standards  currently  in  force  or  under 
development  by  the  American  National  Standards  Institute  and  its  international 
counterpart. 

The  technological  capability  examination  must  also  include  different  tech- 
niques that  would  insure  appropriate  identification  of  each  user  or  customer 
within  the  network.  Two  other  main  components  of  the  security  analysis  must 
be  the  ability  to  provide  secure  data  transmission,  whether  by  electronic  impulse 
or  other  means,  and  adequate  security  for  the  computer  files  against  unauthor- 
ized access  or  incursion  by  unauthorized  devices  or  users. 

The  technological  characteristics  of  EFTS  systems  must  be  identified  in  re- 
lationship to  the  current  capabilities  outlined  above.  There  appear  to  be  at  least 
four  major  categories  of  EFTS  that  warrant  this  treatment.  First  is  the  auto- 
mated clearinghouse  or  ACH  form  of  operation  through  which  preauthorized 
debits  and  credits  flow  between  financial  institutions,  with  the  flow  originating 
as  a  result  of  some  form  of  preauthorization  contract  between  a  customer  and 
his  financial  service  institution.  Several  automated  clearinghouses  are  currently 
in  operation  and  a  number  of  additional  ACHs  are  under  development.  Accord- 
ingly technological  information  on  this  element  of  EFTS  should  be  reasonably 
available. 

The  second  component  of  EFTS  to  undergo  the  technological  scrutiny  should 
be  the  remote  banking  transaction  form  of  service  through  which  deposits,  with- 
drawals, transfers,  and  other  similar  banking  transactions  might  be  accomplished 
by  a  customer  at  physical  locations  remote  from  his  financial  service  institution 
and  typically  during  a  much  broader  range  of  service  hours  than  would  be 
available  at  the  conventional  teller  w^indow.  Two  of  the  Federal  regulatory 
agencies,  The  Federal  Home  Loan  Bank  Board  with  its  Remote  Service  Unit 
regulation  and  the  Comptroller  of  the  Currency  with  his  CBCT  ruling,  have  al- 
ready recognized  the  unique  characteristics  of  these  remote  banking  transactions. 

Additionally,  many  State  legislatures  have  passed  legislation  enabling  state 
banks  to  provide  services  to  customers  through  CBCT's  without  branch  approval. 

A  third  category  of  EFTS  is  generally  described  as  the  Point-of-Sale  from  a 
depository  or  preexisting  line  of  credit  account  to  effect  payment  to  the  merchant 
at  his  point  of  sale  for  the  goods  or  services  received,  or  to  enable  the  common 
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customer  to  access  his  financial  depository  account  for  cash.  Included  in  this 
technological  assessment  might  be  the  capabilities  or  difficulties  which  might  be 
encountered  in  interconnecting  financial  service  industry  and  retailer  computer 
systems  to  accomplish  the  funds  transfer  portion  of  the  point-of-sale  transaction. 

Finally,  we  should  examine  the  current  capabilities  to  handle  EFTS  transac- 
tions on  an  international  basis.  Several  foreign  countries,  most  notably  Japan 
and  those  located  in  Western  Europe,  have  already  developed  on  a  preliminary 
basis  one  or  more  of  the  EFTS  service  categories.  Accordingly,  we  should  exam- 
ine the  technological  characteristics  of  these  international  systems  and  identify 
those  system  elements  which  may  inhibit  or  enhance  the  electronic  transfer  of 
funds  on  an  international  basis. 

Once  the  technology  has  been  clearly  defined,  the  Commission  should  consider 
to  what  extent  product  differentiation  may  be  possible,  given  the  possibility  of 
highly  standardized  delivery  systems  within  EFTS.  This  may  be  more  relevant 
in  the  legal  and  anti-trust  portion  of  Commission  activities,  but  it  seems  appro- 
priate to  ascertain  the  technological  capability  to  achieve  product  differentiation 
ro  provide  a  feasibility  benchmark  for  competitive  or  public  utility  approaches. 
If  most  services  are  tied  to  a  network  of  computer  terminals  and  host  computers, 
perhaps  shared  or  owned  in  common  by  multiple  institutions,  how  can  the  cus- 
tomers derive  the  benefits  of  service  competition  between  those  institutions?  is 
it  po.ssible,  as  a  fact  of  technology,  to  offer  differentiated  products,  or  might 
differentiation  exist  only  in  pricing  or  packaging  strategies? 

The  analysis  of  technology  must  also  include  a  reasonable  assessment  of  tech- 
nological evolution  during  the  next  five  to  ten  years.  As  we  have  experienced  in 
the  computer  field  itself,  capabilities  may  expand  exponentially  while  costs  decline 
precipitously.  What  impact  might  the  capability/cost  cycle  have  on  EFTS? 
Might  the  factor  of  accelerated  obsolescence  render  current  investments  value- 
less, or  are  future  developments  more  likely  to  proceed  along  "upward  compati- 
bility" lines? 

Economics 

The  issues  raised  in  the  economics  portion  of  the  project  are  mainly  quantita- 
tive in  nature  and  appear  to  require  the  most  professional  collection  and  analysis 
of  large  quantities  of  data.  Included  in  this  section  would  be  such  studies  as  the 
Volume  Sensitivity  Analysis  which  would  produce  hard  evidence  that  economies 
of  scale  either  do  or  do  exist  and  at  what  economic  cost  or  benefit  to  the  public. 
Additional  cost/benefit  analyses  should  be  undertaken  in  which  the  present  pay- 
ment system  is  compared  with  the  possible  electronic  fund  transfer  systems 
from  the  dual  perspectives  of  the  suppliers  and  users  of  those  services.  The 
Commission  should  assess  the  competitive  implications  of  EFTS  in  comparison 
with  alternative  conventional  machanism. 

The  comprehensive  assessment  of  the  possible  impact  of  EFTS  on  economic 
and  monetary  policy  is  likely  to  rely  upon  the  quantitative  review  of  currenl 
funds  flows,  float,  Velocity,  and  availability  of  credit.  The  study  of  velocity 
should  also  recognize  the  impact  of  the  exercise  of  consumer  options  on  method 
and  timing  of  payment.  For  example,  it  is  conceivable  that  a  transaction  tinder- 
taken  through  direct  charge  to  a  depository  account  could  be  effected  either 
immediately  or  on  a  delayed  basis,  as  is  often  done  by  retailers  in  the  extension 
of  interest  free  thirty-day  charge  accounts  or  by  the  bank  credit  card  associa- 
i  ions  which  bill  for  accumulated  charges  of  a  cycle  basis  and  in  addition  provide 
the  customer  with  an  opportunity  to  review  the  statement  before  effecting  pay- 
ment. It  would  seem  in  such  a  situation  that  credit  might  be  extended,  thus 
affecting  the  money  supply,  even  though  no  interest  or  service  charge  were  levied 
against  the  consumer. 

Based  on  sound  and  thorough  analysis,  the  Commission  should  be  able  to 
evaluate  several  of  the  alternative  forms  of  organization  for  delivery  of  elec- 
tronic services.  For  example,  does  it  make  sound  economic  sense  to  have  several 
competing  private  systems  in  which  entrepreneurs  and  stockholders  own  ami 
control  the  total  system?  Or.  should  the  EFTS  network  be  Operated  as  a  public 
utility  or  as  a  regulated  monopoly?  Is  there  perhaps  economic  justification  for  a 
blend  <>f  public  and  private  ownership,  with  private  ownership  of  the  terminals 
and  public  or  monopoly  ownership  and  control  of  the  data  transmission  systems? 
Congress  is  quite  clear  in  its  intention  that  government  "involvement  or  partici- 
pation in  a  system  competitive  with  the  private  sector  be  kept  to  a  111111111111111." 
and  it  would  seem,  in  the  absence  of  overwhelming  socioeconomic  data  to  tin* 
eontniry,  thai   private  ownership  and  control  should  prevail. 
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Of  particular  concern  to  Congress  are  the  issues  of  enhancing  competition  be- 
tween parties  and  preventing  unfair  or  discriminatory  practices.  Accordingly,  the 
economics  function  must  deal  with  competitive  factors  in  a  most  rigorous 
fashion.  Competitive  alternatives  ranging  from  pure  competition  to  full  monopoly 
must  be  examined  in  detail. 

Included  in  this  analysis  must  be  the  competitive  relationships  between  large 
and  small  institutions,  between  institutions  with  national  charters,  and  those 
chartered  by  the  states  in  which  they  are  domiciled,  and  between  different  types 
of  institutions.  The  goal  must  be  competitive  equity,  not  competitive  equality. 
The  former  is  the  basis  for  fair  and  open  competition  while  the  latter  is  clearly 
anticompetitive,  tending  to  "homogenize"  the  system. 

The  unfair  or  discriminatory  practices  cited  above  may  be  real  or  imagined! 
but  must  not  be  allowed  in  any  event.  Smaller  financial  institutions,  especially, 
fear  exclusion  from  participating  in  EFTS  systems  developed  by  their  larger 
counterparts.  Many  competitive  options  would  appear  open  to  them,  as  cited  in 
the  Structure  and  Regulation  section  which  follows.  The  economic  analysis,  how- 
ever, should  assess  these  options  and  develop  economic  impact  projections  under 
each  option  and  under  each  of  competition.  A  system  which  is  punitive  to  many 
in  order  to  benefit  few  is  intolerable.  No  less  palatable,  however,  is  the  denial  of 
public  good  in  the  interests  of  protecting  the  institutions  unwilling  to  compete 
or  who  lack  the  skill  or  courage  to  do  so. 

The  identification  and  assessment  of  the  economic  impact  of  government 
subsidies  and  reserve  requirements  should  not  be  excluded  from  the  analysis  of 
EFTS.  In  effect,  Federal  Reserve  Bank  member  bank  reserves  represent  interest 
free  loans  to  government.  The  income  from  these  reserve  funds  is  absorbed  by 
the  Federal  Reserve  System  as  operating  revenue.  In  turn,  the  check  collection 
system  is  operated  by  the  FED  without  direct  charge  to  the  institutions  for  the 
services  received,  thus  creating  a  partial  subsidy.  This  subsidy  would  reduce 
the  apparent  economic  cost  of  present  systems,  especially  if  evaluated  inde- 
pendently of  the  opportunity  cost  represented  by  the  required  reserves.  It  would 
seem  at  present,  that  the  opportunity  cost  exceeds  the  apparent  subsidy  by  a 
wide  margin,  for  the  FED  returns  a  substantial  sum  to  Treasury  on  an  annual 
basis.  I  do  not  believe  that  the  Commission  should  tackle  Federal  Reserve 
pricing  policies,  but  it  does  seem  appropriate  to  examine  the  economic  impact 
of  all  forms  of  Government  costs  and  subsidies  as  they  might  impact  both  con- 
ventional and  electronic  payment  systems. 

Structure  and  Regulation 

The  interrelationship  of  the  National  Commission  on  Electronic  Fund  Trans- 
fers and  the  President's  Commission  on  Financial  Structure  and  Regulation  ap- 
pears to  be  total.  As  the  National  Commission  on  Electronic  Fund  Tranfers 
explores  the  ramifications  of  a  broad  range  of  financial  services  delivered  to 
consumers  and  users,  it  seems  impossible  to  separate  those  services  from  the 
financial  institutions  offering  them  or  from  the  regulatory  authorities  which 
control  those  institutions.  Accordingly,  it  may  be  appropriate  to  explore  the  fi- 
nancial service  institutions  which  are  participants  or  possible  participants  in 
electronic  fund  transfers  and  to  identify  those  nonfinancial  units  (retailers,  com- 
puter service  bureaus,  third  party  corporations  organized  for  the  purpose,  etc.) 
that  may  also  elect  to  offer  some  or  all  of  the  EFTS  services  under  study  by  the 
Commission. 

This  examination  of  the  entities  offering  the  services  might  conceivably  proceed 
along  at  least  two  parallel  paths.  One,  to  associate  existing  or  likely  new  elec- 
tronic services  with  those  institutions  or  entities  presently  offering  them  in  ac- 
cordance with  legislative,  regulatory,  or  public  approval.  Second,  an  assessment 
of  business  purposes  and  consumer  needs,  reflected  against  the  findings  and  rec- 
ommendations of  the  Presidential  Commission  on  Financial  Structure  and  Regu- 
lation, might  suggest  a  new  or  evolutionary  structure  of  service  offerors. 

Once  these  offerors  are  adequately  identified  and  described,  the  Commission 
must  tackle  the  issue  of  access  to  the  EFTS  network.  Some  of  the  more  funda- 
mental questions  include;  should  all  offerors  enjoy  equal  access,  or  should  the 
terms  and  conditions  of  access  be  different  for  different  categories  of  service 
organizations?  Which  approach  produces  the  greatest  public  benefit?  Who  should 
be  empowered  to  permit  access  to  the  EFTS  network  and  under  what  conditions? 

Given  the  identification  of  the  offerors  and  the  determination  of  the  procedures 
for  gaining  access  to  the  system,  there  must  be  a  measure  of  control  exercised 
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over  both  the  services  and  the  offering  organizations  to  preclude  discriminatory 
practices,  illegal  or  wrongful  use  of  the  system,  and  to  provide  some  method  of 
indemnifying  the  users  of  the  system  against  the  possible  financial  failure  of 
one  of  the  offerors. 

To  the  uninitiated,  I  am  sure  that  it  must  seem  that  each  individual  financial 
institution  has  its  own  regulatory  body.  While  this  is  perhaps  an  overstatement, 
the  corresponding  understatement  might  be  that  there  are  a  number  of  federal 
and  state  regulatory  agencies  that  have  been  charged  by  appropriate  legislative 
action  with  the  regulation  and  control  of  the  financial  service  institutions  under 
their  jurisdiction. 

These  legislative  jurisdictions  tend  to  blur,  however,  when  multiple  service 
offerors  from  different  industries  or  jurisdictional  groups  are  interconnected  on 
the  same  system  offering  like  services.  This  question  is  simply  one  of  "who  has 
the  principal  accountability  of  safeguarding  the  public  interest?"  The  problem 
is  further  compounded  with  the  interstate  nature  of  many  financial  transactions 
which  are  likely  to  be  accommodated  in  EFT  network  and,  indeed,  the  possible 
international  expansion  of  the  system  foreseen  by  Congress. 

I  suggest  that  the  report  of  the  Presidential  Commission  on  Financial  Structure 
and  Regulation  is  an  excellent  starting  point  of  examining  the  appropriate  struc- 
ture and  regultaion  for  conventional  services  delivered  conventionally,  and 
should  prove  of  inestimable  value  to  the  National  Commission  on  Electronic  Fund 
Transfers  in  addressing  the  regulatory  issue  posed  by  the  delivery  of  conven- 
tional services  by  electronic  means.  The  EFTS  Commission  will,  however,  be 
entering  new  territories  when  it  explores  the  offering  of  financial  services  in  those 
cases  where  the  service  itself,  much  less  the  delivery  thereof,  are  largely  or 
totally  dependent  upon  electronic  and  communication  technology. 

Also  at  issue  are  the  questions  of  regulating  the  previously  unregulated;  re- 
tailers, computer  service  bureaus,  news  forms  of  corporate  organizations,  and 
other  possibilities  that  are  likely  to  be  uncovered  during  the  study  of  potential 
.service  suppliers.  What  are  the  appropriate  trade-offs  between  a  minimum  level 
of  regulation,  consistent  with  our  free  enterprise  business  system  and  the  level 
of  regulations  currently  imposed  upon  chartered  financial  institutions  for  the 
protection  of  the  public? 

Legal  and  Anti-trust 

Congress  most  wisely  incorporated  several  commission  functions  that  address 
the  preservation  and  promotion  of  competition  among  financial  service  institu- 
tions. While  the  anti-trust  and  the  legal  areas  of  exploration  are  perhaps  more 
complex  than  the  relatively  straightforward  technological  and  economic  analysis, 
there  are  apparently  good  reasons  for  the  emphasis  supplied  by  Congress.  Anti- 
trust implications  are  likely  to  differ  from  metropolitan  area  to  metropolitan 
area  or  from  region  to  region  or  even  from  state  to  state,  depending  upon  the 
outcome  of  the  economic  analysis  previously  described.  If  there  are  clearly  de- 
fined  economies  of  scale,  public  interest  might  dictate  a  public  utility  or  reg- 
ulated monopoly  form  of  organization  in  a  given  region.  Conversely,  where  the 
potential  volume  and  resources  of  the  offering  organizations  are  adequate,  a 
completely  private  and  perhaps  even  proprietary  system  may  be  the  answer.  In 
any  event,  the  economic  analysis  and  technological  and  financial  resource  capa- 
bilities in  virtually  any  region  are  likely  to  change  over  time,  thereby  suggesting 
that  an  appropriate  form  of  organization  on  the  first  day  of  operation  might  be 
substantially  different  from  the  optimum  organization  form  that  could  be  em- 
ployed five,  ten,  or  twenty  years  into  the  future.  Accordingly,  it  may  be  appro- 
prate  to  identify  certain  bench  marks  that,  when  exceeded  in  some  fashion,  might 
trigger  legal  or  legislative  review  of  the  organization  of  a  regional  EFT  network. 
The  Economics  functional  area  provides  the  framework  for  analysis  of  varying 
forms  of  competition  without  regard  for  the  legal  body  of  law  surrounding  anti- 
trust. I  suggest  that  the  Economic  and  AntiTrust  examinations  are  Indeed  sepa- 
rate functions.  Economists  are  best  equipped  to  deal  with  the  economic  impacts 
of  varying  level  of  competition  while  attorneys  are  most  competent  to  deal  with 
what  is  and  is  not  permitted  under  existing  anti-trust  laws.  It  may  well  be  that 
the  most  efficient  economic  system  may  run  counter  to  the  public  good  in  anti- 
trust terms,  but  the  Commission  needs  the  facts  from  both  groups  to  develop  its 
recommendations. 

As  in  the  case  of  technological  examination,  the  body  of  law  governing  the 

:  !   payment  system  must  be  known  and  stipulated  so  as  to  provide  a  base 

for  comparison  with  those  additional  or  modified  laws  under  which  EFTS  might 
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function.  In  this  fashion,  the  Commission  is  most  likely  to  be  aware  of  the  legal 
similarities  and  differences  between  the  current  paper-based  payment  system  and 
EFTS. 

The  differences  between  federal  laws  and  state  laws  governing  financial  serv- 
ice institutions  must  be  identified  and  changes  recommended  that  would  be  con- 
sistent with  the  public  benefits  in  a  national  or  international  system.  Though  I 
realize  this  is  likely  to  be  the  most  sensitive  aspect  of  the  entire  study,  it  is 
certainly  one  of  the  most  important  and  cannot  be  ignored.  The  issues  of  regu- 
latory jurisdiction  were  previously  described.  I  believe  that  it  is  adequate  at  this 
point  to  review  the  obvious  fact  that  most,  if  not  all,  regulatory  agencies  and 
basic  regulation  was  born  in  the  legislative  process  at  either  the  state  or  national 
level.  Accordingly,  any  structural  or  regulatory  modifications  must  be  accom- 
panied by  corresponding  changes  in  the  state  and  national  laws. 

Particularly  important  is  the  clear  uefinition  by  the  Commission  of  guidelines 
under  which  Federal  regulatory  agencies  might  permit  and  monitor  EFTS  pro- 
jects and  experimentation  during  the  life  of  the  Commission.  All  agencies  and 
regulated  institutions  should  enjoy  consistent  guidelines  during  the  critical  ex- 
perimentation and  development  phase  so  as  not  to  disadvantage  any  current  or 
potential  innovators  through  markedly  differing  regulatory  or  statutory  con- 
straints. The  Commission  should  also  specify  appropriate  data  reporting  require- 
ments for  the  Federal  and  State  regulatory  agencies  to  insure  a  timely  flow  of 
relevant  information  resulting  from  field  experience  in  electronic  payments  sys- 
tems operations.  In  this  way,  the  Commission  might  continuously  monitory  de- 
velopments and  establish  a  totally  current  body  of  face  to  aid  its  deliberations 
and  to  f acilitate  subsequent  review  and  action  by  Congress. 

Some  modifications  to  the  Uniform  Commercial  Code  and  to  the  Uniform 
Consumer  Credit  Code  are  likely  to  be  required  to  enable  the  maximum  benefits 
of  EFTS  to  flow  to  the  consumer  with  an  appropriate  level  of  protection  and 
clarity  of  legal  environment.  In  addition,  thexe  are  innumerable  contractural 
obligations  inherent  in  any  exchange  of  value,  whether  under  the  present  pay- 
ments mechanism  or  under  EFTS.  While  the  number  of  nature  of  these  con- 
tractural arrangements  would  seem  to  be  massive  enough  for  a  study  of  its  own, 
the  Commission  must  deal  with  at  least  the  more  basic  agreements ;  those  be- 
tween the  offering  institutions  and  merchants  or  third  parties  who  are  present 
in  the  delivery  system,  between  originating  and  receiving  institution,  and  between 
originating  and  receiving  consumer  or  user.  The  rights  of  all  participants  in 
EFTS  must  be  preserved,  whether  by  contractural,  legislative,  or  regulatory 
means.  This  preservation  of  rights  would  certainly  include  the  issues  of  privacy 
and  confidentiality  of  information. 

I  teel  obligated  to  insert  a  perhaps  unnecessary  caution  at  this  point — legis- 
lation must  follow  practice  rather  than  precede  it  unless  there  is  overwhelming 
evidence  to  the  contrary. 

It  may  be  inappropriate,  however,  for  the  Commission  and  Congress  to  allow 
current  EFTS  developments  to  be  mauled  by  the  conflicting  "mishmash  of  state 
laws"  cited  by  Senator  Mclntyre,  for  the  resulting  developments  are  likely  to 
fall  far  short  of  the  broad  range  (geographic  as  well  as  functional)  of  activities 
required  for  intelligent  assessment  of  desirable  national  policies.  Accordingly, 
the  Commission  might  consider  recommending  that  Congress  issue  a  resolution 
expressing  its  feelings  that  the  McFadden  Act  not  constrain  EFTS  activities  dur- 
ing the  Commission  life,  or  until  specific  legislative  proposals  by  the  Commis- 
sion have  been  evaluated  by  Congress.  The  Commission  might  also  consider 
recommending  some  form  of  limited  interstate  EFTS  experimentation,  at  least  in 
those  metropolitan  areas  which  spread  across  state  lines.  Both  the  House  and 
the  Senate  are  currently  evaluating  geographic  constraints  for  conventional  bank- 
ing activities  and  it  may  be  of  value  for  the  Commission  to  monitor  those  Con- 
gressional activities  as  they  might  impact  EFTS. 

It  would  appear  that  the  entire  thrust  of  Congress  in  establishing  this  Com- 
mission is  to  ascertain  the  basic  facts  surrounding  EFTS  so  that  It  might  govern 
its  actions  accordingly  rather  than  legislate  on  the  basis  of  conjecture  or  emo- 
tion. Certainly,  premature  legislation  or  regulation  usually  tends  to  stifle  com- 
petition rather  than  preserve  and  promote  it  and  it  seems  far  more  difficult  to 
modify  or  rescind  a  law  once  passed  than  to  enact  the  best  possible  legislation, 
consistent  with  public  need,  as  specific  needs  become  known.  This  might  also 
suggest  a  programmatic  approach  to  legislation  in  which  the  body  of  law  gov- 
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erning  EFTS  grows  from  a  rather  simple  and  easy  to  understand  beginning  and 
generally  follows  the  growth  of  EFTS  itself. 

Consumer  Affairs. — Consumers  are  by  far  the  most  important  ingredient  in 
the  mix  of  participants  and  regulators  involved  in  EFTS.  It  is  to  protect  the  in- 
terest of  the  consuming  public  that  Congress  has  acted.  And  it  is  a  truism  that 
each  of  us.  regardless  of  our  role  in  life,  is  also  a  consumer  at  one  time  or  an- 
other. Therefore,  the  Commission  must  carefully  evaluate  each  of  its  actions  or 
recommendations  in  the  light  of  consumer  interest.  Included  in  the  Congressional 
mandate  was  the  maximization  of  consumer  convenience.  Also  included  were  the 
concerns  regarding  the  availability  of  credit  and  the  privacy  and  confidentiality 
of  information.  There  has  been  a  dramatic  increase  in  consumer  legislation  dur- 
ing recent  years  and  this  legislation  might  well  form  the  foundation  for  analysis 
to  ensure  that  at  least  equal,  if  not  superior,  protection  on  these  matters  is  af- 
forded the  consumer  in  an  EFTS  environment. 

An  examination  of  current  financial  services  and  those  likely  in  an  EFTS  en- 
vironment should  concentrate  on  the  deposit,  withdrawal,  transfer,  and  credit 
functions.  Final. cial  service  institutions,  regardless  of  their  specific  charter,  gen- 
erally provide  for  tliree  basic  classes  of  financial  service:  depository,  credit, 
and  or  funds  transfer. 

While  there  are  many  classes  of  depository  account,  it  is  essential  that  the 
customer  have  the  maximum  convenience  in  depositing  his  funds  as  well  as 
withdrawing  them  when  required  by  his  specific  economic  needs.  In  addition. 
when  his  economic  needs  exceed  the  depository  balances  which  he  holds,  or  when 
other  economic  factors  dictate,  he  may  require  the  extension  of  credit  in  some 
form.  The  commission  should  guard  against  the  concept  that  credit  is  an  in- 
alienable right  of  the  American  public.  The  judgment  and  discretion  of  the  credit 
granting  institution  must  not  be  superceded  by  blanket  public  policy.  Similarly, 
discrimination  between  credit  seekers  based  on  artificial  grounds  is  discrimina- 
tory and  has  already  been  proscribed  by  law.  As  a  practical  matter,  however. 
the  extension  of  credit  to  an  individual  consumer  is  more  likely  in  an  EFTS 
environment  that  in  the  more  traditional  financial  system  which  exists  today. 
This  may  be  triggered  by  merchants  who  are  in  the  business  of  sellii;-:  g 
or  servh-es  to  the  pub'ic  and  who  require  payment  in  some  form  for  those  goods 
or  services.  If  a  merchant  is  equipped  with  a  point  of  sale  device  and  his  cus- 
tomer has  an  inadequate  balance  in  his  depository  institution,  it  is  quite  possible 
that  some  form  of  overdraft  line  of  credit  would  be  accessed  so  that  the  trans- 
action could  be  completed  without  embarrassment  to  the  customer.  A  number  of 
bankers  have  proposed  that  at  least  limited  lines  of  credit  be  granted  to  each 
of  their  depository  customers.  If  this  practice  were  actually  followed,  one  must 
une  that  each  depository  customer  would  be  subjected  to  at  least  a  basic 
credit  and  be  the  beneficiary  of  a  financial  service  institution  credit  judgment 
in  order  to  enjoy  basic  depository  services.  It  would  appear  to  be  contrary  to 
the  public  interest  at  large  to  deny  depository  services  to  those  who  might  not 
qualify  for  credit. 

Prom  the  financial  service  institution  viewpoint,  it  is  clearly  possible  to  dif- 
ferentiate between  credit  worthy  customers  and  customers  who  are  permitted 
depository  or  other  services  only.  This  differentiation  between  customers  must 
bo  allowed  to  remain  the  peroirative  of  the  individual  institution.  The  Com- 
mission must,  how  -  s>  the  impact  of  EFTS  upon  the  availability  of  credit 
both  from  tic  □  dpoint  and  from  the  perspective  of  loanable  funds  which 
may  be  greater  if  a  higher  percentage  of  the  public  elects  to  use  depository  in- 
stitut:                     itrast  with  holding  their  financial  assets  in  the  form  of  coin  or 

'icy. 

The  privacy  and  confidentiality  of  information  mentioned  in  several  of  the  pro- 
cedi'iL"  -cct  ions  [s  perhaps  Do  more  important  tban  in  th<  'he  Individual 

consumer.  That  be  has  a  right  to  virtually  absolute  confidentiality  in  the  con- 
duct of  hif  58  in  apparent  from  the  body  of  law  surrounding  that 
Privacy    and   confidentiality    must    be   preserved    in   an    EFT   environment 

with  lent  financial  information  flows  through  multiple  computer 

!  and  along fl  varb-ty  of  Communication  media. 

atrol  of  the  information  contained  within  or  Sowing  through 

an   FITS  network   must   also  be  examined  to  insure  that  unethical  or  Improper 

of  thai  Information  by  any  party  i\->v<  not  take  place,  notwithstanding 

current  statutory  prohibitions.  This  concern  was  placed  in  somewhat  sharper 

focus  following  a   review  of  the  "legal   Protection  of  Privacy"  which  was  trans- 
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mitted  to  the  Office  of  Telecommunication  Policy,  Executive  Office  of  the  Presi- 
dent in  August,  1975. 

Possibilities  for  wrongful  invasion  of  this  privacy  must  be  explored  and  com- 
pared with  the  conventional  payment  system.  In  addition,  the  consumer  must 
be  protected  against  fraud,  or  unauthorized  access  to  his  depository  or  credit 
account  by  other  individuals,  corporate  entities,  or  government  without  regard 
for  the  intentions  of  the  instruder.  A  definitive  policy  must  be  articulated  by 
Congress  with  regard  to  the  legal  right  of  any  governmental  agency  or  unit  to 
gain  access  to  any  information  relating  to  customer — financial  institution  rela- 
tionships or  transactions  to  insure  that  the  concept  of  due  process  is  neither 
diminished  nor  destroyed.  Of  course,  in  a  fraud  situation,  the  intentions  are 
clear.  The  consumer  must  be  safeguarded  from  accidental  or  wrongful  disclosure 
of  information  and  from  errors  which  may  occur  in  the  system.  The  error  ques- 
tion should  be  somewhat  easier  to  deal  with  than  in  the  current  paper  based  pay- 
ments mechanism  for  there  are  far  fewer  manual  interventions  in  an  automated 
system.  However,  the  possibility  of  computer  error  is  a  significant  factor  and  the 
consumer  must  be  giben  an  appropriate  opportunity  to  cause  correction  of  that 
error. 

Summary  and  Conclusions. 

The  final  elements  of  Commission  activity  are  represented  by  the  determina- 
tion of  the  public  policies  following  the  study  itself  and  should  result  in  the 
list  of  recommendations  for  federal  and  state  legislation  and  the  recommenda- 
tions requested  by  Congress  for  appropriate  administrative  action.  The  summary 
and  conclusions  of  the  National  Commission  should  be  very  clearly  and  concisely 
worded  so  that  they  can  be  readily  interpreted  by  those  members  of  the  public 
who  have  or  might  have  an  interest  in  the  outcome  of  the  Commission  activities, 
for  the  Commission  enjoys  a  unique  opportunity  to  shape  the  future  financial 
delivery  and  service  systems  of  this  nation. 

AS  To  what  extent  do  you  expect  the  private  markets  for  large 
deposits,  subordinated  debt,  and  equity  capital  to  prevent  undue  risk- 
taking  by  banking  institutions?  To  what  extent  does  increased  public 
disclosure  offer  promise?  To  the  extent  that  disclosure  is  insufficient, 
how  is  undue  risk-taking  avoided? 

The  private  markets  for  large  deposits,  subordinated  debt,  and 
equity  capital  can  be  expected  to  limit,  but  not  to  prevent,  undue  risk- 
taking-  by  banking  institutions.  The  most  effective  preventive  against 
undue  risk-taking  will  continue  to  be  effective  supervisions  and  regula- 
tion by  the  banking  supervisory  agencies. 

There  are  many  banks  in  this  country  which  do  not  borrow  funds  in 
the  form  of  large  certificates  of  deposit  or  subordinated  debt,  and 
whose  equity  capital  is  raised  locally.  The  degree  to  which  investors 
other  than  shareholders  may  enforce  controls  over  risk-taking  by  these 
banks  is  consequently  small.  Similarly,  non-controlling  shareholders 
of  the  banks  seldom  possess  either  the  knowledge  or  ability  to  curb 
risk-taking  by  the  bank. 

Most  large  banks  in  recent  years  have  sought  funds  not  only  through 
demand  deposits  and  time  deposits  subject  to  Regulation  Q,  but  also 
through  large  certificates  of  deposit  and  subordinated  debt.  Banks 
compete  for  these  funds  with  other  financial  institutions  and  com- 
mercial corporations.  This  competition  does  not  necessarily  prevent 
the  banks  from  taking  undue  risks.  On  the  contrary,  this  competition 
for  funds  has  led  some  banks  to  take  inordinate  risks  in  order  to 
increase  earnings  per  share. 

This  Office  supports  improved  disclosure  by  banks  so  that  investors 
may  be  better  informed  and,  as  a  side  benefit,  impose  a  greater  market 
discipline  upon  individual  bankers.  }Ye  have  already  taken  important 
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steps  which  substantially  will  improve  the  public's  information'  Oil 
national  banks.  On  October  1,  1975,  we  proposed  changes  in  the  quar- 
terly Report  of  Condition  and  Report  of  Income  designed  to  increase 
public  knowledge  of  the  financial  condition  and  income  of  all  banks. 
Banks  with  more  than  $300  million  in  total  assets  will  be  required  to 
complete  a  supplemental  form  with  even  greater  details  about  their 
financial  affairs.  In  addition,  we  have  adopted  for  banks  with  500  or 
more  shareholders  Securities  Exchange  Act  Disclosure  Rules,  which, 
with  certain  exceptions,  are  substantially  similar  to  relevant  regula- 
tions promulgated  by  the  SEC.  As  a  result  of  the  adoption  of  these 
disclosure  rules,  the  public  will  have  more  available  information  on 
these  banks  than  on  any  other  financial  institution  and  perhaps  more 
information  than  is  available  on  any  other  type  of  publicly  held 
business. 

A  more  important  mechanism  which  the  Congress  has  devised  to 
minimize  undue  risk-taking  by  banking  institutions  is  the  system  of 
regulation  and  supervision  which  the  banking  regulatory  agencies  ad- 
minister. The  Congress  has  created  boundaries  within  which  all  banks 
must  operate,  e.g.,  loan,  borrowing,  and  investment  limitations,  and 
an  examination  process  which  facilitates  the  careful  supervision  of 
•each  individual  unit  in  the  system.  Unlike  the  blunt  instrument  of  the 
marketplace,  which  often  does  not  differentiate  between  a  bank  in  real 
trouble  and  a  bank  whose  mistakes  are  correctable,  the  supervisory 
System  can  create  remedies  designed  to  cure  a  particular  malady  af- 
fecting a  particular  bank. 

Bank  examination  involves  an  extensive  review  and  analysis  of  all 
aspects  of  each  national  bank,  including  loan  portfolios,  investments, 
directors'  and  officers'  abilities  and  activities,  the  soundness  of  invest- 
ment and  credit  policies,  the  adequacy  of  internal  record-keeping, 
financial  statements  and  accounting  policies,  truth-in-lending, 
liquidity,  transactions  with  affiliates,  security  measures,  trust  activity 
and  compliance  with  other  appropriate  statutes  and  regulations.  Thus, 
bank  examinaion  is,  and  will  remain,  the  single  most  important  tool  to 
limit  unwarranted  risk-taking  by  banking  institutions. 

A-/f  (a)  To  what  extent,  and  hi  what  circumstances,  should  bonis 
be  self 'standing  entities  left  ultimately  to  fend  for  themselves  and 
to  what  extent,  and  in  what  circumstances,  should  they  be  ultimately 
dependent  on  the  protection  of  the  government?  (b)  To  what  d-  j 
if  any,  is  the  appropriate  role  of  government  protection  dependent 
on  the  size  of  the  bank  in  question? 

(a)  The  public  policy  implications  of  this  question  go  to  the  very 
heart  of  our  entire  economic  system.  Although  private  banks  hav« 
ceased  issuing  currency,  credit  has  taken  the  role  of  the  most  im- 
portanl  and  largest  segment  of  our  money  supply.  The  interchange 
of  value  between  parties  in  an  economic  transaction,  the  temporary 
Storage  of  transaction  funds,  and  the  redeployment  of  depositors' 
funds  iii  the  form  of  loans  to  borrowers  are  the  essential  ingrediei  ts 

0f  o,ir  financial   Service   industry  system  and  each  of  these  elements 

is  largely  dependent  upon  public  trust  and  confidence.  Accordingly, 
statutory  and  regulatory  protections  have  grown  over  the  years  with 
the  stated  objective  thai  of  protecting  the  public  from  the  adversi 
effects  of  an  ineptly  or  wrongfully  managed  financial  institution. 

Too  much  government  regulation  and  protection;  however,  would 
condemn  hank,  to  operate  well  below  optimum  capacity,  thus,  prevent- 
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ing  them  from  meeting  the  essential  capital  requirements  of  the 
nation's  industries.  We  believe  that,  at  certain  times,  government 
should  stand  aside  and  permit  development  of  technological  and 
managerial  innovations  before  determining  what  regulatory  controls 
are  appropriate.  This  Office  has  taken  just  such  a  position  on  the  cur- 
rent issue  of  expansion  of  the  use  of  customer-bank  communication 
terminals. 

Additionally,  we  are  aware  that  the  same  protection  afforded  the 
customers  of  the  banking  system  also  serves  to  insulate  banking  man- 
agers against  all  but  the  most  catastrophic  of  circumstances.  The 
quality  of  bank  management,  however,  should  not  be  dependent  upon 
statutory  protection  from  default  or  dishonor;  nor  should  marginal 
institutions  be  allowed  to  perpetuate  themselves  simply  because  they 
have  become  somewhat  adroit  in  the  art  of  "brinksmanship."  Rather, 
a  financial  service  institution  must  rely  very  heavily  upon  the  financial 
skills  and  management  ability  of  its  executive  group,  perhaps  to  a  far 
greater  extent  than  in  the  case  of  any  other  industry.  Should  not  the 
institution  with  the  courage  and  brain  power  to  innovate  reap  the  re- 
sulting marketplace  rewards  to  the  same  extent  in  a  positive  direction 
that  the  ineptly  managed  institution  falls  from  favor  should  it  fail 
to  satisfy  the  needs  of  its  customers  or  to  generate  a  profit  as  a  result 
of  its  operations?  It  may  be  that  the  risk/reward  system  which  has 
been  so  effective  in  providing  incentives  for  our  free  enterprise  econ-- 
omv  might  be  applied  with  equal  vigor  to  the  banking  industry. 

(b)  To  the  extent  that  banks  might  be  self -standing  entities,  fend- 
ing for  themselves  in  a  highly  competitive  marketplace,  it  would  seem 
inappropriate  to  discriminate  between  size  of  institution  in  relation 
to  government  protection  for  the  public.  While  the  economic  ramifica- 
tions of  a  bank  failure  of  a  very  large  institution  may  be  substantially 
broader  in  their  reach  and  effect  than  the  demise  of  a  small  rural  in- 
stitution, it  seems  inappropriate  to  protect  the  customers  of  one  while 
simultaneously  ignoring  those  of  the  other.  Regulation  and  super- 
vision of  such  a  fractionated  industry  would  be  difficult,  at  best,  and 
would  seem  not  to  provide  for  the  competitive  or  marketplace  flexibil- 
ity that  would  be  reaquired  by  all  surviving  financial  institutions. 
Again,  it  is  the  quality  of  brain  power  that  tends  to  differentiate  one 
institution  from  another,  not  simply  the  magnitude  of  its  assets  or  de- 
posits. Similarly,  it  would  be  difficult  at  best  to  build  a  prima  facie 
case  that  stupidity  or  ineptness  is  concentrated  in  any  size  or  class  of 
financial  institution. 

B.  Banking  Supervision  and  Examination 

B-l  What  are  the  specific  purposes  of  regular  and  special  bank 
examinations?  What  procedures  are  involved  in  an  examination?  Who 
sees  examination  reports?  What  information  arising  out  of  the  exami- 
nation is  provided  to  the  bank's  Board  of  Directors?  Under  tvhat  cir- 
cumstances does  the  Board  see  management  evaluations?  Why  are 
examination  reports  not  made  available  to  the  public? 

What  are  the  specific  purposes  of  regular  and  special  bank  examina- 
tions? 
;  National  bank  examinations  are  designed  to  determine  the  condi- 
tion and  performance  of  banks,  the  quality  of  their  operations,  the 
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capacity  of  management,  and  to  enforce  compliance  with  federal  laws. 
All  facets  of  a  bank  examination,  ranging  from  appraising  assets  and 
internal  controls  to  evaluating  the  soundness  of  management  policies, 
have  as  their  ultimate  purpose  the  determination  of  liquidity  and 
solvency — present  and  prospective — and  the  legality  of  the  bank's  acts. 

The  purposes  just  described  are  those  of  the  regular  examination 
which  must  be  performed,  as  required  by  statute  (12  U.S.C.  481).  for 
every  national  bank  twice  in  each  calendar  year.  The  Comptroller,  in 
the  exercise  of  this  discretion,  may  waive  one  such  examination  every 
other  year.  He  may  also  cause  an  examination  to  be  made  more  fre- 
quently if  he  considers  it  necessary.  The  latter  type  examinations  are 
referred  to  as  "special"  and  may  involve  an  investigation  as  thorough 
and  comprehensive  as  the  regular  examination,  or  may  be  more  limited 
in  scope,  depending  on  the  objective. 

Special  examinations  often  are  initiated  to  monitor  the  affairs  of 
those  banks  which  are  experiencing  unusual  problems,  such  as  those 
involving  assets,  loans,  earnings,  or  management.  In  addition,  special 
examinations  are  performed  in  connection  with  merger,  consolidation 
and  purchase  and  assumption  applications.  Special  examinations  are 
frequently  made  of  affiliates,  bank  trust  departments,  bank  electronic 
data  processing  units,  and  international  banking  offices. 

Examination  Procedures 

Teams  of  examiners  conduct  bank  examinations  following  (a)  pro- 
cedural guidelines  described  in  the  Comptroller's  Handbook  of  Exami- 
nation Procedure,  a  copy  of  which  is  enclosed,  (b)  instructional  guide- 
lines presented  in  various  training  courses,  and  (c)  directives  from 
Regional  Administrators  and  other  supervisory  personnel.  Certain 
examiners  receive  specialized  training  and  are  assigned  responsibil- 
ities in  trust  operations,  electronic  data  processing,  and  overseas  bank 
operations,  among  other  activities.  Guidelines  and  directives  have  been 
developed  for  these  specialized  activities  as  well. 

The  examination  procedures,  including  the  Handbook,  now  are  being 
thoroughly  revised  as  a  result  of  the  recently  completed  management 
study  of  the  Comptroller's  Office.  A  copy  of  the  contractor's  report, 
Comptroller  of  the  Currency,  Administrator  of  National  Banks, 
B- osteins  and  Sells  Study  1974.-75,  is  provided. 

An  overview  of  both  present  and  prospective  examination  pro- 
cedures is  contained  in  the  Haskins  and  Sells  Study  1974-75. 

Who  sees  examination  reports? 

National  bank  examiners  produce  the  report  of  examination,  which 
then  is  forwarded  to  the  Regional  Administrator  for  processing  and 
review.  After  the  report  is  completed  and  signed  both  by  the  Regional 
Administrator  and  the  National  Bank  Examiner,  it  is  copied.  The 
original  is  forwarded  to  the  Bank  Operations  group  of  the  Oomptrol- 
Office  in  Washington,  D.C.,  for  farther  analysis  and  review,  and 
is  available  to  certain  designated  employees.  The  Comptroller's  Office 
provides  copies  of  reports  of  examination  to  the  Federal  Deposit  In- 
surance Corporation  upon  request,  or  automatically  when  the  report 
reveals  a  problem  situation.  Certain  reports  are  also  provided  to  the 
Board  of  Governors  of  the  Federal  Reserve  System  in  Washington 
upon  request.  Additionally,  the  Regional  Administrator  forwards  re- 
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ports  of  examination  for  those  banks  under  his  jurisdiction  to  the 
nnnronriate  Federal  Reserve  District  Bank. 

1  V  copy  of  the  examination  report  is  furnished  to  the  bank  solely 
for  its  confidential  internal  use.  Under  no  circumstances  may  the  bank 
or  any  of  its  directors,  officers,  or  employees,  disclose  any  part  of  the 
report  to  any  person  or  organization  not  officially  connected *ith_ the 
bank  as  officer,  employee,  attorney  or  internal  or  P^P^t^^ 
The  report  contains  a  confidential  section  which  is  not  made  available 
to  the  bank. 

Information  from  Examination  Reports  provided  to  the  Bank's  Board 
of  Directors  and  Bank  Officers 

The  examination  report,  excluding  the  confidential  section,  which 
is  provided  only  to  the  Comptroller,  is  furnished  to  the  board  ot  di- 
rectors. This  report  includes  the  examiner's  detailed  assessment  ot 
the  condition  of  the  bank,  and  his  appraisal  of  matters  requiring  the 
attention  of  the  bank's  board  is  set  forth  in  the  report  for  each  member 
of  the  board  to  review.  The  board,  in  the  exercise  of  its  duties,  usually 
makes  the  report,  or  excerpts  therefrom,  accessible  to  senior  officers  of 
the  bank.  In  addition,  each  examiner  discusses  the  contents  of  his 
report  with  the  senior  officers  of  the  bank  prior  to  his  filing  the  report 
with  the  Regional  Administrator. 

Under  what  circumstances  does  the  board  see  management  evalu- 
ations? 

The  bank's  copy  of  the  report  usually  contains  the  examiner's  gen- 
eral appraisal  of  the  bank's  management  effectiveness  in  the  various 
divisions  of  the  bank.  If  the  examiner  makes  the  determination  that  a 
particular  officer  or  a  group  of  officers  is  acting  to  the  detriment  of 
the  bank,  the  board  is  apprised  of  the  situation  through  special  meet- 
ings or  other  communication  between  the  board  and  the  examiner  and/ 
or  the  Regional  Administrator.  The  confidential  section  of  the  report 
also  includes  some  comments  related  to  management. 

Why  are  examination  reports  not  made  available  to  the  public? 

The  wholesale  disclosure  of  raw  information  from  examination 
reports  would  materially  frustrate  the  examination  process,  and  would 
not  serve  any  relevant  or  proper  purpose.  Historically,  examination 
reports  of  this  Office  have  been  deemed  to  be  confidential  files,  which 
have  been  given  statutory  and  regulatory  protection,  in  order  to  insure 
maximum  confidentiality  and  safety  in  the  bank  examination 
process. 

Congress  has  been  well  aware  of  the  need  to  prevent  invasion  of 
privacy  of  persons  specifically  identified  in  the  reports,  thus  it  has 
recognized  the  confidential  nature  of  examination  reports  in  numerous 
acts.  The  Freedom  of  Information  Act  exempts  from  disclosure  mate- 
rial prepared  by  an  agency  responsible  for  the  regulation  or  supervi- 
sion of  financial  institutions  (5  U.S.C.  552(b)(8)).  Examiners  who 
disclose  information  relating  to  specific  borrowers  are  subject  to 
criminal  penalties  (18  U.S.C.  1906) .  Congress  believed  it  was  necessary 
to  pass  specific  legislation,  even  where  reports  were  to  be  exchanged 
within  the  executive  branch  of  government.  See,  e.g.,  12  U.S.C.  1817 
(a)  (2)   (exchange  with  the  Federal  Deposit  Insurance  Corporation), 
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and  12  TJ.S.C.  1442  (exchange  with  the  Federal  Home  Loan  Bank 
Board).  Bank  customers,  therefore,  fairly  assume  that  their  confi- 
dential financial  affairs  will  not  be  made  public. 

From  a  borrower's  standpoint,  there  is  a  vast  difference  between  an 
examiner  making  an  inquiry  in  one  particular  bank  and  making  the 
results  of  that  inquiry  available  to  management  of  the  bank,  and,  on 
the  other  hand,  inquiring  into  a  borrowers  creditworthiness,  and  then 
broadcasting  his  findings.  The  publication  of  the  examiner's  opinion 
could  have  a  serious  adverse  impact  on  the  borrower,  and  could  in 
effect,  put  the  government  in  the  position  of  determining  who  could 
borrow  and  who  could  not. 

In  addition  to  the  potential  for  inexcusable  invasion  of  privacy 
through  disclosure  of  the  examination  reports,  such  disclosure  also 
could  interfere  seriously  with  the  examination  process  itself.  National 
banks  and  national  bank  examiners  rely  heavily  upon  the  confiden- 
tiality of  examination  reports.  The  present  ability  of  this  Office  to 
conduct  more  than  25,000  effective  examinations  annually,  and  to  fol- 
low them  up  with  comments  and  suggestions,  is  made  possible  only  by 
the  cooperation  of  the  banks  involved,  and  candid  exchanges  between 
the  banks  and  the  examiners,  and  between  the  examiners  and  the 
Comptroller.  Banks  would  be  most  hesitant  to  furnish  much  of  the 
information  now  made  available  voluntarily,  and  our  examiners  would 
be  reluctant  to  discuss  the  substance  of  these  reports  freely  and  openly 
with  this  Office  if  examination  reports  were  made  available  to  the 
public.  This  result  would  substantially  impair  this  Office's  ability  to 
perform  its  statutory  duty  to  supervise  the  national  banking  system. 

B-2  What  hinds  of  problems  are  most  frequently  revealed  by  ex- 
aminations? How  do  such  frequently  encountered  problems  differ  ac- 
cording to  size  and  type  of  bank? 

Generally  speaking,  a  predominance  of  the  banks  examined  by  this 
Office  are  well -managed  and  do  not  exhibit  major  problems.  When 
problems  are  revealed  by  bank  examinations,  they  usually  are  caused 
by  poor  operations  control  or  by  unsound  or  self-serving  management 
decisions.  A  lack  of  attention  to  low  liquidity,  unsatisfactory  earnings, 
and  heavy  loan  losses  is  often  reflective  of  inept  management.  Serious 
violations  of  law  by  officers,  directors  and  employees  also  are  uncov- 
ered during  examinations.  Of  course,  the  economic  situation  in  any 
area  is  always  of  concern  to  this  Office.  The  need  for  additional  capital 
funds  might  be  almost  impossible  to  meet  in  certain  economic  climates, 
and  deposits  might  be  unusually  volatile.  While  these  problems  may 
occur  in  any  bank,  they  are  more  likely  to  be  found  in  the  smaller, 
less  diversified  banks. 

On  the  other  hand,  large  money  center  and  regional  banks,  in  recent 
years,  have  become  increasingly  susceptible  to  variations  in  the  money 
markets.  This  is  especially  true  of  those  banks  with  a  heavy  dependence 
on  high-cost  purchased  funds.  Using  techniques  of  liability  manage- 
ment, bankers  in  the  loco's  and  1970's  substantially  increased  their 
fund  source  and  maintained  them,  even  during  periods  of  monetary 
restraint.  Secure  in  the  assumption  that  additional  liabilities  could 
always  he  created  to  provide  liquidity,  many  banks  moved  into  higher 
vielding  loans  and  securities  in  the  pursuit  of  profits.  This  meant, 
longer  terms  and  hi«zher-risk  asset  concentrations  which  diminished 
liquidity  and  quality. 
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Unfortunately,  some  practitioners  of  liability  management  learned 
in  1974  and  early  1975  that  prevailing  high  interest  rates,  tight  money, 
and  an  economic  recession  had  the  effect  of  freezing  substantial  por- 
tions of  the  investment  and  loan  portfolios.  At  the  same  time,  large 
deposits  and  other  purchased  funds  became  not  only  interest-sensitive, 
but  also  confidence-sensitive.  The  problems  or  rumors  of  problems 
which  surfaced  in  1974  materially  affected  the  banking  industry,  espe- 
cially in  the  wholesale  sector. 

Another  problem  which  has  arisen  in  some  large  banks  and  holding 
companies  relates  to  the  growing  number  of  affiliated  companies 
through  which  business  is  conducted.  While  the  trend  toward  estab- 
lishment of  affiliates  has  generally  served  to  promote  competition^  it 
has  proved  troublesome  to  those  large  banks  or  holding  companies 
which  rapidly  expanded  into  mortgage  companies,  real  estate  invest- 
ment trusts,  and  similar  enterprises  without  insuring  that  the  neces- 
sary management  or  operations  controls  were  in  place  to  handle  the 
expanded  activity.  See  the  response  to  question  G  3  for  a  more  com- 
plete discussion  of  issues  involving  the  establishment  of  non-banking 
affiliates  by  banks  and  holding  companies. 

B-3  (a)  How  is  it  determined  when  a  particular  bank  will  he  ex- 
amined? (b)  How  does  the  frequency  of  examination  vary  among 
banks  according  to  the  severity  of  problems  perceived? 

(a)  National  banks  are  required  by  statute  (12  U.S.C.  481)  to  be 
examined  by  the  Comptroller's  Office  a  minimum  of  three  times  every 
two  years.  While  each  national  bank  thus  receives  an  examination  ap- 
proximately once  every  eight  months.  Regional  Administrators  are 
instructed  to  schedule  the  examinations  at  irregular  intervals  to  pre- 
vent, as  far  as  possible,  the  anticipation  by  the  officers  of  the  bank  of 
the  approximate  date  of  the  examiner's  visit. 

(b)  The  Comptroller  may,  at  his  discretion,  examine  banks  more  fre- 
quently than  twice  in  each  calendar  year  if  he  deems  it  necessary.  The 
quality  of  a  bank  and  frequency  of  examinations  is  determined  by 
many  factors,  such  as  ownership,  capital,  management,  investments 
and  liquidity,  and  the  quality  of  the  loan  portfolio.  For  that  reason,  a 
system  was  established  to  measure  a  bank's  overall  asset  quality  by 
relating  the  aggregate  of  classified  assets,  principally  loans,  to  the 
bank's  gross  capital  funds.  Based  upon  that  ratio,  this  Office  formed 
standard  categories  of  asset  quality.  These  categories  are : 

Group  A. — Includes  banks  whose  total  classified  assets  range  from 
0%  to  20%  of  gross  capital.  Absent  other  criticisms  in  capital  or  man- 
agement, little  supervisory  attention  is  believed  necessary  until  the  next 
regular  examination. 

Group  B. — Includes  banks  whose  total  classified  assets  range  from 
20%  to  40%  of  gross  capital.  These  banks  require  closer  attention, 
including  progress  reports,  meetings  with  the  directorate,  and  modi- 
fications of  lending  policies. 

Group  0. — Includes  banks  with  classified  assets  of  40%  to  80%. 
Severe  asset  problems  will  likely  be  evident,  and  prompt  attention 
is  required  by  the  Comptroller  and  the  bank. 

Group  D. — Includes  banks  where  80%  or  more  of  the  assets  are 
classified.  In  certain  of  these  instances,  a  bank  may  be  approaching  in- 
solvency, and  drastic  action,  such  as  changes  in  control,  ownership,  or 
management,  may  be  necessary. 
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Along  with  asset  categories,  the  Comptroller  developed  composite 
ratings,  ranging  from  Group  1  to  Group  4.  which  consider  other  fac- 
tors in  addition  to  classified  assets.  Group  1  banks  usually  demonstrate 
less  than  20%  of  classified  assets  to  gross  capital  funds,  good  capital, 
competent  management,  good  operations,  and  good  liquidity.  Group  4 
banks  are  those  which  might  be  approaching  insolvency,  and  usually 
require  immediate  injection  of  capital  and,  perhaps,  new  manage- 
ment. Banks  with  asset  ratings  in  Group  C  or  I),  and  composite  ratings 
in  Groups  3  or  4,  are  those  banks  which  require  closer  supervision  by 
the  Comptroller's  Office.  Therefore,  banks  in  Groups  3  or  4  are  ex- 
amined more  frequently  than  banks  in  Groups  1  or  2. 

Certain  problem  banks  also  are  required  to  submit  quarterly,  month- 
ly, or  bi-Aveekly  progress  reports  to  the  Regional  Administrator  and  to 
special  groups  in  the  Comptroller's  Office.  The  progress  reports  are 
analyzed  and,  if  an  adverse  trend  is  apparent,  a  full  examination  or  a 
visitation  may  be  ordered. 

B-4  (a)  What  happens  after  an  examination  uncovers  a  problem 
that  needs  to  be  remedied?  (b)  To  what  extent  are  problems  resolved 
by  examiners  without  need  for  involvement  by  other  agency  personnel? 
(c)  Are  such  resolutions  of  problems  incorporated  in  the  examination 
report?  (d)  Hoio  is  the  enforcement  of  consumer  protection  and  civil 
rights  laws  integrated  into  the  examination  process? 

(a),  (b),  (c)  The  examiner's  comments  on  matters  requiring  atten- 
tion is  one  of  the  most  important  pages  of  his  report.  On  this  page  t he- 
examiner  groups  every  matter  of  importance  concerning  the  bank's 
affairs  which  should  be  brought  to  the  attention  of  the  Comptroller, 
the  directorate  and  the  actwe  executive  management. 

The  examiner  incorporates  in  his  comments  on  matters  requiring 
attention  any  statements  or  promises  made  by  the  bank's  management 
pertaining  to  the  correction  of  matters  under  discussion.  Routine  mat- 
ters brought  to  the  attention  of  management  and  wholly  corrected  dur- 
ing the  examination  are  not  further  emphasized  and  the  Comptroller's 
Office  takes  no  further  administrative  action. 

When  an  examination  of  a  national  bank  discloses  a  condition  so  un- 
satisfactory as  to  warrant  that  the  Board  of  Directors  should  be 
promptly  and  personally  informed,  a  special  meeting  with  the  Board  is 
called  by  the  examiner.  Depending  on  circumstances  and  the  severity 
of  the  problem,  this  special  meeting  also  may  be  attended  by  the  Re- 
gional Administrator  and  special  representatives  of  the  Comptroller. 

It  is  not  practicable  to  outline  every  conceivable  situation  requiring 
a  Board  meeting.  However,  the  examiner  usually  calls  a  Board  meet- 
ing when  (1)  tin1  trend  of  the  bank's  affairs  between  examinations  is 
significantly  adverse,  (2)  the  condition  of  the  banlc  is  rated  lower  than 
fair,  (?>)  the  active,  executive  management  is  considered  unsafe  because 
of  incompetence  or  the  lack  of  candor,  honesty  pr  integrity,  (4)  differ- 
ences  of  opinion  involving  reasonably  important  matters  cannot  be 
resolved  by  Hie  examiner  and  the  active,  executive  officers,  (5)  impor- 
tant violations  of  law  exist,  or-  (6)  policy  domination  by  a  person  or 
persons  associated  with  the  bank  is  immoderate  and  harmful  to  the 

best   interests  of  t  be  bank. 

If  the  bank  is  found  to  lack  liquidity,  earning  capacity,  public  con- 
fidence, or  ig  faced  with  a  significant   volume  of  poor  quality  assets, 
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any  of  which  may  impair  its  capital  structure  or  affect  its  ability  to 
continue  operations,  the  examiner  and  other  representatives  of  the 
Comptroller's  Office  thoroughly  explore  with  the  Board  all  avenues  of 
corrective  actions  which  may  be  appropriate.  Where  the  facts  indicate 
that  a  serious  problem  exists,  that  the  law  reportedly  has  been  violated, 
or  that  unsafe  and  unsound  practices  are  followed,  the  Comptroller  is 
empowered  to  deal  with  the  situation.  The  principal  legal  remedy  is  the 
cease  and  desist  power  under  12  U.S.C.  1818(b)  which  is  an  inter- 
mediate tool  to  rehabilitate  a  bank  and  assist  it  in  working  out  its 
problems,  without  resorting  to  the  drastic  measures  of  receivership, 
conservatorship,  termination  of  insurance,  forfeiture  of  charter,  or 
forced  merger.  The  vast  majority  of  bank  problems,  however,  are 
handled  through  the  less  formal  techniques  of  persuasion,  frequent 
examinations,  and  meetings  with  directors.  In  addition,  a  bank  and  the 
Comptroller  often  enter  into  formal  or  informal  voluntary  written 
agreements  whereby  the  bank  agrees  to  undertake  or  to  refrain  from 
undertaking  certain  actions.  Cease  and  desist  proceedings  and  the  use 
of  formal  written  agreements  always  involve  agency  attorneys  as  well 
as  examining  personnel. 

It  is  now  a  policy  of  the  Comptroller's  Office  that,  where  a  bank's 
condition  has  deteriorated  to  such  an  extent  than  an  agreement  must  be 
reached,  a  refusal  by  the  bank  to  cooperate,  absent  some  overwhelming 
reasons  to  the  contrary,  will  justify  the  Comptroller's  commencing  a 
cease  and  desist  proceeding. 

(d)  The  Comptroller's  Office  is  charged  with  enforcing  bank  com- 
pliance with  several  consumer-related  laws  and  regulations,  including 
the  Truth-in-Lending  Act,  Fair  Credit  Reporting  Act,  Fair  Housing 
Act,  Eeal  Estate  Settlement  Procedures  Act,  Equal  Credit  Oppor- 
tunity Act,  and  the  Fair  Credit  Billing  Act.  Consumer  complaints  and 
inquiries  involving  national  banks  are  investigated  and  answered  by 
the  Washington  staff  and  the  fourteen  Regional  offices. 

In  September  1974,  this  office  established  a  Consumer  Affairs  Divi- 
sion to  gather  and  provide  information  in  the  area  of  consumer  bank- 
ing and  to  assure  that  the  interests  of  consumers  are  considered  and 
protected.  The  division  has  provided  additional  training  to  the  staff 
of  national  bank  examiners  nationwide  on  administration,  enforce- 
ment, and  interpretation  of  existing  federal  and  state  consumer  pro- 
tection laws  as  they  apply  to  national  banks.  Various  bank  examina- 
tion procedures  have  been  reviewed  and  new  procedures  recommended. 
Current  and  proposed  consumer  banking  practices  are  researched  to 
determine  if  they  contain  abuses.  The  division  maintains  contact  with 
other  federal  regulatory  agencies,  state  banking  departments  and  con- 
sumer interest  groups  for  mutual  assistance,  interchange  of  ideas  and 
similar  activities  in  the  field  of  consumer  protection  and  assistance. 

Of  special  note  is  an  experimental  system  for  enforcement  of  con- 
sumer protection  laws,  operational  in  modified  form  in  one  National 
Bank  Region.  Success  in  that  region  may  lead  to  nationwide  imple- 
mentation under  the  direction  of  the  Consumer  Affairs  Division.  De- 
tailed information  on  consumer  transactions,  including  random  sam- 
ples of  bank  loan  documents,  is  gathered  every  two  years  during  the 
regular  examination  process  and  forwarded  to  regional  staff  for  re- 
view. A  report  is  forwarded  to  each  bank  detailing  the  findings  and 
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-conclusions  of  this  Office,  and  remedial  action  is  required  in  appro- 
priate cases. 

Together  with  the  Federal  Reserve  System,  the  Federal  Deposit 
Insurance  Corporation  and  the  Federaf  Home  Loan  Bank  Board, 
the  Comptroller's  Office,  during  the  latter  part  of  1974,  conducted  a 
pilot  survey  in  eighteen  metropolitan  areas.  The  purpose  of  the  survey 
was  to  try  to  develop  an  effective  means  of  enforcing  non-discrimina- 
tion in  residential  real  estate  loans  under  Title  VIII  of  the  Civil 
Rights  Act  of  1968.  In  the  area  of  discrimination,  the  Comptroller 
wrote  letters  to  all  national  banks  urging  that  they  scrupulously  avoid 
any  practices  or  policies  that  are  based  upon  consideration  of  the  race 
or  religious  belief  of  any  customer,  stockholder,  officer,  or  director  of 
the  bank.  The  Comptroller  stated  in  those  letters  that  discrimination 
based  on  religious  affiliation  or  racial  heritage  is  incompatible  with 
the  public  service  function  of  a  banking  institution  in  this  country. 
Through  the  regular  examination  function,  the  Office  can  review  na- 
tional bank's  compliance  with  federal  laws  prohibiting  discrimination 
in  employment,  housing  and  credit. 

With  respect  to  the  Consumer  Credit  Protection  Act  ("Truth-in- 
Lending")  and  Federal  Reserve  Regulation  Z,  enforcement  by  this 
Office  has  been  vigorous.  In  addition  to  the  insertion  in  the  Report  of 
Examination  in  1971  of  a  page  requiring  an  evaluation  of  national 
bank  compliance  procedures,  all  examiners  have  been  supplied  with 
a  checklist  designed  to  assist  them  in  reviewing  truth-in-lending  dis- 
closure forms.  The  Washington  staff  has  spent  a  considerable  amount 
of  time  reviewing  disclosure  statements  for  both  closed-end  and  open- 
end  credit.  Our  attorneys  continue  to  make  themselves  available  to 
bankers  and  their  lawyers,  as  well  as  to  examiners,  to  discuss  the 
adequacy  of  compliance  with  disclosure  requirements. 

The  Comptroller  of  the  Currency  obtains  consumer  views  on  bank- 
ing activities  through  investigation  of  customer  attitudes,  relation- 
ships and  problems  with  national  banks.  The  resulting  information, 
can  be  used  to  urge  correction  of  abuses  by  individual  banks  and  to 
promote  change  throughout  the  industry.  Other  methods  include 
meetings  between  the  Comptroller  and  his  staff  and  representatives 
of  consumer  interest  groups  to  solicit  opinions  on  matters  which  con- 
cern bank  customers  and  receipt  of  consumer  views  whenever  public 
hearings  are  conducted  on  bank  charter  applications,  branch  applica- 
tions, proposed  regulations  or  interpretive  rulings. 

B-5  (a)  Horn  many  times  has  the  agency  instituted  cease-and- 
Resist  or  removal  proceedings  wider  the  Financial  Institutions  Super- 
visory Act  of  1966?  Describe  each  of  these  cases  in  general  terms, 
(7))  Have  any  cease-and-desist  orders  mandated  affirmative  act/on  to 
dy  prior  unsound  practices  or  violations  of  lair?  (c)  If  the  agency 
relies  primarily  on  "jawboning"  to  achieve  compliance  with  legal 
requirements,  what  criteria  are  used  to  determine  when  firmer  action 
\s  needed?  Are  these  criteria  written?  //'  so,  pl>  ase  provide  them,. 

(a)  Since  the  passage  of  the  Financial  Institutions  Supervisory 
Act  (  FISA)  in  October  of  1966,  this  Agency  began  formal  adminis- 
trative proceedings  on  approximately  60  different  occasions.  During 
the  initial  stages  following  the  passage  of  the  FISA.  this  Office  very 
rarely  utilized  the  remedies  provided;  nevertheless,  during  the  last4 
eral  years,  the  frequency  has  increased  substantially. 
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The  criteria  for  commencing  proceedings  under  the  FISA  are 
extremely  broad.  A  proceeding  may  be  brought  where  the  bank: 

...  is  engaging  or  has  engaged,  or  [the  Comptroller]  has  reason- 
able cause  to  believe  that  the  bank  is  about  to  engage,  in  an  unsafe 
or  unsound  practice  in  conducting  the  business  of  such  bank,  or  is 
violating  or  has  violated  or   [the  Comptroller]   has  reasonable 
cause  to  believe  that  the  bank  is  about  to  violate  a  law,  rule  or 
regulation  or  any  condition  imposed  in  writing  ...  or  any  written 
agreement. ...  12  U.S.C.  §  1818(b)  (1). 
In  coining  the  phrase  "unsafe  or  unsound  banking  practice,"  Con- 
gress intended  to  give  the  regulatory  agencies  substantial  flexibility  to 
act  on  a  case-by-case  basis.  In  light  of  this  flexibility  the  actions 
brought  by  this  Office  have  involved  virtually  every  aspect  of  bank- 
ing. Grounds  range  from  incompetent  management  to  violations  of 
statutes  and  regulations.  Some  actions  have  redirected  completely  the 
efforts  of  the  bank  and  have  established  comprehensive  rehabilitative 
procedures.  Other  actions  have  been  brought  solely  to  correct  isolated 
violations  of  laws,  rules  and  regulations  such  as  fautly  truth-in-lending 
disclosures  or  overreaching  the  statutory  lending  limitation.  Several 
actions  request  that  committees  be  formed  to  oversee  the  function  of 
the  bank. 

As  a  matter  of  course,  the  banks  subject  to  administrative  action 
must  submit  reports  to  the  Comptroller  of  the  Currency.  These  reports 
are  studied,  together  with  special  examinations,  to  determine  whether 
the  bank  is  complying  with  the  administrative  action. 

(b)  Many  of  the  cease-and-desist  orders  referred  to  in  part  (a)  of 
this  answer  have  required  the  bank  to  take  affirmative  action.  In  many 
instances  affirmative  action  is  the  only  way  to  correct  present  problems 
in  the  bank  and  to  prevent  future  problems. 

Proceedings  have  been  instituted,  among  other  things,  to  require 
banks  to:  collect  certain  loans  within  specified  time  periods;  comply 
with  the  Truth-in-Lending  Act  by  making  various  alterations  in  their 
future  and  past  disclosures  and  by  changing  their  advertisements; 
formulate  and  follow  written  loan  policies;  hire  additional  officers  to 
perform  specific  functions :  create  and  implement  a  sound  program  of 
internal  control  and  audit  procedures:  increase  capital  and  improve 
liquidity ;  and  form  committees  to  deal  with  particular  problems.  As 
an  example  of  this,  we  direct  the  Committee's  attention  to  the  cease 
and  desist  order  which  was  issued  against  the  United  States  National 
Bank  in  San  Diego,  California.  See  Hearings  before  the  Subcommittee 
on  Financial  Institutions  Supervision  Regulation  and  Insurance.  Com- 
mittee on  Banking.  Currency  and  Housing.  U.S.  House  of  Represen- 
tatives, "Failure  of  U.S.  National  Bank  of  San  Diego,  California," 
November  27,  1973  and  December  10-12,  1974,  p.  87. 

(c)  There  are  no  specific  criteria  utilized  by  this  Office  to  determine 
when  regulatory  "jawboning"  should  give  way  to  imposition  of  a 
remedy  authorized  by  the  FISA.  Our  experience  has  shown,  however, 
that  the  threat  of  a  cease  and  desist  proceeding  enables  the  Comp- 
troller to  handle  most  bank  problems  through  the  less  formal  tech- 
niques of  persuasion,  frequent  examinations,  and  meetings.  wHh  the 
directorate.  Each  situation  is  given  a  thorough  evaluation  by  the 
Regional  Administrator  and  by  the  YTashington  office  to  determine 
whether  or  not  supervisory  objectives  can  be  reached  without  resort 
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to  formal  administrative  action.  Factors  considered  include  the  length 
of  time  during  which  the  objectionable  practice  has  been  followedfits 
effect  on  the  bank's  solvency,  its  impact  on  service  to  the  public,  and 
the  extent  of  cooperation  by  bank  management  in  revising  their 
policies. 

B-6  Describe  (a)  important  movements  in  the  examination  and 
remedial  action  processes  made  within  the  last  five  years,  (b)  any 
improvements  noiu  pending,  and  (c)  what  additional  major  areas  net  d 
change,  or  at  least  attention. 

INTRODUCTION 

The  Comptroller  of  the  Currency  commissioned  the  consulting  firm 
of  Haskins  and  Sells  in  May  1974  to  conduct  a  complete  review  of 
Office  operations.  Recommendations  for  a  thoroughgoing  agency  re- 
organization resulting  from  the  study  were  announced  in  August  1975 
and  should  be  fully  implemented  within  a  year. 

The  Haskins  and  Sells  Study  constitutes  a  natural  dividing  line 
with  respect  to  the  subject  of  this  question.  Thus,  part  (a)  of  our 
answer  will  include  a  discussion  of  pre-Haskins  and  Sells  changes  in 
the  processes  of  examination  and  remedial  action.  Part  (b)  will  in- 
clude a  discussion  of  changes  which  we  are  making  in  response  to 
the  recommendations  of  that  Study. 

(a)  Perhaps  the  most  significant  development  in  the  examination 
process  in  recent  years  is  the  publication  of  the  Comptroller  s  Hand- 
book of  Examination  Procedure.  The  Handbook  originated  in  the 
Fourteenth  National  Bank  Region  in  1968  as  a  project  designed  to 
codify  standards  of  national  banks  examination  and  to  provide  a  more 
structured  training  program  for  national  bank  examiners.  Its  con- 
tents were  revised  extensively  in  1973  and  adopted  for  nationwide  use 
by  all  examiners. 

Another  noteworthy  improvement  in  the  realm  of  national  bank 
examination  is  the  institution  of  a  program  coordinating  the  national 
and  regional  activities  of  the  Comptroller's  International  Division. 
In  recognition  of  the  explosive  growth  in  the  highly  specialized  field 
of  foreign  commercial  banking,  new  reports  of  examination  and  re- 
structured examination  procedures  have  been  developed  for  inspection 
of  national  bank  overseas  operations.  Responsibility  for  supervision 
of  the  international  examining  force  now  is  centralized  in  the  Comp- 
troller's Washington  headquarters,  allowing  examinations  of  national 
bank  head  offices  to  be  conducted  simultaneously  with  examination  of 
their  respective  foreign  branches,  when  necessary. 

Uniform  treatment  by  examiners  of  similar  risks  shared  by  a  num- 
ber of  banks  also  constitutes  a  major  step  in  the  examination  process. 
Traditionally,  each  examiner  has  acted  autonomously  in  evaluating 
the  quality  of  a  bank-held  asset,  regardless  of  the  fact  that  banks  else- 
where shared  similar  interesis.  In  an  effort  to  eliminate  the  dissimilar 
treatment  of  the  same  risk  which  often  resulted  from  this  arrangement 
the  Comptroller  in  1971  established  two  committees  eacfc  composed  of 
senior  examiners,  to  promote  uniformity  of  risk  evaluation.  One  com- 
mittee is  charged  with  determining  uniform  treatment  of  loans  in 
exc€  i  million  in  which  several  banks  have  participated ;  the 
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Other  determines  uniform  treatment  of  extensions  of  credit  to  foreign 
governments  and  foreign  state  entities. 

With  regard  to  the  process  of  remedial  action,  the  Enforcement 
and  Compliance  Division  was  organized  as  part  of  the  Law  Depart- 
ment. The  Division  provides  the  focal  point  for  legal  advice  to  the 
Comptroller  and  Regional  Administrators  concerning  administrative 
remedies  and  evaluates  potential  criminal  or  conflict-of-interest  situa- 
tions at  national  banks.  In  particular,  the  Division  reviews  criminal 
reports  submitted  by  national  bank  examiners  and  advises  whether 
referral  to  prosecuting  authorities  is  appropriate.  Attorneys  from  the 
Division  assist  prosecuting  and  investigating  authorities  and  direct 
the  institution  of  cease-and-desist  proceedings  by  taking  depositions 
and  employing  other  fact-gathering  techniques/ 

The  major  improvement  in  the  remedial  action  process  in  recent 
years  has  been  the  establishment  of  several  monitoring  programs. 
These  are  designed  to  identify  national  bank  problems  through  cur- 
rent examination  methods  and  aid  in  coordinating  the  national  and 
regional  examination  and  enforcement  efforts  of  the  Office. 

(b)  Consistent  with  the  findings  of  the  Haskins  and  Sells  Study, 
substantial  improvements  in  national  bank  examination  procedures 
now  are  being  implemented.  The  new  procedures  will  gear  examina- 
tion efforts  more  precisely  to  the  needs  of  this  Office  and  the  particular 
bank  being  examined  and  will  stress  review  of  bank  internal  controls, 
such  as  audits  and  prudent  credit  and  investment  rules.  Thus,  exam- 
iners will  devote  more  time  to  evaluation  of  a  bank's  policies,  its 
decision-making  process,  and  its  management  information  systems. 

Following  closely  the  recommendations  of  Haskins  and  Sells,  the 
Comptroller  has  directed  major  new  revisions  in  the  Handbook  which 
will  make  it  less  a  training  guide  and  more  a  practical  field  tool.  With 
the  first  draft  scheduled  to  be  completed  in  March  1976,  the  Handbook 
will  display  a  new  structural  format,  dividing  bank  examination  into 
25  areas.  Moreover,  it  will  provide  objectives,  internal  control  guide- 
lines, verification  procedures,  as  well  as  a  comprehensive  table  of 
rules,  statutes  and  regulations.  Suggested  actions  for  various  banking 
problems  also  will  be  included. 

In  the  area  of  remedial  action.  Haskins  and  Sells  has  recommended 
institution  of  an  early  warning  system  which  will  enable  the  Comp- 
troller to  identify  and  combat  potential  problems  before  they  material- 
ize. Labeled  the  "National  Bank  Surveillance  System",  the  new 
program  requires  a  data  base,  an  analysis  system,  and  a  telecommuni- 
cations network.  To  be  compatible  with  the  proposed  analysis  S}Tstem, 
our  present  data  base  will  be  restructured  and  new  bank  reporting 
procedures  will  be  developed.  Together,  the  data  base  and  analysis  sys- 
tem will  offer  a  continuing  profile  of  national  banks,  individually,  by 
peer  group,  and  by  the  industry  as  a  whole.  The  telecommunications 
network  will  deliver  these  profiles  to  all  national  and  regional  units  of 
the  Office.  We  expect  the  XBSS  to  be  fully  operational  within  eighteen 
months.  See  our  answer  to  question  B  26  for  additional  detail. 

(c)  Although  the  Comptroller  is  the  primary  regulator  and  super- 
visor of  national  banks,  this  Office  is  neither  the  regulator  nor  the  pri- 
mary supervisor  of  national  bank  international  activities  approved 
under  ^Regulation  K.  The  Comptroller  does  not  regulate  international 
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activities  under  Regulation  M  but  he  is  the  primary  supervisor  of 
those  activities.  The  Comptroller  is  neither  the  regulator  nor  the  pri- 
mary supervisor  of  holding  companies  with  one  or  more  national 
banks.  More  effective  supervision  could  be  achieved  by  designating  the 
agency  having  supervisory  authority  over  the  preponderance  of  an 
organization's  activities  as  the  primary  supervisor  of  all  bank-related 
activities  of  that  organization.  See  our  answer  to  question  G  9  for  a 
further  discussion  of  this  recommendation. 

There  is  a  need  for  greater  uniformity  in  the  examination  reports 
among  the  federal  banking  agencies.  "We  support  greater  coordination 
among  the  agencies  and  support  efforts  to  establish  an  interagency 
mechanism  to  review  the  examination  processes  and  to  assure  establish- 
ment of  more  uniform  standards  of  examination. 

The  diffuse  regulatory  authority  incorporated  into  the  holding  com- 
pany statutes  should  be  scrutinized  as  well  in  light  of  industry  events 
during  the  past  three  years.  The  activities  permitted  to  holding  com- 
pany subsidiaries  require  funding,  the  availability  of  which  depends 
upon  the  market's  opinion  of  the  anchor  bank  or  banks.  Even  though, 
technically,  the  holding  companies  and  their  non-banking  subsidiaries 
are  divorced  from  the  affairs  of  the  subsidiary  bank  or  banks,  certain 
effects  of  holding  company  activities  in  financial  markets  are  felt 
keenly  by  the  banks. 

"We  are  also  exploring  the  need  to  establish  more  uniformity  in 
bank  accounting.  At  present,  banks  less  than  $25  million  in  size  are 
not  required  to  publish  financial  statements  on  an  accrual  basis.  There 
may  be  justification  for  requiring  uniform  accounting  or  for  reducing 
the  limit  for  exception  from  the  accrual  requirement.  Multinational 
banks  operate  under  no  uniform  requirements  for  foreign  exchange 
accounting.  A  review  of  their  accounting  methods  may  be  in  order,  as 
well. 

In  another  area,  the  Comptroller's  powers  to  fashion  remedies  to 
correct  banking  problems  need  to  be  expanded.  The  variety  of  penal- 
ties for  violations  of  statutes  should  be  increased,  and  the  Comptroller 
should  be  authorized  to  remove  officers  or  directors  promptly. 

In  addition  to  the  above,  the  following  areas  have  created  some 
problems  for  this  Office  and  will  require  some  corrective  action  in  the 
form  of  legislation,  regulation  or  interpretive  ruling.  12  U.S.C.  29 
places  restrictions  on  the  right  of  a  national  bank  to  purchase,  hold 
and  convey  real  estate.  In  the  last  paragraph  of  this  section  a  national 
bank  is  restricted  from  holding  real  estate  taken  in  satisfaction  of 
debts  'previously  contracted  for  a  period  longer  than  five  years.  This 
restriction  often  prevents  a  bank  from  mitigating  or  avoiding  loss  on 
a  large  real  estate  loan  where  the  project  foreclosed  upon  requires  a 
long  period  of  time  to  complete  and  sell.  Also,  bankruptcy  proceedings 
or  other  collection  remedies  may  delay  final  completion  of  a  project 

for  a  period  longer  than  the  five  year-  allotted. 

trictions  on  payment  of  dividends  contained  in  12  IT.S.C  5G 
and  12  I  \S.(  \  (jo  also  need  to  be  re-evaluated.  Among  other  provisions, 
12  U.S.C.  56  prohibits  the  payment  of  dividends  il"  a  national  bank's 
"net  profits  then  on  hand"  are  less  than  the  amount  of  its  loans  on 
which  interest  is  past  due  and  unpaid  for  a  period  of  six  months  un- 
less t  he  Loans  are  "well  secured"  and  "ill  process  of  collect  ion."  Much  of 
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the  key  language  in  this  statute  is  obsolete  since  it  was  originally 
drafted  in  1865,  and  modern  accounting  practice  does  not  accurately 
reflect  these  concepts.  In  the  last  two  years,  many  instances  have 
occurred  where,  due  to  certain  bankruptcy  actions  or  the  threat  of  such 
actions,  the  bank's  position  was  best  protected  by  attempt  to  work  out 
a  loan  problem  rather  than  by  immediate  moves  to  a  formal  collection 
procedure,  i.e.,  foreclosure,  judgment,  etc.  In  many  of  these  cases,  the 
workout  solution  required  the  waiver  of  interest  payments  and  fore- 
closure rights.  This  procedure  may  result  in  a  larger  amount  of  loans 
being  considered  bad  debts  for  purposes  of  12  U.S.C.  56,  thus  pro- 
hibiting payment  of  dividends.  We  have  this  matter  under  considera- 
tion now,  but  the  best  solution  may  be  repeal  of  section  56.  Restrictions 
on  the  payment  of  dividends  would  remain  under  the  provisions  of  12 
U.S.C.  60,  which  with  minor  amendments  would  provide  necessary 
controls. 

We  have  some  problems  concerning  the  limitation  placed  on  in- 
debtedness of  a  national  bank  under  the  provisions  of  12  U.S.C.  §  82. 
This  section  prohibits  a  national  bank  from  being  indebted  or  in  any 
way  liable  in  excess  of  the  amount  of  its  capital  stock  plus  50  percent 
of  its  unimpaired  surplus  fund.  There  are  12  exceptions  to  the  in- 
debtedness limitation  set  forth  in  the  statute.  Although  some  restric- 
tions are  necessary,  a  larger  limitation  with  fewer  exceptions  would 
increase  a  bank's  ability  to  raise  funds  without  endangering  its  opera- 
tions. As  mentioned  in  our  answer  to  question  A  1,  the  provisions  of 
12  U.S.C.  §  81  (lending  limits)  continue  to  cause  difficulty  in  their 
application  to  certain  modern  financing  transactions.  As  an  example, 
country  risk  (evaluating  the  creditworthiness  of  a  foreign  nation)  is 
a  matter  of  increasing  clumsiness.  The  lending  limitations  of  12  U.S.C. 
§  84  reflect  the  intention  of  Congress  to  limit  asset  concentration  with 
respect  to  a  single  borrower  or  a  related  group  of  borrowers.  Such 
limitations  create  problems  in  the  age  of  multinational  banking  where, 
for  example,  in  the  case  of  loans  to  foreign  governments  and  their 
component  states,  a  bank  must  decide  whether  such  entities  are  inde- 
pendent borrowers  or  "related  groups".  From  a  credit  standpoint  this 
type  of  related  lending  may  involve  no  concentrated  risk,  yet  tech- 
nically it  is  subject  to  the  limitations  of  12  U.S.C.  §  84.  The  converse 
also  occurs,  i.e.,  the  risk  may  be  concentrated,  yet  that  concentration 
technically  may  not  be  subject  to  statutory  limitation. 

Also,  there  have  been  some  difficulties  in  applying  the  liquidation, 
receivership  and  conservatorship  provisions  contained  in  12  U.S.C. 
181  et  seq.,  to  critical  banking  situations  in  which  a  bank's  problems 
can  be  resolved  best  by  turning  to  new  ownership.  Considerations  which 
should  be  studied  include  the  protection  of  the  purchasers  from  lia- 
bility for  unknown  or  contingent  liabilities  and  their  absolution  from 
responsibility  for  past  management  action. 

Another  area  that  needs  to  be  reviewed  and  redefined  concerns 
relationships  between  banks  and  their  affiliates.  The  primary  statutes 
in  this  regard  are  12  U.S.C.  221a,  defining  affiliate,  and  12  U.S.C. 
371c,  governing  loans  to  affiliates. 

As  a  final  concern  under  12  US.C.  37ld  which  permits  investment 
in  bank  premises,  a  national  bank  is  restricted  in  making  loans  to 
corporations  which  own  or  build  the  bank's  premises.  However,  loans 
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to  individuals,  partnerships,  trusts  or  associations  other  than  corpora- 
tions are  not  similarly  limited  by  this  statute.  Restrictions  on  such 
investment  should  not  depend  on  the  legal  status  of  the  holders  of 
bank  premises. 

B-7  (a)  Describe  what  changes  hare  occurred  in  the  last  five  years 
regarding  your  examiner  forces*  size  and  quality,  (b)  How  are  hank 
wu  rs  r<  cruited  and  trained?  (c)  What  kinds  of  background  and 
skills  are  most  common?  (d)  An  examiners*  salaries  adequate  to  at- 
tract and  retain  persons  with  the  requisite  skills?  (e)  What  are  em- 
ployment turnover  rates  for  field  examiners,  and  for  supervisory 
personnel?  (/)  Indicate  the  fire  main  categories  of  work  into  which 
mnel  Jen  ring  your  force  /rent  (other  than  retirement)  upon  leav- 
ing your  force,  within  the  last  fire  years,  (g)  What,  if  any.  limitations 
are  there  on  examiners  becoming  employees  or  owners  of  banks  they 
havt  examined,  or  of  banks  located  in  regions  in  which  they  have 
conducted  <  .ran, :  nations?  What  procedures  exist  for  enforcement  of 
such  limitations? 

(a)  A  primary  responsibility  in  the  administration  of  the  Office 
of  the  Comptroller  of  the  Currency  is  the  maintenance  of  a  highly 
qualified  force  of  bank  examiners  in  sufficient  numbers  to  meet  statu- 
tory obligations.  In  1970,  the  examining  staff  consisted  of  1,600  person- 
nel; presently,  we  have  approximately  2.150  employees  participating  in 
bant  examinations.  During  this  five-year  period,  emphasis  was  placed 
on  recruiting  to  meet  staffing  needs  while  promoting  the  employment 
of  women  and  minorities  and  increasing  participation  in  the  coopera- 
tive work-study  program  sponsored  by  the  office.  In  1962,  the  bureau 
did  not  have  any  minorities  or  women  in  examining  positions.  As  of 
June,  1975.  eleven  percent  (11%)  of  the  examining  staff  was  composed 
of  minorities  and  fourteen  percent  (11%)  was  female.  Approximately 
250  employees  are  employed  in  the  field  on  an  alternating  work  and 
school  basis  as  financial  interns. 

While  increasing  the  examining  workforce  an  average  of  one  hun- 
dred (100)  examiners  a  year,  efforts  were  intensified  to  achieve  the 
highest  standards  of  professional  competency.  In  the  past,  examiners 
were  largely  recruited  from  the  ranks  of  experienced  clerical  bank 
employees.  The  present  recruitment  program  concentrates  on  under- 
graduate colleges,  and  reflects  the  Comptroller's  conviction  that  de- 
velopments in  the  fields  of  accounting,  economics  and  business  manage- 
ment have  an  impact  on  bank  performance  and  quality.  This  broader 
concept  of  the  bank  examination  process  increased  the  need  for  more 
highly  trained  personnel.  The  general  trend  of  employment  of  college 
trained  people  has  been  upward.  Today  approximately  eighty  percent 
(  80$  )  of  all  examiners  are  college  graduates. 

(1))  Since  the  early  sixties,  the  Comptroller's  Office  has  actively 
sought  college  graduates  for  the  entry  level  examining  positions  of 
tanl  national  hank  examiner  and  assistant-in-trnsts,  and  two-year 
college  students  for  the  work-stndy  posit  ion  of  financial  intern.  Candi- 
dates for  \\w<(\  positions  are  recruited  directly  on  the  college  campus 
by  a  network  of  regional  college  recruiters.  Designated  college  re- 
cruiters establish  contacts  with  college  and  university  officials  and 
conduct  on-campus  interviews  and  testing.  A  Limited  Dumber  of  ap- 
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plicants  are  reached  through  advertisements  in  college  placement 
journals  and  magazines  geared  to  women  and  minority  students. 

The  recruitment  program  is  supplemented  by  intensive  and  exten- 
sive training  and  development  programs  for  both  new  employees  and 
for  experienced  employees  qualified  for  executive  positions.  All  new 
examiners  participate  during  their  first  week  of  employment  in  an 
orientation  program  designed  to  help  them  understand  the  policies, 
organization  and  operations  of  the  bureau.  Upon  completion  of  the 
orientation  program,  each  examiner  is  assigned  to  a  bank  examination 
training  team.  Each  team  consists  of  a  commissioned  examiner  and 
one  seasoned  assistant  examiner  for  every  three  trainees.  The  crew 
examines  selected  banks  with  particular  emphasis  on  the  training 
function.  Typically,  after  six  months,  trainees  assigned  to  a  training 
team  have  been  exposed  to  each  of  the  diversified  duties  and  respon- 
sibilities of  an  examiner. 

At  the  conclusion  of  their  assignment  to  a  bank  examination  train- 
ing team,  examiners  participate  in  a  formal  two-week  basic  examining 
school  to  ensure  they  have  the  fundamental  skills  necessary  to  perform 
as  an  assistant  examiner.  This  examining  school  is  the  first  of  many 
formal  training  programs  which  continue  throughout  an  examiner's 
career.  Examiners  participate  in  a  variety  of  graduate  banking  schools 
and  correspondence  courses  related  to  the  examiner's  job  assignments. 
Our  Office  provides  in-house  schools  in  the  supervisory,  international, 
trusts  and  electronic  data  processing  areas.  The  bureau  is  presently 
developing  a  school  of  advanced  study  for  assistant  national  bank  ex- 
aminers. This  two- week  school  which  covers  credit,  liquidity  and  cap- 
ital, investments,  bank  management  and  other  banking  fields,  will 
commence  in  1976. 

All  newly-commissioned  national  bank  examiners  attend  the  na- 
tional bank  examiner  school.  This  school  provides  an  in  depth  review 
for  the  commissioned  examiner  in  evaluating  all  aspects  of  national 
banks  and  is  considered  to  be  of  prime  importance  to  his  career 
development. 

The  bureau  also  sponsors  an  executive  development  program  de- 
signed to  assure  a  continuing  supply  of  executive  talent  for  key  posi- 
tions by  identifying  and  developing  employees  with  high  potential  for 
executive  assignment.  The  executive  development  program  also  pro- 
vides opportunities  for  incumbent  executives  to  attain  and  maintain 
the  highest  possible  level  of  competency  in  present  and  future 
assignments. 

(c)  Applicants  hired  as  assistant  examiners  meet  the  qualification 
standards  of  the  financial  institution  examining  series  issued  by  the 
Civil  Service  Commission.  Most  examiners  are  appointed  on  the  basis 
of  their  college  degrees  and  have  majored  in  business  administration, 
accounting,  finance  or  economics.  Examiners  hired  without  a  bach- 
elor's degree  have  commercial  banking  experience  or  the  equivalent. 

(d)  At  present  the  starting  salary  for  assistant  national  bank  ex- 
aminers and  assistants  in  trusts  is  $10,481  and  for  financial  interns  is 
$7,596.  The  bureau  has  found  these  entry  level  salaries  to  be  adequate 
in  attracting  candidates  in  most  geographical  areas.  With  the  network 
of  regional  recruitment  specialists,  regions  normally  have  an  adequate 
supply  of  candidates.  Special  effort  is  made  to  attract  qualified  minor- 
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ities  and  females.  Although  turnover  rates  for  the  bureau  are  not  ex- 
cessive, the  $37,800  limitation  on  government  salaries,  which  the  Comp- 
troller voluntarily  has  followed,  has  had  a  negative  impact  on  the  re- 
tention of  examiners  in  managerial  positions.  This  results  in  the  de- 
parture of  some  senior  examiners  for  private  industry. 

(e)  Examiners  most  often  leave  the  employment  of  this  Office  at 
the  following  periods  in  their  careers :  during  the  first  year  of  employ- 
ment, before  commission  as  a  national  bank  examiner  (usually  at  the 
end  of  five  or  six  years)  and  at  retirement.  The  average  length  of  serv- 
ice at  termination  was  7  vears  in  1973,  5  years  in  1974,  and  5  years  in 
1975  (through  October  31). 

The  following  information  on  the  number  of  persons  leaving  the 
agency  because  of  resignation,  involuntary  termination,  voluntary  in- 
ter-agency transfers  and  retirement  applies  to  examiners  and  other 
professional  personnel. 


Year 

Resignations 

Involuntary 
termination 

Voluntary 

interagency 

transfers 

Retirement 

Total 

1973.... 

1974 

1975  through  Oct.  31.. 

214 

197 

142 

1 
7 
1 

7 

7 
4 

23 
13 
11 

245 
224 
158 

(f)  A  principal  reason  for  leaving  the  agency  was  to  pursue  ad- 
vanced education  degrees.  Those  seeking  other  employment  during  the 
last  five  years  went  to  commercial  banks,  law  firms,  other  private  in- 
dustry, or  government  agencies,  the  military  service,  or,  in  the  case  of 
female  examiners,  to  assume  responsibilities  in  the  home. 

(g)  Although  no  federal  statute  bears  directly  upon  the  subject  of 
examiners  becoming  employees  of  banks  they  have  examined  or  of 
banks  located  in  regions  where  they  were  employed,  section  11  of  the 
Comptroller's  Handbook  of  Examination  Procedure,  effective  March 
1973,  covering  "Rules  of  Employment,"  states  at  pa^e  5 : 

No  person  employed  by  the  Comptroller  of  the  Currency  may 
accept  a  position  with  a  national  bank  without  first  obtaining  the 
permission  of  the  Comptroller  of  the  Currency. 
Under  present  procedures  a  national  bank  examiner  must  inform 
his  Regional  Administrator  of  National  Banks  of  his  intention  to  re- 
sign and  enter  the  employ  of  a  national  bank.  The  Regional  Adminis- 
trator, in  turn,  evaluates  this  request  and  recommends  approval  or  dis- 
approval to  the  Comptroller  of  the  Currency.  If  the  Comptroller  finds 
that  such  employment  will  not  affect  adversely  the  bank,  its  competi- 
tors, or  the  interests  of  this  Office,  he  will  grant  the  examiner's  request 
Although  most  requests  of  this  type  are  approved,  some  do  meet  ob- 
jection on  grounds  which  can  include  the  unfair  advantage  which  may 
mure  to  the  employer  bank  from  sensitive  information  on  competitor 
banks  to  which  the  examiner  is  privy  or  the  appearance  of  impropriety 
of  the  employment  which  may  prove  embarrassing  to  this  Office,  and 
these  will  be  denied.  Such  denials  usually  are  complied  .wiijl,  even 
though  no  statute,  regulation  or-  procedure,  compels  compliance. 

In  connection  with  dealings  with  this  Office  by  former  examiner-. 
Sect  ion.  207(a)  and  207(b)  of  Title  18  of  the  United  States  Code  pro- 
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hibit  a  former  employee  of  this  Office  from  representing  a  bank  or  any 
other  party  before  this  agency  in  a  matter  in  which  he  participated  per- 
sonally and  substantially  as  a  federal  employee,  or,  for  one  year  after 
termination  of  employment,  from  representing  a  bank  or  any  other 
party  before  this  agency  in  a  matter  which  was  under  his  official  re- 
sponsibility within  one  year  prior  to  termination  of  employment. 

B-8  (a)  What  persons  on  your  staff  (whether  in  Washington  or 
in  the  field)  have  been  primarily  responsible  for  evaluation,  moderni- 
zation and  planning  with  respect  to  the  examination  process?  (b) 
What  have  been  their  most  important  efforts  and'  achievements  within 
the  last  three  years?  (c)  Describe  any  other  significant  responsibili- 
ties (including  administration  of  other  types  of  activities)  they  had 
'/■/■<  ntly. 

(a),  (b),  (c)  Until  September  of  1975,  the  Chief  National  Bank 
Examiner  had  the  greatest  responsibility  for  evaluation,  moderniza- 
tion, and  planning  with  respect  to  the  examination  process.  On  an  or- 
ganizational and  operational  basis,  the  Chief  National  Bank  Exam- 
iner and  two  or  three  statutory  Deputy  Comptrollers  had  the  major 
responsibility  for  operational  and  policy  matters,  and  they  were  each 
assigned  to  cover  such  matters  in  certain  geographic  regions.  They 
were  assisted  in  the  evaluation,  modernization,  and  planning  segment 
of  examinations  by  three  Assistant  Chief  National  Bank  Examiners. 
Any  changes  in  the  examining  process  were  directed  by  the  Chief  Na- 
tional Bank  Examiner:  however,  each  of  the  14  Regional  Adminis- 
trators of  National  Banks  traditionally  exercised  a  certain  amount  of 
independent  authority  in  structuring  the  examination  process  within 
his  region. 

The  examinations  of  trust  departments  of  national  banks  were  di- 
rected by  a  Deputy  Comptroller  for  Trusts,  essentially  independent 
from  the  activities  of  the  Chief  National  Bank  Examiner  and  the 
Deputy  Comptrollers  supervising  examining  regions. 

International  examining  activities,  both  domestic  and  foreign,  were 
developed  during  the  past  six  years  as  the  industry  grew.  This  opera- 
tion was  handled  by  a  relatively  independent  Director  or  Deputy 
Comptroller  and  as  the  international  examining  process  evolved,  it 
became  more  independent  of  the  domestic  examining  authorities  in- 
cluding the  Regional  Administrators  of  National  Banks. 

From  December  1973  to  date,  the  types  of  reports,  the  scope  of  ex- 
amination, and  the  selection  of  the  examiner  conducting  an  interna- 
tional department  examination  of  every  national  bank  having  one  or 
more  foreign  branches  have  been  determined  by  a  Deputy  Comptroller 
for  International  Banking.  Those  procedures  were  initiated  by  an 
Examining  Circular  dated  October  10,  1973,  and  they  were  imple- 
mented through  the  use  of  new  examining  report  forms  and  procedures. 
During  the  six-year  period,  the  task  of  supervising  the  international 
activities  of  national  banks  has  steadily  evolved  along  lines  which  were 
unlike  the  procedures  traditionally  utilized  for  domestic  examinations. 
See  the  responses  to  questions  A  2(7)  and  B  18  for  a  more  complete 
dismission  of  the  international  examination  process. 

During  1973  and  1974,  it  became  apparent  to  this  Office  that  the 
methods  and  procedures  traditionally  employed  by  the  Washington 
and  regional  officials  supervising  banks  with  severe  or  special  problems 
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were  not  adequate.  Xew  procedures  were  developed  for  supervising 
the  larger  national  banks  requiring  special  attention.  From  January 
1975.  until  September  1975,  the  supervision  of  domestic  examination  of 
non-problem  banks  and  of  problem  banks  with  resources  of  under  $50 
million  continued  to  be  handled  in  the  traditional  manner  b}T  the  Chief 
National  Bank  Examiner,  two  statutory  Deputies,  three  Assistant- 
Chief  National  Rank  Examiners,  and  14  Regional  Administrators. 
National  banks  with  resources  of  $50  million  or  more  considered  by  any 
national  bank  examiner  in  concurrence  with  his  Regional  Adminis- 
trator to  have  problems  warranting  special  supervision  were  super- 
vised by  a  statutory  Deputy  Comptroller  of  the  Currency,  assisted  by 
no  more  than  five  examiners.  This  statutory  Deputy  and  his  assistants 
had  no  other  responsibilities,  and  reported  directly  to  the  Comptroller. 
Xew  systems  and  procedures  of  communication  were  developed  be- 
tween the  Washington  Office  and  the  field  offices,  applicable  to  both 
the  discovery  of  problems  and  action  taken  to  correct  those  problems. 
Xew  forms,  analytical  ratios,  and  procedures  evolved  rapidly  through 
testing  of  actual  cases  on  a  daily  basis.  The  improvements  in  the  bank 
supervision  process  and  in  the  examination  reports  are  more  thor- 
oughly discussed  in  the  response  to  question  B  26. 

The  planning  and  evaluating  of  the  examination  process,  as  well  as 
the  actual  conduct  of  the  examinations  have  been  changed  beginning 
in  September  1975.  The  changes  in  process  are  not  complete  and  will 
not  be  fully  in  force  for  at  least  a  year.  There  has  been,  however,  a 
change  in  the  organizational  structure  so  that  the  functions  of  policy 
planning  and  review  are  now  performed  by  a  senior  policy 
making  group,  as  recommended  by  the  Haskins  and  Sells  study.  The 
reorganization  was  announced  in  a  press  release  of  August  12.  1975,  a 
copv  of  which  is  included  as  part  of  our  response  to  this  question. 

The  senior  policy  group  has  responsibility  for  setting  policy  for 
matters  which  touch  on  all  functions  of  the  Office.  Thus  it  includes 
officials  with  general  responsibility  for  law,  economics.  Washington 
operations,  strategic  policy  and  administration  in  addition  to  four 
officials  who  are  principally  concerned  with  bank  supervision  and 
operation.  The  Deputy  Comptroller  for  Banking  Operations  is  respon- 
sible for  the  four  examination  functions:  domestic  operations,  inter- 
nal ional  operations,  trusts,  and  electronic  data  processing.  The  Deputy 
Comptroller  for  Special  Surveillance  is  responsible  for  the  newly 
created  National  Bank  Surveillance  System.  The  Deputy  Comptroller 
for  Operations  Review  has  duties  that  relate  closely  to  both  the  exam- 
inations and  NBSS.  The  First  Deputy  Comptroller  for  Operations, 
as  the  official  overseeing  all  three  functions,  has  responsibilities  which 
center  on  the  process  of  bank  examination  and  supervision. 

[The  press  release  of  August  1£,  H>7r>  described  above  follows:] 

Prkss  Release  of  the  Comptroller  of  the  Currency, 
Department  of  the  Treasury,  Washington,  D.C. 

I  For  release  August  12,  iot.ii 

Comptroller  of  the  Currency  James  E.  Smith  announced  today  the  appoint- 
ments of  seven  Deputy  < 'oinpt  rollers  of  the  Currency  in  conjunct  ion  with  the  re- 
organization of  the  Office  of  the  Comptroller  of  the  Currency  as  recommended  in 
the  Ha&kinS  &  Sells  Study  that   was  released  yesterday. 
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The  seven  are :  Richard  D.  Chotard,  Deputy  Comptroller  for  Washington 
Operations ;  Charles  B.  Hall,  Deputy  Comptroller  for  Banking  Operations ; 
W.  A.  Howland  Jr.,  Deputy  Comptroller  for  Operations  Planning;  David  N. 
Jones,  Deputy  Comptroller  for  Strategic  Studies ;  Dean  Miller,  Deputy  Comptrol- 
ler for  Trust  Operations ;  David  C.  Motter,  Deputy  Comptroller  for  Economics 
and  C.  Westbrook  Murphy,  Deputy  Comptroller  for  Law  and  General  Counsel. 

These  seven  Deputy  Comptrollers  join  four  other  newly-appointed  senior  staff 
officials  in  forming  the  senior  policymaking  group  in  the  Office  of  the  Comptroller 
of  the  Currency.  The  creation  of  a  senior  policymaking  group  is  one  of  the  major 
recommendations  of  the  report  of  Haskins  &  Sells,  the  accounting  firm  that  has 
just  completed  a  comprehensive  review  of  the  Comptroller's  office  with  the 
goal  of  modernizing  its  structure  and  operations. 

The  four  appointements  announced  previously  by  Mr.  Smith  are :  H.  Joe  Selby, 
First  Deputy  Comptroller  for  Operations :  Robert  Bloom,  First  Deputy  Comptrol- 
ler for  Policy ;  Thomas  G.  DeShazo,  Deputy  Comptroller  for  Operations  Review 
and  Robert  A.  Mullin,  Deputy  Comptroller  for  Special  Surveillance. 

Also  announced  today  were  the  appointments  of  Kenneth  W.  Leaf  as  Senior 
Advisor  to  the  Comptroller  and  Robert  R.  Bench  as  Associate  Deputy  Comp- 
troller for  Banking  Operations. 

Mr.  Leaf,  as  senior  advisor,  will  serve  as  chief  coordinator  and  advisor  to  the 
Comptroller  for  the  implementation  of  the  recommendations  of  the  Haskins  & 
Sells  report.  Additionally.  Mr.  Leaf  will  serve  as  a  key  liaison  representative  for 
the  Comptroller  with  other  regulatory  agencies  and  financial  trade  and  pro- 
fessional associations. 

Mr.  Bench  will  be  working  with  Mr.  Hall  in  the  area  of  banking  operations, 
which  replaces  the  present  system  of  administration  and  oversight  of  the  field 
examination  process. 

Mr.  Chotard,  currently  serving  as  Executive  Assistant  to  the  Comptroller,  is  a 
native  of  St.  Louis.  Mo.  He  holds  B.B.A.  and  M.S.  degrees  in  banking  from  the 
University  of  Mississippi,  LLB.,  Jackson  Law  School,  and  is  a  graduate  of  the 
Stonier  Graduate  School  of  Banking,  Rutgers  University. 

From  1960  to  1969.  Mr.  Chotard  was  vice  president,  credits  and  investments, 
of  a  commercial  bank.  He  served  as  assistant  to  the  Deputy  Secretary  of  the 
Treasury  in  1969-1970  and  as  a  banking  consultant  from  1971  to  1973.  He  was 
appointed  Special  Assistant  to  the  Comptroller  in  1973. 

As  Deputy  Comptroller  for  Washington  Operations,  Mr.  Chotard  will  be  in 
charge  of  the  day-to-day  operations  of  the  Washington  Office. 

Mr.  Hall,  who  currently  is  Regional  Administrator  for  the  Seventh  Region 
("Chicago),  is  a  native  of  Brownsville.  Pa.  He  is  an  alumnus  of  Penn  Commercial 
College.  Washington,  Pa.,  and  attended  the  Graduate  School  of  Banking  at  the 
University  of  Wisconsin. 

After  two  years  with  the  First  National  Bank  of  Brownsville,  Mr.  Hall  joined 
the  Comptroller's  office  in  1953  as  an  assistant  national  bank  examiner.  He  was 
commissioned  a  national  bank  examiner  in  1960.  and  after  several  promotions 
was  named  Regional  Administrator  for  the  Fourth  Region  (Cleveland)  in  1972. 
He  was  appointed  Regional  Administrator  for  the  Seventh  Region  in  1973. 

As  Deputy  Comptroller  for  Banking  Operations,  Mr.  Hall  will  direct  the  na- 
tional office  unit  principally  responsible  for  overseeing  the  bank  examination 
and  supervisory  functions  performed  in  the  field. 

Mr.  Howland,  currently  Deputy  Comptroller  for  Administration,  is  a  native 
of  Atlanta,  Georgia.  He  received  his  B.A.  in  1948  and  J.D.  in  1950  from  Washing- 
ton and  Lee  University,  Lexington,  Virginia.  He  attended  the  61st  AMP  Harvard 
University  Graduate  School  of  Business  Administration  in  1971-1972. 

After  16  years  with  the  Office  of  the  Judge  Advocate  General.  USAF,  he 
joined  the  Comptroller's  staff  in  October  1968  with  primary  duties  in  antitrust 
litigation.  He  was  appointed  administrative  assistant  to  the  Comptroller  in 
December,  1969,  and  was  appointed  Deputy  Comptroller  for  Administration  in 
July,  1973. 

As  Deputy  Comptroller  for  Operations  Planning,  Mr.  Howland  will  be  in 
charge  of  implementing  the  formal  planning  function  for  the  organization. 

Mr.  Jones.  Special  Assistant  to  the  Comptroller  for  Strategic  Policy  Plan- 
ning since  September,  1974,  is  a  native  of  Haskell,  Texas.  He  received  his  B.A., 
M.A.  and  PhD.  degrees  from  the  University  of  Texas  at  Austin,  where  he  served 
as  a  research  assistant. 
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Subsequently,  be  was  an  economist  witb  the  Federal  Reserve  Bank  of  Dallas, 
and  in  1973,  lie  joined  the  American  Bankers  Association  as  acting  director  of 
economic  and  financial  research. 

As  Deputy  Comptroller  for  Strategic  Studies,  Mr.  Jones  will  conduct  various 
special  studies  and  projects  designed  to  identify  and  define  significant  changes 
and  developments  in  the  natioinal  banking  system  for  the  office. 

Dean  Miller,  native  of  Van  Meter,  Iowa,  has  been  Deputy  Comptroller  for 
Trusts  since  1962,  when  supervision  of  the  trust  departments  of  national  banks 
was  transferred  from  the  Federal  Reserve  System  to  the  Comptroller's  Office. 

Mr.  Miller  is  a  graduate  of  Drake  University,  Des  Moines,  and  received  his 
LLB.  degree  from  Harvard  University  in  I960.  He  is  a  member  of  Phi  Beta 
Kappa  and  Omicron  Delta  Kappa.  He  joined  the  First  National  Bank  of  Chicago 
in  I960  as  an  attorney  and  joined  the  law  department  of  the  Comptroller's  office 
in  1961. 

Mr.  Motter  has  been  a  Deputy  Comptroller  since  1966  and  previously  was 
a  senior  economist  with  the  Comptroller's  office  for  three  years. 

He  was  born  in  New  London,  Ohio,  and  graduated  magna  cum  laude  from 
Baldwin-Wallace  College,  Berea,  Ohio,  in  1959  as  an  economics  major.  He 
received  his  PhD.  in  economics  from  Vanderbilt  University  in  1958.  From  1954 
to  1956,  he  was  a  member  of  the  economics  department  of  Franklin  and  Marshall 
College,  Lancaster,  Pa.  From  1957  to  1963,  he  was  a  member  of  the  faculty  of 
the  Wharton  School  of  Finance  and  Commerce,  University  of  Pennsylvania. 

C.  Westbrook  Murphy,  deputy  chief  counsel  in  the  Comptroller's  office  since 
1970,  is  a  native  of  Silver  Spring,  Md.  He  received  his  B.A.  in  history  from 
Duke  University,  Durham,  N.C.,  in  1962,  and  his  LLB.  from  Yale  Law  School 
in  1965.  From  1965-1967,  he  was  a  trial  attorney  in  the  civil  division,  U.S. 
Department  of  Justice,  handling  litigation  involving  government  agencies,  in- 
cluding the  Comptroller  of  the  Currency. 

He  was  appointed  director  of  litigation  in  the  Comptroller's  office  in  1967. 
He  is  a  member  of  the  District  of  Columbia  and  United  States  Supreme  Court 
bars. 

Kenneth  W.  Leaf,  chief  national  bank  examiner  since  1972,  is  a  native  of 
Michigan  and  a  graduate  of  the  school  of  banking  of  the  University  of  Wis- 
consin. He  joined  the  Comptroller's  staff  as  an  assistant  examiner  in  the  Min- 
neapolis regional  office  in  1947,  was  commissioned  a  national  bank  examiner 
in  1951,  and  served  as  an  assistant  chief  national  bank  examiner  in  Washings 
ton  from  1957  to  1962.  He  was  Regional  Administrator  of  National  Banks  in 
Region  Thirteen  (Portland)  for  eight  years,  and  in  1970,  was  named  Regional 
Administrator  in  Region  Eight  (Memphis). 

Mr.  Bench,  a  native  of  Boston,  was  appointed  an  assistant  national  bank 
examiner  in  Boston  in  1965,  and  received  his  commission  as  a  national  bank 
examiner  in  1970.  He  was  transferred  to  Washington  as  assistant  director, 
international  division,  in  1972,  and  was  promoted  to  director  in  1975. 

He  is  a  graduate  of  Boston  University  and  the  School  for  International  Bank- 
ing, University  of  Colorado.  He  served  as  an  advisor  to  the  National  Advisory 
Council  Working  Croup  in  1973,  monitoring  debts  of  less  developed  countries ; 
the  Council  of  International  Economic  Policy  in  1974,  and  the  Treasury  Bank 
Study  Croup,  1974-1975.  He  also  is  a  member  of  the  faculty  of  the  FDIC  train- 
ing center  and  the  School  for  International  Banking. 

/?-/?  (a)  Wlir/f  vse  is  marie  of  required  financial  and  other  reports 
(e.g.  interim  fmancial  statements)  in  providing  early  indications  of 
emerging  vrohlems  that  might  require  sneeial  atU  rtii&n?  (h)  Should 
more  use  he  made  of  si/eh  reports  and  other  information  to  nroride  an. 
early  warning  system?  What  improvements  hare  been  made  recently 
and  what  improvi  ments  arc  planned,  for  early  warning  systems? 

The  traditional  supervision  system  particularly  applicable  to  the, 
bulk  of  national  banks  has  centered  upon  tlio  information  and  data 
contained  in  reports  of  examination.  Data  supplied  to  the  Oomntrol- 
Office  From  other  sources  have  not  boon  systematically  utilized. 
The  newly  developing  National  Hank  Surveillance  System,  however, 
will  use  data  available  from  all  public  sources  and,  in  addition,  will 
obtain  and  use  meaningful  non-public  information  which  this  Office  by 
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statute  is  permitted  to  obtain.  Not  only  will  this  new  approach  serve 
as  an  effective  early  warning  system,  but  it  also  promises  to  improve 
supervision  of  the  regulators  process  as  a  whole  and  each  bank  in  the 
system.  In  short,  it  will  provide  both  examiners  and  bankers  with 
information,  advice  and  counsel,  which  will  enable  the  national  bank- 
ing system  to  serve  the  needs  of  the  public  more  adequately  and 
efficiently. 

At  this  time,  we  are  in  the  initial  weeks  of  developing  the  NBSS, 
and  we  intend  to  initiate  it  for  banks  in  the  $100  million  to  $500  mil- 
lion range  before  the  end  of  this  year.  With  new  quarterly  data  derived 
from  the  reports  of  condition,  reports  of  income  and  other  special  re- 
ports to  be  submitted  by  banks  commencing  December  31,  1975,  we 
hope  we  can  expand  the  service  of  the  NBSS  to  larger  and  smaller 
banks  before  the  second  quarter  of  1976.  As  this  completely  new  sys- 
tem of  bank  supervision  evolves,  its  coverage  of  each  bank  in  the  sys- 
tem will  also  be  expanded.  Within  a  period  of  one  to  two  years  we  hope 
to  have  in  full  operation  a  system  of  bank  supervision  which  uses,  to 
an  extent  unknown  in  the  world  today,  systematic  evaluation  of 
regularly  collected  statistical  information. 

B-10.  How  do  bank  examiners  evaluate  bank  asset  liquidity?  How 
do  examiners,  in  assessing  a  banUs  liquidity  position,  take  into  account 
the  implications  of  liability  mangament.  including  foreign  sources  of 
funds,  particularly  at  large  banks?  How  does  the  evaluation  of 
liquidity  take  into  account  practices  of  affiliates  for  banks  that  are 
controlled  by  bank  holding  companies?  Was  the  expansion  of  short- 
term  borrowing  by  larger  banks  during  1970-191 %  excessive?  If  so, 
how  can  a  recurrence  best  be  avoided? 

How  do  bank  examiners  evaluate  bank  asset  liquidity? 

The  liquidity  of  a  bank  refers  to  the  volume  of  cash  and  other  assets 
readilv  convertible  into  cash  which  provide  its  capacity  promptly  to 
meet  demands  for  payment  of  its  obligations.  Banks  tend  to  hold  their 
cash  and  balances  with  other  banks  at  a  minimum  since  these  are  non- 
earning  assets.  Accordingly,  most  banks  rely  upon  a  special  liquidity 
account  consisting  of  short-term,  readily  marketable  high  grade  assets 
which  can  be  quicklv  converted  into  cash  at  any  time  to  meet  loan 
and  deposit  fluctuations.  Banks  are  not  restricted  to  the  asset  side 
of  the  balance  sheet  in  meeting  their  liquiditv  needs,  for  they  can  also 
borrow  money,  purchase  federal  funds,  and  attract  time  certificates 
of  deposit  in  order  to  gain  needed  liquidity.  See  the  response  to  ques- 
tion A  2(1)  for  additional  discussion  of  liability  management. 

This  Office  computes  liquidity  for  each  bank  on  the  form  attached  as 
Exhibit  "A".  Simply  stated,  this  form  measures  liquidity  bv  de- 
termining the  percentage  of  a  bank's  liabilities  held  in  the  form  of  cash 
or  assets  readily  convertible  into  cash.  We  consider  liquidity  of  15% 
to  be  the  minimum  acceptable  position  with  liquidity  of  20%  or  more 
preferable.  A  secondary  liquidity  position  also  is  computed  bv  giving 
consideration  to  the  liouiditv  inherent  in  other  assets  listed  as 
Memoranda  Accounts  in  Exhibit  "A".  These  accounts  include  loans  to 
U.S.  Government  securities  dealers,  eligible  bankers  acceptances,  other 
loans  elicfible  for  discount  at  the  Federal  Reserve,  commercial  paper, 
and  other  securities  with  maturities  of  over  two  vears. 
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Following  those  computations,  the  examiner  evaluates  the  adequacy 
of  the  bank's  liquidity  position  in  relation  to  the  bank's  demand  for 
liquid  assets  to  meet  loan  commitments  and  other  contractual  obliga- 
tions, and  the  composition  and  volatility  of  its  deposit  structure.  Con- 
sideration is  also  given  to  the  quality  of  the  bank's  loan  portfolio  and 
the  cash  throw-off  it  provides  as  loans  are  reduced  and  paid. 

How  do  examiners,  in  assessing  a  bank's  liquidity  position  take  into 
account  the  implications  of  liability  management,  including 
foreign  sources  of  funds,  particularly  at  larger  banks? 

In  assessing  a  bank's  liquidity  position,  an  examiner  reviews  the 
policies  and  procedures  relating  to  asset /liability  management  and 
determines  whether  the  mix  of  assets  and  liabilities  will  be  suitable  for 
future  liquidity  needs.  The  examiner  must  determine  if  liquidity  is 
provided  within  the  bank's  asset  structure  or  whether  it  is  dependent 
upon  liability  management.  When  the  latter  is  ti-uc,  the  examiner 
evaluates  the  bank's  ability  to  stay  in  the  market  and  meet  its  needs 
and  remain  profitable.  One  of  the  available  analytical  tools  is  the 
matching  of  maturities  of  liabilities  with  liquid  assets  to  identify 
potential  gaps  in  the  bank's  liquidity  position.  The  available  sources 
of  funds  under  existing  money  market  conditions  as  well  as  the  ability 
of  a  bank  to  utilize  these  funds  are  considered  in  evaluating  its  liability 
management  practices  and  capabilities. 

Foreign  sources  of  funds,  although  mainly  restricted  to  large  multi- 
national banks.  have  become  increasingly  important  in  recent  years 
as  liability  management  assists  in  funding  both  domestic  and  inter- 
nal ional  operations.  Foreign  sources  of  funds  are  mostly  time  deposits 
and  their  composition  and  volatility  are  reviewed  and  evaluated  in  the 
same  manner  as  many  other  borrowings  or  deposits.  However,  special 
attention  is  given  to  the  volatility  since  a  portion  of  these  funds  are 
centered  in  petrodollars  and  other  large  concentrations  which  could 
become  problematical  in  the  event  they  were  not  rolled  over  at 
maturity. 

I  loir  does  the  evaluation  of  liquidity  take  into  account  practices  of 
affiliates  for  hanks  that  are  controlled  by  bank  holding  companies? 
The  Federal  Reserve  System  has  the  primary  jurisdiction  for  bank 
holding  companies.  Notwithstanding  this,  examiners  do  review  the 
overall  financial  condition  of  holding  companies  and  their  affiliates  in 
cases  Where  a  national  bank  under  examination  is  controlled  or  affili- 
ated with  a  holding  company.  The  quality  and  nature  of  loans,  invest- 
ments and  future  commitments  which  are  sold,  purchased  or  partici- 
pated between  a  bank  and  its  affiliates  are  reviewed  and  evaluated  to 
determine  the  impact  on  the  bank's  liquidity  position,  as  well  as  to 
ensure  that  such  transactions  are  not  violative  of  12  U.S.O.  ^7le  and 
detrimental  to  the  soundness  of  the  bank  or  the  bank  holding  company. 
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Was  the  expansion  of  short-term  borrowing  by  a  larger  banks  during 
1970-191 %  excessive?  If  so,  how  can  a  recurrence  best  be  avoided? 

There  is  no  question  that  some  banks  did  expand  during  this  period 
by  reiving  heavily  upon  liability  management.  Some  smaller  banks. 
which  would  not  have  thought  of  competing  outside  of  their  own 
geographical  areas  became  quite  willing  to  seek  funds  on  a  national 
basis. 

Poor  liquidity  combined  with  overreliance  on  short-term  borrowing 
stands  out  as  a  serious  potential  problem  for  banks  which  might  be  un- 
able to  roll  over  old  debts  or  issue  new  debts  due  to  a  loss  of  public 
confidence.  Rising  interest  rates  experienced  during  the  1970-1974 
period  also  adversely  affected  bank  earnings.  This  deterioration  in 
earnings  in  conjunction  with  some  deterioration  in  asset  quality  and 
heavy  reliance  upon  borrowed  funds  resulted  in  some  liquidity  crises 
involving  certain  banks.  However,  moral  suasion  by  bank  regulatory 
agencies  and  recognition  by  banks  of  the  potential  dangers  involved 
with  excessive  borrowings  enabled  the  banking  industry  to  avoid  a 
full-blown  liquidity  crisis. 

The  experiences  of  this  period  themselves  provide  ample  induce- 
ment for  banks  to  avoid  the  pitfalls  inherent  in  excessive  reliance  upon 
short-term  borrowings.  This  Office  is  also  more  mindful  of  such 
potential  dangers  to  the  banking  system  and  is  endeavoring  to  prevent 
their  recurrence  by  identifying  such  exposures  during  regular  bank 
examinations  and  requiring  appropriate  action  by  bank  management 
to  eliminate  them  when  they  are  discovered. 

[The  form  described  above  as  Exhibit  A,  "Bank  Liquidity 
Analysis,"  follows :] 
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BANK  LIQUIDITY  ANALYSIS 

As 

Bank  name 

City 

County 

Stat 

1. 

2. 

3. 
4. 
5. 

6. 

7. 
8. 
9. 

10. 


19 


Charter  no.  ► 


NOTICE:   PLEASE  REFER  TO  INSTRUCTIONS  ON  THE  REVERSE  SIDE. 


TOTAL  LIABILITIES  (exclude  val.   reserves   &  capital) 

(a)  Less:   Deductions  [see  instructions,   reverse  side].. 

NET  LIABILITIES 

Cash  and  due  from  banks 

Unpledged  U.  S.  Governments  (market  value) 

Other  unpledged  securities  --  two  year  maturities  or  less 
(market  value) 


Federal  funds  sold;  U.  S.  and  other  securities  purchased 
under  agreements  to  resel  1 — 


GROSS  LIQUID  ASSETS  (sum  of  lines  3,  4,  5  and  6)., 
Less:  Deductions  [see  instructions,  reverse  side~\, 
NET  LIQUID  ASSETS  (line  7  minus  line  8) ~ . 


DOLLARS 
Rounded  to  thousands 


PERCENT:   NET  LIQUID  ASSETS  TO  NET  LIABILITIES  (line  9  as 
a  percent  of  line  2) 


MEMORANDA  ACCOUNTS 


Other  unpledged  securities  with  maturities  of  over  two 
years  (market  value) 

Other(describe  fully) 


Thous 


Hund 


XXX 


XXX 


XXX 


XXX 


XXX 


Keirtit  tenth  of  p«rcent 


XXX 


XXX 


Signature  and  title  of  Officer 
authorized  to  sign  the  report 
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INSTRUCTIONS  FOR  BANK  LIQUIDITY  ANALYSIS  FORH 


1.   6enerel. 


The   liquidity   formula  achieves   the  effect  o*  netting  certsln  closely  related  asset     and  liability  accounts. 
The  accounts   Involved  will   be  reporter  "gros>"   in  their  respect've  captions   on   the   face  side.     The  adjustment 
to  a  net  basis  will   be  accc-ol ished  1n  two  stages:    First,   complete     the  deductions   schedules  below,  per  In- 
structions; second,  carry  over  to  the  appropriate  entry  on  the   fa:e  sid*   (Item  1(a)  or   Item  8)   the  sum  of 
each  deduction  schedule. 

The  first  step   In   the  netting  procedure  Is   to  compare  the  balances   as  berween  "Due   from  banks--time"  and 
"Due  to  banks--t1me."      If   the  reporting  bank  oeals   1n  Federal    f„nds ,  make   the  same  comparison  between  "FedcrsT 
funds   sold"  and  "Federal    funds   purchased."     In  each  case  the  smaller  of  the   two     amounts  shall   be  used  1n  the 
formula  as  deduction  factors   to  be  entered  both     at  Item  1(a)   and   Item  3.      For  example:    The  "Federal    funds 
purchased"  account  shews   a  balance     of  S5G.O00,   the  balance  of   tne  "Federal    funds   sold"   account  Is   zero.   The 
smaller  of  the   two  balances   is   zero  --  wnich   1s   the  amount   to  be  picked  up    In  both  deduction  schedules   below. 
In  the  event  that  the  asset  exactly  matches    tie   liability,   tie  deduction   factor  will    be  the  full    value  of 
either  account.      For  instance,  where  "Sue   fron  banks—time"   •   S100C  and  "Due   to  banks--t1me"  •   $1000,  us<» 
$1000  as   the  deduction   factor. 

Each  caption  on  the   form  should  reflect  bank-only  figures  which   Includes    the  bank   and   Its  branches, 
foreign  and  domestic.     Data  for  bank  subsidiaries   s.-iould  be  excluded.     All   dollar  amounts   should  be   rounded 
off  to  thousands. 

Item  1   should  reflect  "Total   liabilities"  of  the  bank-only,  excluding  capital   accounts   and  valuation  reserves. 

Item  1(a)  deductions  schedule.     Complete  this  schedule,   transfer  the  total   to  Item  1(a)   on  the  face  side. 

The  smaller  balance  as  between  "Due  from  banks--t1me"  and  "Due  to  banks--t1me." 
The  amount   entered  here  must  natch    that  shoun  for   the   contra  entry   at 
Iter,  8 *  


The  smaller  balance  as  between  "Federal    funds  sold"  and  "Federal   fu-ds   purchased. 
The   amount   entered  here  must  mat  ah    that   shojn   for    the   centra  entry   at 
Item   8 


Mortgage  Indebtedness 

Contra   asset  accounts.      The  amount*  of  specif  io  accounts  in  the  Condition  Report 
under   "Other  assets"   that  are   offset  oy   matching  incite   under   "Other 
liabi  li  ties  " 

Secured   liabilities.      The  aggregate  book  value   of  liabi'-itiae   secured  by   V.S. 
Gcvern-nent   etna  other  eligible  assets    (including    loans),    rut   net   the   :•  :iue 
of     Che  pledged  aaests.      The   value  of  "Securities   sold  ur.ier  repurchase 
agreement"  should  be   included  hire 

Interest  collected,  not  earned 


TOTAL   (Enter  also  at  Item  1(a)   on   face) 

4.  Item  4  should  exclude  any  securities  sold  under  repurchase  agreements.  U.S.  Governments 
(market  value)  which  represent  tn  overpledge  should  be  Included.  U.  S.  Governments  are 
classified  1n  Items  2,  3  and  6  of  the  Consolidated  Report  of  Condition. 

5.  Item  5  should     exclude  any  securities  sold  under  repurchase  agreements.     It  should  In- 
clude any  overpledge  of  securities,  other  than  U.S.   Governments,  with  maturities  of 
two  years  or  less. 

6.  Item  6  shall   Include  all   those  securities  purchased  pursuant  to  resale  agreements,  Ir- 
respective of  the  maturities  of  the  securities   themselves,   1n  wn<ch  the  term  of  the 
agreement  does  not  exceed  30  days.     The  amount  shall  be  offset  by  the  value  of  any  of 
these  securities  which,   1n  turn,  have  been  sold  under  agreements  to  repurchase. 

7.  Item  8  deductions  schedule.     Complete  this  schedule,  transfer  the  total    to  Item  8  on  the  face  side. 

•time"  and  "Due  to  banks--t1me." 


The  smaller  balance  as  between  "Due  from  banks- 
Also  •«•  instructions  for  Item  1(a) 


The  smaller  balance  as  between  'Federal   funds  sold"  and  "Federtl   funds  purchased. 
Ss*  ins  truotions   for  Itsm  1(a) , 


Reserve  required  by  the  Federal  Reserve.  The  reservt  may  be  ocmputsd  a*  of  th* 
oall  dats  of  nay  b*  th*  amount  as  provided  by  the  Fsdsrct  Reserve  Sank.  Do 
not  dsduot  vault  oath 


TOTAL  (Enter  alia  at  Iteo  •  on  the  face)    51 


Items  under  tht  Memoranda  Account  may  be  supplied  at  the  reporting  bank's  option.     In  "Other",  the  bank 
may  Include  data  relevant  to  Its  liquidity  position  except  for  that  supplied  at  Memo  Item  1. 
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B-ll  (a)  Hoiv  do  examiners  evaluate  bank  capital?  (b)  Has  the 
decline  in  capital  ratio  since  the  early  1930'' s  been  excessive?  If  so,  how 
can  the  problem  best  be  remedied?  What  is  the  appropriate  role  of 
subordinated  debt? 

(a)  Bank  capital  serves  as  a  cushion  against  future  losses  and  to 
support  anticipated  liability  growth.  The  timing  and  magnitude  of 
neither  factor  can  be  accurately  predicted.  However,  predictions  must 
be  made,  and  bank  regulators  are  forced  to  search  for  ways  of  assess- 
ing the  adequacy  of  existing  capital  and  predicting  future  capital 
needs.  The  attempt  to  construct  objective  criteria  for  what  is  sub- 
stantially a  subjective  concept  has  given  rise  to  extensive  controversy. 

That  controversy  relates  to  two  topics.  First,  there  is  disagreement 
over  which  assets  should  be  included  in  risk  assets  and  which  parts  of 
capital  accounts  should  be  included  in  capital.  For  example,  this  Office 
includes  debt  capital  in  total  capital  but  the  Federal  Reserve  does  not. 
The  second  controversy  relates  to  numerical  values  capital  ratios  must 
reach  before  capital  is  considered  inadequate. 

There  seems  to  be  little  doubt  that  capital  adequacy  should  be 
measured  in  terms  of  the  relationship  between  a  bank's  risk  assets  and 
its  capital.  A  controversy  arises  over  what  that  relationship  should  be, 
over  the  definition  of  those  terms,  and  over  what  exactly  should  be  in- 
cluded in  their  calculation.  Historically,  the  Comptroller's  Office  has 
used  several  definitions  of  risk  assets  and  capital.  Today  three  major 
asset  groups  receive  attention :  investment  securities,  total  loans,  and 
classified  loans,  Capital  is  variously  defined  as  "gross  capital  funds", 
which  is  total  stated  capital  plus  reserves  on  securities  and  loans,  and 
as  "adjusted  capital  funds",  which  is  equity  capital  less  the  sum  of 
loans  classified  as  "loss"  and  50  percent  of  loans  classified  as  "doubtful". 
Those  values  are  then  combined  to  form  several  capital  ratios  which 
are  used  for  supervisory  purposes.  Each  ratio  has  been  assigned  a 
benchmark  value,  and  a  bank  varying  too  much  from  those  bench- 
marks is  subject  to  further  inquiry  into  its  capital  position. 

The  benchmark  for  bond  portfolio  evaluation  is  20  percent.  That  if, 
examiners  are  especially  looking  for  banks  whose  bond  depreciation  is 
over  20  percent  of  their  adjusted  capital  funds. 

In  evaluating  a  bank's  loan  holdings,  the  examiner  computes  the 
ratio  of  total  loans  to  gross  capital  funds.  The  benchmark  that  is  used 
is  8.5,  and  any  value  above  that  is  carefully  scrutinized  by  the 
examiner. 

A  third  ratio  calculated  by  Comptroller's  Office  examiners  is  clas- 
sified assets  to  in-oss  capital  funds.  Classified  assets  are  designated  as 
substandard,  doubftul,  loss  and  other  loans  espeically  mentioned. 
Banks  with  a  value  of  less  than  20  percent  receive  an  A;  20  to  40  per- 
cent, a  B;  40  to  so  percent,  aC;  over  SO  percent,  a  D. 

Values  for  the  ratios  of  bond  depreciation  to  adjusted  capital  funds, 
loans  to  gross  capital  and  classified  assets  to  gross  capital  are  not  the 
only  or  necessarily  the  most  important  in  measuring  the  adequacy  of  a 
bank's  capital.  The  examiner  also  seeks  to  determine  if  a  bank  needs 
a  capita]  infection  by  evaluating  eight  subjective  factors.  They  are: 
(a )  Quality  of  management ; 
(h )    Liquidity  of  assets; 
(c)  History  of  earnings  and  of  their  retent  ion  ; 
(d  )  Quality  and  character  ol*  management ; 
(e)  Burden  of  occupan<  y  expenses; 
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(f )  Potential  volatility  of  deposit  structure; 

(g)  Quality  of  operating  procedures ;  and 

(h)  Capacity  of  the  bank  to  meet  the  present  and  future  finan- 
cial needs  of  its  trade  area  in  the  face  of  its  competition. 

Great  stress  is  laid  on  those  factors.  We  believe  that  banking  offers 
opportunity  for  individual  judgment  and  that  the  subjective  factors 
such  as  quality  of  management  are  perhaps  more  significant  than 
objective  capital  ratios.  Historically,  those  ratios  have  not  proven  to  be 
reliable  predictors  of  bank  failure.  In  fact,  scholars  have  found  the 
prime  factor  in  failures  to  be  mismanagement,  not  inadequate  capital 
per  se.  It  is  for  that  reason  that  the  Office  of  the  Comptroller  of  the 
Currency  feels  that  in  assessing  a  bank's  capital  adequacy,  we  are  more 
truly  assessing  its  managerial  adequacy,  and  that  any  method  to 
measure  that  adequac}T  must,  in  large  part,  rely  on  subjective 
judgments. 

(b)  In  our  answer  to  question  A2  (3)  we  discuss  generally  the  trends 
in  bank  capital  ratios,  which  vary  among  banks  and  even  within  the 
same  bank  with  respect  to  different  banking  activities.  It  should  not 
be  inferred  that  the  absence  of  a  consistent  statistical  pattern  removes 
the  need  to  question  the  adequacy  of  bank  capital.  That  need  would 
exist  even  if  the  trends  could  be  interpreted  as  being  "favorable"  espe- 
cially in  light  of  the  recent  expansion  of  bank  activities. 

The  problem  of  capital  adequacy  is  exacerbated  by  the  lack  of 
control  by  the  banking  system  of  bank  asset  and  liability  growth.  The 
Federal  Reserve  produces  new  deposits  by  creating  new  bank  reserves 
and  currency.  These  deposits  are  converted  into  bank  earning  assets, 
which,  in  turn,  create  even  more  new  deposits  through  the  reserve 
deposit  multiplier. 

Assuming  that  the  Federal  Reserve  creates  $44  billion  of  new  cur- 
rency and  reserves  in  the  next  five  years  (that  would  represent  growth 
at  the  same  rate  as  during  the  last  five  years) ,  the  banking  system  will 
need  to  raise  $25  billion  of  new  capital  to  maintain  the  same  rate  of 
capital  growth  relative  to  deposits.  This  goal  is  unrealistic,  since  bank 
deposits  have  been  growing  faster  than  capital  for  the  past  25  years. 

One  of  the  major,  non-deposit  sources  of  funds  has  been  the  federal 
funds  market.  Between  June  25. 1969,  and  January  1, 1975,  net  federal 
funds  purchased  by  large  banks  grew  from  2.3  percent  of  their  total 
liabilities  to  4.8  percent. 

The  federal  funds  market  is  not  a  stable  source  of  funds.  Banks 
with  well-known  asset  quality  problems  cannot  tap  that  market,  and 
experience  has  shown  that  those  banks  lose  rapidly  whatever  funds 
they  had  managed  to  attract  in  the  past. 

Expanded  use  of  the  federal  funds  market  is  not  the  only  new 
activity  for  banks.  There  has  been  a  substantial  increase  in  their  serv- 
ice offerings,  to  include  credit  cards,  leasing,  factoring,  insurance,  data 
processing,  direct  deposit  payroll  and  many  more.  That  diversification 
has  been  facilitated  by  the  rapid  growth  of  bank  holding  companies. 

U.S.  banks  have  also  expanded  their  foreign  banking  activities  by 
establishing  branches  abroad  and  entering,  on  an  ever  increasing  scale, 
into  foreign  exchange  markets.  The  risks  inherent  there  and  their 
threat  to  capital  was  underscored  by  the  failure  of  Franklin  National 
Bank. 
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There  is  ample  reason  to  be  concerned  about  bank  capital  adequacy 
above  and  beyond  the  short-run  and  long-run  changes  in  traditional 
capital  ratios.  Trends  in  bank  capital  adequacy  are  no  longer  so  easily 
traced.  As  is  necessary  for  any  changing  industry,  banking  is  now 
looking  to  new  ways  to  trace  such  trends. 

TABLE  1.— SELECTED  CAPITAL  RATIOS,  ALL  NATIONAL  BANKS,  1920-74 

Ratios  gross 
Total  assets      loans  to  total     Total  deposits 
Year  to  total  capital  capital     to  total  capital 

1920 

1930 

1940 

1950 

1955 . 

1960 

1961.... 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

1969.. 

1970.. 

1971 

1972 

1973 

1974 .. 


TABLE  2.-PR0P0RTI0NS  OF  ALL  NATIONAL  BANKS  WITH  SELECTED  RATIOS  OF  CLASSIFIED  ASSETS  TO  GROSS 

CAPITAL  FUNDS,  1967-74 

[In  percent] 

Proportion  of  all  national  banks  with  ratio  of  classified  assets  to 
gross  capital  funds  of— 

Year  (mT9      10-19. 9      20-29. 9      30-39. 9      40-49.9  50  and  over 

1967.. 64.1           19.3             8.7             3.7             1.7              2.5 

1968 64.8 

1969 64.8 

1970 58.6 

1971.... 57.1 

1972 59.3 

1973 62.0 


7.7 

4.3 

5.8 

7.4 

3.7 

5.9 

11.2 

2.8 

10.1 

15.4 

4.7 

14.2 

14.3 

5.6 

13.1 

12.6 

5.9 

11.3 

12.7 

5.8 

11.4 

12.6 

6.0 

11.2 

12.5 

6.3 

11.1 

12.6 

6.5 

11.3 

12.6 

6.8 

11.1 

12.8 

7.0 

11.2 

13.4 

7.1 

11.7 

13.8 

7.3 

12.0 

13.3 

7.4 

11.0 

13.6 

7.1 

11.4 

13.8 

7.2 

11.6 

14.2 

7.6 

11.8 

14.8 

8.2 

12.0 

14.9 

8.3 

12.0 

19.5 

8.0 

4.1 

1.6 

2.3 

20.4 

8.1 

8.3 

1.5 

2.0 

22.4 

10.1 

4.6 

1.6 

2.7 

24.5 

9.8 

4.5 

1.7 

2.5 

24.6 

8.9 

4.1 

1.3 

1.8 

23.5 

7.8 

3.7 

1.9 

19741... 83.5  19.2  3.6 

i  Latest  examination  reports  as  of  June  30, 1974. 
Source:  Reports  of  examination. 

B-12  (a)  Flow  do  examiners  evaluate  batik  earnings?  (h)  What 
significance  is  attached  to  the  amount  of  hank  earnings,  the  potential 
volatility  of  earnings,  and  earnings  trends  for  individual  banks  and 
for  the  banking  system  or  groups  of  banks  within  itt  (c)  JIou\  if  at 
(iIL  docs  the  evaluation  of  earnings  of  an  individual  l><mk  in  a  bank 
holding  company  take  info  account  its  relationship  to  a-f]>ti<t/cs.J 

The  examiner  relates  the  earnings  performance  of  the  hank  being 
examined  to  thai  of  other  local  banxs  and  the  total  banking  industry. 
The  examiner  specifically  reviews  the  trend  of  bank  earnings  and 
makes  an  assessment  regarding  t  he  overall  soundness  of  the  bank.  The 
examiner  also  will  relate  the  bank's  earnings  performance  to  the 
adequacy  of  its  capital.  Where  a  deficiency  in  earnings  is  found,  the 
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examiner  will  note  it  in  his  comments  to  management  in  the  examina- 
tion report. 

Usually,  the  examiner  also  reviews  the  responsiveness  of  a  bank  to 
its  community.  A  poor  loan-to-deposit  ratio,  low  operating  costs  and 
liiofli  earnings  normally  would  be  interpreted  as  poor  management. 

In  evaluating  the  earnings  of  an  individual  bank  in  a  holding  com- 
pany, the  examiner  reviews  the  contribution  of  those  earnings  to  the 
total  earnings  of  the  holding  company.  The  examiner  seeks  to  deter- 
mine how  dependent  the  holding  company  is  on  the  earnings  of  the 
bank  and  what  pressures  may  arise  to  use  the  bank's  earnings  to  offset 
poor  earnings  of  non-bank  subsidiaries. 

At  the  present  time,  the  Comptroller  of  the  Currency  is  developing 
techniques  for  analyzing  earnings  to  identify  bank  operating  prob- 
lems earlier  and  to  spot  emerging  capital  problems.  For  example,  we 
now  are  looking  at  individual  profit  centers  of  banks  to  gain  better 
insight  into  the  various  segments  of  their  operations.  It  is  the  analysis 
of  the  bank  as  a  viable  profit-making  business  concern  that  will  pro- 
vide the  basis  for  the  Comptroller's  National  Bank  Surveillance  Sys- 
tem operation. 

B-13  What  is  the  role  of  evaluation  of  hank  and  hank  holding 
company  management  in  the  examination  and  supervisory  process? 
What  criteria  are  used  to  evaluate  management?  What  improvements 
are  heing  made,  or  need  to  he  made,  in  this  area?  To  what  extent  are 
these  evaluations  made  available  to  management? 

A  clear  evaluation  of  bank  management  is  of  the  utmost  importance 
to  the  Comptroller's  Office.  At  the  same  time,  the  quality  of  manage- 
ment is  an  area  in  which  it  is  difficult  to  develop  objective  standards. 

Management  evaluation  includes  the  following  criteria ;  general  and 
technical  ability,  capacity,  experience,  effectiveness,  integrity,  credit 
and  loan  collection  ability,  and  aggressiveness.  Weaknesses  in  bank 
management,  either  collectively  or  individually,  must  be  identified, 
whether  these  weaknesses  result  from  lack  of  experience,  ability,  per- 
sonal financial  difficulties,  self-dealing,  or  from  any  other  source.  Pur- 
suant to  recommendations  of  the  Haskins  and  Sells  study  of  this  Office, 
plans  are  underway  to  enhance  the  ability  of  examiners  in  manage- 
ment evaluation  by  providing  additional  training  in  management 
sciences,  both  within  the  office  and  at  appropriate  educational  institu- 
tions and  conferences. 

Examiners  are  being  required  to  m^et  with  the  bank's  Board  of 
Directors  at  least  annually  to  discuss  all  facets  of  a  bank's  condition, 
including  the  evaluation  of  management.  When  management  is  con- 
sidered fair  or  poor,  the  Regional  Administrator  follows  up  by  re- 
questing the  bank  to  take  the  appropriate  measures  to  strengthen 
management. 

B-ii  (a)  TIoic  do  hank  examiners  evaluate  loans?  (h)  Describe 
examiners'  initial  training;  especially  as  it  relates  to  new  develop- 
ments in  lending  practices:  continuing  training;  materials  continu- 
ously furnished  regarding  the  economy  and/or  corporate  or  particular 
Industry  conditions;  supervisory  oversight  of  examiner's  and  exami- 
nation reports;  and  (c)  the  loan  evaluation  process  itself. 

(a)  A  bank  examiner  evaluates  a  loan  in  much  the  same  way  as 
the  lender.  The  principal  difference  is  that  the  examiner  most  often 
las  the  advantage  of  hindsight,  whereas  the  lender  must  make  judg- 
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ments  entirely  on  information  available  when  the  loan  is  made.  The 
credit  analysis  applied  by  both  is  based  upon  basic  credit  factors. 

The  classic  approach  to  lending  considers  first  the  character  of  the 
debtor,  that  is,  his  willingness  to  pay.  The  ability  of  the  individual 
to  pay  is  considered  under  the  heading  of  capacity,  and  the  amount 
of  funds  or  property  that  repayment  must  come  from  is  measured  by 
the  amount  of  the  lenders  capital.  The  credit  support  provided  by 
collateral  is  also  evaluated,  and  the  count r-y  risk  is  evaluated  in  ail 
international  financing. 

The  examiner,  armed  with  the  proper  training  in  evaluating  these 
credit  factors,  makes  judgments  as  to  the  relative  value  of  a  loan  as 
an  asset  to  the  bank.  He,  of  course,  must  take  into  consideration  the 
economic  factors  in  the  area  and  use  analytical  tools  (such  as  the 
Robert  Morris  Associates  ratios)  in  making  decisions.  The  examiner 
looks  at  the  track  record  of  each  obligor  and  relates  performance  to 
the  probability  of  repayment  in  accordance  with  the  terms  of  the 
obligation.  Also,  as  an  outside  disinterested  party,  the  examiner  is 
able  to  evaluate  the  credit  solely  on  its  merits  without  undue  pres- 
sures from  officers,  directors,  or  majority  stockholders  of  the  bank. 

(b)  The  initial  training  of  newly  employed  National  Bank  Ex- 
aminers is  all-encompassing  and  includes  detailed  exposure  to  every 
facet  of  the  examination  process.  See  the  answer  to  question  B  7(b). 
Specific  orientation  in  the  lending  area  begins  with  training  related 
to  loan  collateral  verification.  This  involves  not  only  the  verification 
of  collateral  as  to  its  existence,  but  also  the  determination  that  all 
collateral  held  securing  any  particular  loan  is  properly  documented, 
i.e.,  legal  title  vested  in  the  bank,  affording  protection  should  fore- 
closure be  necessary.  The  trainee  assistant  examiner  normally  prog- 
resses from  this  stage  into  small  loan  departments  where  credit  analysis 
begins.  Training  in  these  areas  is  conducted  by  experienced  examiners 
who  oversee  all  activities.  This  training  continues  under  the  super- 
vision of  seasoned  examiners  until  the  examiner  is  knowledgeable 
about  and  competent  in  the  evaluation  of  commercial  loans,  install- 
ment loans,  real  estate  mortgage,  and  other  specialized  lending  areas. 
This  on-the-job  experience  is  supplemented  by  textbook  training,  such 
as  the  ''Analyzing  Financial  Statements''  course  offered  by  the  Amer- 
ican Institute  of  Banking,  as  well  as  by  the  study  of  the  loan-related 
sections  of  the  Comptroller's  Handbook  of  Examination  Procedure, 
sperience  is  gained,  the  examiner  spends  an  increasing  amount 
of  time  in  loan-related  areas,  with  emphasis  on  credit  analysis. 

When  he  has  achieved  a  high  degree  of  experience,  the  assistant 
examiner's  abilities  are  thoroughly  evaluated  and  tested  for  promo- 
tional  consideration  to  the  level  of  commissioned  national  ban!:  ex- 
aminer. A  newly  commissioned  national  bank  examiner's  training  will 
continue  under  classroom  conditions  at  a  formal  school  conducted  by 
the  Comptroller's  Office.  This  school  has  been  emphasizing  credit 
review.  Instructors  include  seasoned  national  hank  examiners  as  well 
as  outside  lecturers  from  related  fields  of  business  and  finance.  Other 
areas  of  formal  education  include  attendance  al  schools  such  as  the 

National    Commercial    Lending   School    sponsored    by    the    American 

Bankers  Association  and  the  various  graduate  schools  of  hanking. 

New  developments  in  lending  practices  are  explored  in  all  of  these 

formalized  areas  of  continuing  education.  Furthermore,  any  new  or 
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unusual  practice  uncovered  in  the  routine  examination  process  is 
promptly  reported  by  the  examiners  to  their  Regional  Administrator 
for  administrative  analysis  and  dissemination  to  the  field  in  examin- 
ing circulars  and  bulletins.  These  materials  cover  general  economic 
trends  and  developments  or  relate  specifically  to  individual  borrow- 
ers or  types  of  credit,  providing  timely  information  and  policy  di- 
rection when  necessary. 

Examiners  regularly  are  furnished  with  various  financial  periodi- 
cals to  aid  in  the  examination  function.  As  a  specific  example  related 
directly  to  the  credit  area,  all  examiners  are  provided  a  subscription 
to  the  Robert  Morris  Associates  Journal  of  Commercial  Bank  Lend- 
ing which  specializes  in  articles  that  heavily  emphasize  new  develop- 
ments in  lending  practices.  This  subscription  also  provides  annual 
statement  studies  and  industry  studies  that  are  useful  in  credit  analy- 
sis. Another  specific  example  in  the  area  of  international  banking 
involves  the  regular  dissemination  of  the  internally  generated  inter- 
national Newsletter  that  serves  the  purpose  of  keeping  the  interna- 
tional examiner  abreast  of  new  developments  in  the  complex  and 
fast-changing  field  of  international  finance. 

The  examination  is  conducted  under  the  direct  supervision  of  an 
Examiner-in-Charge  expressly  chosen  for  this  purpose  by  his  Regional 
Administrator.  All  examining  personnel  assigned  to  the  examination 
are  designated  their  respective  duties  by  the  Examiner-in-Charge  with 
their  completed  assignments  subjected  to  his  final  review.  The  Ex- 
aminer-in-Charge is  principally  responsible  for  the  contents  of  the  en- 
tire examination  report  and  his  final  review  encompasses  every  aspect 
Df  the  examination  process. 

Examiners-in-Charge  operate  under  the  direct  supervision  of  a  Re- 
gional Administrator,  with  their  examination  reports  carefully  re- 
newed and  analyzed  at  both  the  regional  level  and  by  the  Washington 
office.  Specific  written  criticisms  and  recommendations  of  the  examiner 
ire  used  as  the  initial  input  in  the  continuing  evaluation  of  bank  con- 
ditions and  serve  as  the  stimuli  for  any  subsequent  administrative 
ir  regulatory  action. 

The  recommendations  of  the  recently  completed  Haskins  and  Sells 
study  have  initiated  the  formulation  of  a  program  of  operations 
review.  The  operations  review  team  will  have  certain  defined  areas 
)f  responsibility: 

a.  Evaluation  of  the  appropriateness  of  the  scope  of  the 
examination. 

b.  Determination  of  whether  prescribed  policies,  practices,  and 
procedures,  were  followed  in  making  examinations. 

c.  Determination  of  whether  the  contents  of  reports  of  exami- 
nation were  appropriate  in  the  circumstances. 

d.  Evaluation  of  the  adequacy  of  regional  office  follow-up 
with  respect  to  violations  of  law  or  problems  noted  during  the 
examination. 

In  conjunction  with  the  recommendations  made  in  the  Haskins  and 
Sells  study,  a  task  force  of  experienced  national  bank  examiners  has 
>een  organized  to  explore  and  define  the  overall  training  process  for 
examiners.  The  work  of  this  task  force  should  provide  a  positive  and 
concise  statement  that  will  enumerate  in  definitive  terms  the  proper 
raining  and  development  of  a  national  bank  examiner.  The  Comp- 
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t  roller's  Department  of  Human  Resources  will  incorporate  the  results 
of  this  study  into  the  Comptrollers  overall  plan  for  providing  ex- 
aminers the  most  comprehensive  and  relevant  training  available.  This 
will  ensure  the  thorough  and  balanced  development  of  each  examiner. 

(c)  For  most  loans  in  most  banks,  the  loan  evaluation  process  is 
as  follows: 

The  examiner  obtains  physical  possession  and  control  of  notes  at  the 
start  of  the  examination.  He  then  makes  a  straight  proof  listing  of 
the  notes  and  loan  ledgers  with  the  total  verified  to  the  bank's  ledger. 
Delinquent  loans  are  totalled  and  detailed  for  future  evaluation  with 
bank  management.  Xotes  are  inspected  and  verified  to  the  individual 
debtors  loan  liability  ledgers  to  insure  that  the  actual  notes  in  the  phy- 
sical possession  of  the  bank  equal  the  stated  indebtedness  of  the  in- 
dividual borrower.  The  examiner-in-charge  computes  the  minimum 
size  of  loans  to  be  appraised,  depending  upon  the  size  of  the  bank,  the 
capital  base,  and  the  overall  asset  condition  at  the  previous  examin- 
ation. Loans  in  excess  of  this  minimum  size  and  all  delinquent  loans 
then  are  reviewed  for  credit  quality.  The  examiner  reviews  with  execu- 
tive management  any  questionable  loan.  It  is  at  this  time  that  the  ex- 
aminer arrives  at  the  particular  loan  classifications  based  on  the  vary- 
ing degrees  of  credit  weakness  disclosed  in  the  review  and  discussion 
of  each  particular  credit.  The  examiner  then  considers  the  aggregate 
volume  and  seriousness  of  these  classifications  and  their  impact  upon 
the  overall  condition  of  the  bank. 

When  the  examination  is  of  a  large  bank,  the  classifications  of  maior 
lines  of  credit  are  more  a  group  decision  of  the  examination  team.  The 
Examiner-in-Cliarge  will  have  the  views  and  experience  of  several 
seasoned  examiners  in  making  the  classifications  decisions. 

There  is  a  special  procedure  that  lias  been  recently  installed  to  pro- 
vide for  the  uniform  classification  of  national  credits,  i.e.,  credits  of 
S20  million  and  over  that  involve  several  banks.  A  special  team  of  ex- 
aminers from  different  regions  review  the  participated  credits  of  £20 
million  or  more  where  the  lead  bank  is  a  national  bank.  The  clas 
cations  arrived  at  by  this  team  will  be  uniformly  applied  by  other 
examiners  reviewing  the  credits  at  participating  banks.  The  classifica- 
tion of  a  national  credit  represents  the  examiners'  consensus  as  to  the 
quality  of  a  particular  line  of  credit  at  a  particular 'time.  The  classifica- 
tion is  not  an  overall  review  of  the  creditworthiness  of  a  particular 
borrower.  The  system  of  review  accommodates  the  process  of  examin- 
ing banks  on  an  individual  basis  to  a  growing  trend  toward  regional 
and  national  participation  of  banks  in  mailing  large  loans. 

B-15  (c)  Apart  from  matters  covered  by  the  preceding  question! 
what  established  procedures  are  there  to  keep  examiners  at>reast  of 
regional,  national,  and  international  economic  and  credit  market  con* 
ditions  and  prospects  that  are  relevant  to  <  valuation  of  bank  sound- 
ness/ (h)  To  what  extent  do  these  factors  enter  into  the  conduct  of 
i'.rtimi nations  <ind  t to  finding  of  <  ,n//n'ni<  rs/ 

(  a  )  Examiners  are  routinely  apprised  of  all  significant  developments 
through  examining  bullet  ins  and  circulars  generated  at  both  the  na- 
tional and  regional  level.  As  mentioned  in  response  to  question  B  14  | 
(b),  examiners  have  regular  access  to  national  periodicals  such  as 
the  Robert  Morris  Journal  of  Commercial  Hanking  as  well  as  inter-] 
nally  generated  materials  such  as  the  International  Newsletter.  Keg- 
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kmal  Conferences  are  held  annually  where  matters  of  regional,  na- 
tional and  international  import  are  discussed.  These  matters  are  also 
covered  at  various  examiner  workshops  and  seminar's.  Newsletters 
published  by  state  banking  departments  are  regularly  forwarded  to 
examiners  along  with  other  information  pertinent  to  the  condition  of 
the  banks  under  their  supervision.  Examiners  also  use  their  oavii  in- 
itiative to  keep  abreast  of  matters  affecting  banks  and  the  financial 
community  by  reading  local  and  national  newspapers  and  financial 
bulletins  and  periodicals.  Examiners  have  the  very  significant  advan- 
tage of  having  dail}-  contact  with  banks  and  bankers  and  constant 
involvement  with  the  economic  and  credit  market  conditions  affecting 
the  banks  under  their  supervision.  This  contact  facilitates  the  devel- 
opment of  significant  experience  and  knowledge  on  which  an  examiner 
may  draw  in  evaluating  a  bank's  condition  and  soundness. 

(b)  The  examiner's  perspective  in  conducting  an  examination  nec- 
essarily is  colored  by  his  experiences  and  knowledge  of  conditions 
affecting  financial  institutions  and  of  problems  he  has  seen  in  spe- 
cific banks.  For  example,  through  the  informational  sources  avail- 
able to  him,  the  examiner  becomes  aware  of  depressed  conditions  in  the 
tufted  carpet  industry.  He  is  sensitive  to  the  problems  inherent  m  this 
industry  at  that  particular  point  in  time,  and  this  knowledge  will  be 
used  in  the  evaluation  of  the  condition  of  any  bank  located  in  a  com- 
munity dependent  on  carpet  production  for  economic  well-being.  Un- 
der these  depressed  industry  conditions  a  most  thorough  examination 
will  be  called  for  with  emphasis  placed  not  only  on  present  condition 
but  also  on  the  anticipated  trend  of  the  bank's  condition  over  both 
the  short  and  long  term  as  affected  by  the  trends  of  local  industry. 

Thus,  the  examiner's  knowledge  of  the  various  influential  compo- 
nents affecting  the  condition  of  banks  susceptible  to  similar  economic 
trends  will  serve  to  vary  his  judgment  of  the  condition  of  the  particu- 
lar bank  under  examination. 

B-16  How  do  examiners  find,  measure  and  evaluate  exposures  to 
risk:  (a)  associated  with  interest  rate  movements  when  the  maturities 
of  assets  and  liabilities  do  not  match,  (b)  from  items  not  shown  on 
balance  sheets  (e.g..  loan  commitments  and  standby  letters  of  credit?) 
How  can  excessive  exposure  to  these  risks  best  be  prevented? 

(a)  The  examiner  has  direct  and  unlimited  access  to  all  bank  asset 
and  liability  records.  He  thus  is  able  to  find,  measure,  and  evaluate, 
(as  explained  in  the  answer  to  question  B  10)  risk  associated  with 
unbalanced  asset  and  liability  maturities  and  the  potential  liquidity 
problems  inherent  in  interest-sensitive  funds. 

The  examiner  ascertains  both  the  liquidity  and  quality  of  bank 
assets  and  determines  the  maturities  and  evaluates  the  volatility  of 
the  bank's  liabilities.  The  examiner  qualitatively  measures  the  gap 
between  available  liquid  assets  and  maturing  liabilities  such  as  time 
certificates  of  deposit  and  short-term  borrowings.  The  movement  of 
interest  rates  is  an  important  consideration  in  evaluating  any  gap 
that  may  be  found,  for  it  will  highlight  any  potential  liquidity  prob- 
lem inherent  in  the  asset  and  liability  structure  resulting  from  errors 
in  judgment  related  to  a  maturity  imbalance. 

When  the  examination  discloses  a  significant  maturity  gap  that 
could  adversely  affect  the  bank's  future  liquidity,  senior  management 
is  instructed  to  increase  the  availability  of  liquid  assets  through  a  re- 
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structuring  of  asset  composition  and  maturity.  A  typical  example 
would  be  to  allow  for  a  loan  run-off  with  proceeds  invested  in  short- 
term,  highly  liquid,  money-market  instruments.  Should  a  bank's  assets 
be  relatively  fixed,  not  allowing  for  a  timely  restructuring,  steps  must 
be  taken  to  provide  the  bank  with  adequate  sources  of  credit  {e.g., 
establishment  of  borrowing  lines  with  correspondent  banks  or  the  Fed- 
eral Reserve  Bank)  that  will  provide  the  necessary  liquidity  to  meet 
the  demands  of  maturing  liabilities. 

In  addition  to  evaluating  risks  associated  with  interest  rate  move- 
ments, the  examiner  will  analyze  any  negative  earnings  spread  caused 
by  the  excessive  costs  of  deposits  and  borrowings  over  the  income  re- 
ceived from  earning  assets.  He  must  judge  the  bank's  condition  in  rela- 
tion to  his  evaluation  of  the  adverse  effect  any  negative  spread  will 
have  on  the  level  of  earnings.  A  deficiency  in  this  area  will  require 
adjustments  that  will  necessitate  a  change  in  management  philosophy 
calling  for  a  rate  restructuring  of  asset  investments  and  deposit 
liabilities. 

Sophisticated  and  informed  asset  and  liability  management  is  essen- 
tial to  avoid  excessive  exposure  to  risks  associated  with  movements 
in  the  interest  rate.  Not  only  must  the  banker  and  examiner  have  a 
technical  awareness  of  the  situation,  but  there  must  be  a  line  of  com- 
munication between  the  bank  and  the  depositor/investor  environment 
of  the  bank's  trade  area  to  facilitate  the  monitoring  of  any  trend  of 
diminishing  confidence  in  the  bank.  For  even  the  best  management 
asset  and  liability  structure  will  rapidly  erode  as  a  result  of  investor 
apprehension.  As  with  all  areas  of  prudent  bank  management,  certain 
adequate  margins  of  safety  must  be  maintained  to  allow  for  the  un- 
predictability of  the  marketplace. 

As  a  final  note,  the  Comptroller  recently  has  commissioned  an  inde- 
pendent consulting  firm  to  conduct  a  comprehensive  study  of  risk 
evaluation.  The  consultant  will  focus  especially  upon  (1)  the  risk 
in  international  banking  as  it  affects  stability  of  bank  earnings  and 
(:2)  the  regulation  of  risk  exposure  stemming  from  the  operations  of 
bank  subsidiaries  of  bank  holding  companies. 

(b)  Contingent  liabilities  (e.g.,  loan  commitments  and  standby  let- 
ters of  credit)  are  carefully  monitored  by  the  examiner.  A  bank  will 
maintain  control  ledger  accounts  indicating  the  contingency  to  any 
one  customer  with  the  aggregate  of  these  accounts  representing  the 
overall  level  of  potential  disbursements  subject  to  a  written  agreement. 
Loan  commitments  are  ordinarily  represented  by  established  lines  of 
credit  under  which  a  borrower  may  draw  for  general  expenditures,  or 
by  specific  written  commitments,  such  as  a  construction  commitment 
for  a  particular  project.  Other  than  limitations  dictated  by  prudence) 
there  is  no  legal  maximum  contingency  that  a  bank  may  issue  in  loan 
commitments  to  any  one  borrower.  ( )f  course,  should  the  commitments 
be  Issued  in  exeess  of  the  legal  lending  limit,  the  bank  faces  the  pos- 
sibility of  not  being  able  to  fund  a  loan  if  doing  so  would  exceed  that 
limit.  Standby  letters  of  credit,  by  recent  regulation,  have  been  sub- 
jected to  t  he  lending  limitat  ions  set  by  12  U.S.( '.  84.  This  limit  rest  ricts 
their  availability  to  any  one  borrower  and  places  a  ceiling  on  the  bank's 
exposure.  Good  banking  pract  ice  dictates  that  standby  letters  of  credit 
should  he  issued  only  on  behalf  of  customers  to  whom  the  bank  would 
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be  willing  to  make  a  loan  in  the  same  amount.  The  basic  danger  of  con- 
tingent liabilities  and  especially  standby  letters  of  credit,  is  that  a  bank 
will  violate  this  principle  and  assume  that  a  contingent  liability  will 
never  ripen.  To  prevent  undue  exposure,  realistic  house  limits  must  be 
established  for  contingent  liability  supported  by  regular  monitoring 
and  evaluation  regarding  credit  worthiness  and  available  liquidity. 
This  is  the  approach  presently  being  taken  by  our  examining  force. 

B-17  (a)  Hoio  do  examiners  find,  measure  and  evaluate  concentra- 
tion of  loans  {or  other  exposures)  to  particular  individuals  or  related 
{formally  or  not)  groups  of  individuals,  or  to  particular  lines  of  busi- 
ness or  other  activities?  (b)  Have  recent  developments  indicated  a 
need  for  improvement? 

An  integral  part  of  the  examination  process  includes  the  disclosure 
and  evaluation  of  all  credit  concentrations.  A  federal  statute,  12  U.S.C. 
84,  restricts  the  amount  of  credit  a  bank  may  extend  to  any  one  obligor 
to  10%  of  a  bank's  capital  stock  and  unimpaired  surplus  fund.  Addi- 
tionally, we  follow  an  administrative  practice  of  detailing  in  the 
examination  report  all  lines  of  related  credits  in  excess  of  20%  of  a 
bank's  gross  capital  funds.  Such  large  lines,  even  though  not  illegal, 
are  noted  because  they  indicate  a  lack  of  risk  diversification. 

The  examiner  discovers  concentrations  of  credit  by  reviewing  loans 
with  respect  to  borrower  ownership,  relationship  with  other  businesses, 
nature  of  the  business,  and  disposition  of  loan  proceeds.  These  elements 
are  developed  primarily  from  the  credit  information  available  in  the 
bank  regarding  each  loan  or  extension  of  credit.  Examiners  reviewing 
the  various  departments  and  branches  of  a  bank  maintain  close  com- 
munication for  the  purpose  of  consolidating  the  obligations  of  any  one 
borrower  or  related  group  of  borrowers.  Examiners  evaluate  the  risk 
not  only  with  regard  to  the  quality  of  loans  comprising  the  concentra- 
tion, but  also  with  regard  to  the  potential  exposure  inherent  in  any 
such  credit.  The  existence  of  an  undue  concentration  to  any  one  bor- 
rower or  industry,  even  though  not  subject  to  criticism  for  credit  weak- 
nesses, is  listed  in  the  report  of  examination  in  order  that  bank 
management  might  consider  the  prudence  of  such  concentration. 

(b)  Concentrations  of  credit  have  been  especially  troublesome  where 
loans  to  interests  of  bank  directors  and  officers  are  involved.  Accord- 
ingly, earlier  this  year  this  Office  issued  a  new  regulation,  12  C.F.R.  23, 
in  an  effort  to  facilitate  the  identification  of  credit  relationships  in- 
volving the  business  interests  of  directors  and  principal  officers  of 
national  banks.  This  regulation  requires  directors  and  principal  offi- 
cers of  a  national  bank  to  keep  a  statement  of  their  business  interests 
on  file  at  the  main  office  of  the  bank  for  review  by  bank  management 
and  directors  and  by  national  bank  examiners.  Compliance  with  this 
section  will  facilitate  an  examiner's  review  of  the  related  business  in- 
terests of  the  bank's  directors  and  principal  officers  and  aid  in  identi- 
fying concentrations  of  credit.  Kecent  developments  have  not  indicated 
a  need  for  further  action. 

B-18  {a)  How  is  the  examination  of  foreign  branches  and  sub- 
sidaries  of  U.S.  banks  carried  out?  {Include  a  discussion  of  the  prob- 
lems for  supervision  raised  by  Eurodollar  operations,  including 
interbank  loans;  foreign  exchange  trading  exposure;  other  exposure 
to  changes  in  exchange  rates;  risks  of  unforeseen  capital  controls,  and 
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risks  of  expropriation.)   (b)  Hon:  is  the  examination  of  activities  of 
the  home  office  related  to  that  of  branches  and  subsidiaries?  (c)  Ah 
there  countries  where  U.S.  banks  are  not  permitted  to  do  business  be- 
cause of  the  inadequacy  of  the  country's  regulation?  If  so,  what  stand- 
ards are  used  in  applying  these  prohibitions? 

(a),  (b)  All  on-location  examinations  of  foreign  brances  and  sub- 
sidiaries are  coordinated  and  supervised  by  the  International  Division 
in  the  Washington  Ofiice.  The  examinations  are  conducted  by  exper- 
ienced national  bank  examiners  selected  from  among  the  fourteen 
domestic  national  bank  regions,  our  permanent  six-man  London  staff 
and  the  "Washington  staff. 

The  type  of  examination  conducted  is  especially  tailored  to  fit  the 
organizational  and  geographic  structure  as  well  as  the  reporting  pro- 
cedures existent  with  the  bank  in  question.  All  but  a  few  national  banks 
maintain,  in  their  domestic  offices,  credit  information  adequate  to  per- 
mit proper  appraisal  of  their  foreign  bank  assets.  To  avoid  tremendous 
cost  as  well  as  elaborate  paper  shipping  and  sorting  procedures,  the 
three  largest  national  banks  have  each  established  between  five  and 
fifteen  regional  credit  supervision  centers  overseas.  Thus,  examina- 
tion of  these  banks'  assets  requires  that  examiners  visit  each  of  these 
regional  centers  at  the  time  of  each  examination. 

During  each  examination,  the  foreign  branches  and  subsidiaries  are 
required  to  submit  to  examiners  in  head  office  or  regional  centers  bal- 
ance sheets  and  lists  of  contingent  and  memoranda  accounts,  as  well 
as  detailed  lists  of  items  contained  in  these  accounts,  which  are  con- 
sidered pertinent  to  the  examination,  i.e.,  current  individual  loan 
balances,  cash  items,  past  due  obligations,  securities  held,  interbank 
loans  and  deposits  by  maturity,  foreign  exchange  positions  and  ma- 
turity "gap''  schedules,  other  assets  and  other  liabilities. 

Throughout  the  year  examiners  make  special  visits  to  major  branch 
offices,  other  than  those  visited  during  the  head  office  examinations. 
They  conduct  smaller  scale  examinations  to  determine  the  quality  of 
accounting,  internal  control,  and  auditing  procedures  and  practices. 
Aduit  proofs  are  verified,  foreign  exchange  activities  are  reviewed  in 
great  detail,  and  randomly  selected  loans  are  reviewed  to  ensure  a 
more  precise  determination  of  local  management's  capabilities  and 
shortcomings. 

Examiners,  particularly  our  London  and  head  office  staffs,  devote 
considerable  time  to  analysis  of  foreign  exchange  accounting  and  re- 
porting systems;  limits  imposed;  audits  conducted:  internal  controls 
and  segregation  of  dirties;  and  foreign  exchange  positions  taken.  Cash 
flow  analysis  is  performed  through  maturity  spreads  of  foreign  ex- 
change controls  as  well  as  commercial  and  interbank  loans  and  de- 
posits. Concentration  of  assets,  volatile  deposits,  and  tendencies  to 
borrow  short  and  long  arc  separately  identified  and  criticized. 

On-the-spot  overseas  examinations  provide  essential  background 
knowledge  for  examiners  and  for  this  Ofiice  with  regard  to  local  re- 
ligious, cultural  nnd  legal  influences  upon  backing  activities  within 
a  particular  country.  Discussions  with  U.S.  bank  branch  managers  as 
well  as  centra!  bank  and  bank  supervisory  officials  provide  invalu- 
able insight  into  current  economic  conditions,  anticipated  relaxation 
or  strengthening  of  capital  or  exchange  control:-,  fiscal  policy,  political 
goals,  and  risk  of  expropriation. 
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Examinations  of  wholly-owned  subsidiaries  are  generally  conducted 
in  the  same  manner  as  are  those  of  branches.  However,  on-location 
examinations  of  these  and  lesser-owned  subsidiaries  are  sometimes  pre- 
cluded because  of  objections  voiced  by  foreign  directors,  minority 
shareholders,  or  local  bank  supervisors.  Secrecy  laws  in  countries  such 
as  Switzerland,  Singapore,  Luxembourg  and  the  Bahamas  also  pre- 
clude on-the-spot  examinations  of  local  branches  and  subsidiaries.  In 
these  instances,  banks  are  required,  under  12  C.F.R.  211.110  (Regula- 
tion K)  and  12  C.F.R.  213.104  (Regulation  M),  to  make  the  necessary 
information  available  to  examiners  either  in  the  head  office  or  in  a 
readily  accessible  overseas  regional  or  branch  office. 

In  addition  to  on-the-spot  domestic  and  overseas  examinations,  the 
Washington  Office  is  able  to  monitor  foreign  exchange  trading  activi- 
ties of  national  banks,  branches  and  subsidiaries  through  computeriza- 
tion of  Foreign  Currency  Reports  FC-1,  FO-la.  FC-2  and  FC-2a 
which  banks  file  on  a  weeklv  as  well  as  a  monthly  basis  pursuant  to  31 
C.F.R.  128  and  12  C.F.R.  20.5. 

At  the  present  time,  the  most  serious  problem  affecting  supervision 
of  international  activities  of  national  banks  lies  in  the  absence  of  uni- 
form interpretation  of  the  applicability  of  certain  statutory  limitations 
to  foreign  branches  and  subsidiaries.  Traditionally,  this  Office  has 
combined  extensions  of  credit,  borrowings  etc.,  by  a  paticular  bank, 
its  domestic  and  foreign  branches  and  its  domestic  "operating  sub- 
sidiaries'' (12  C.F.R.  7.7376)  for  the  purpose  of  testing  compliance 
with  12  U.S.C.  82  (Borrowing  Limitations),  12  U.S.C/84  (Lending 
Limitations)  and  other  legal  limitations.  Assets  and  liabilities  of 
"statutory  subsidiaries''  (those  organized  or  invested  pursuant  to  a 
particular  statute),  such  as  Edge  Act  Corporations  and  foreign  bank- 
ing subsidiaries,  12  U.S.C.  601-604a  and  611-632,  have  not  been  so 
combined.  Rather,  the  Board  of  Governors  of  the  Federal  Reserve  Sys- 
tem, through  12  C.F.R.  211  and  pursuant  to  12  U.S.C.  604a.  has 
prescribed  separate  lending  limitations  for  Edge  Act  Corporations 
while  others,  including  subsidiaries  of  Edge  Act  Corporations  may  be 
left  unrestricted.  The  possibility  that  some  national  bank  subsidiaries 
are  subject  to  no  legal  lending  limit  at  all  is  one  of  the  reasons  why 
this  Office  intends  to  undertake  a  thorough  review  of  this  area  to  de- 
termine if  additional  regulations  are  possible  and  necessary. 

(c)  Bank  supervision  in  foreign  countries,  at  least  from  an  ex- 
amination standpoint,  is  generally  non-existent  or  far  inferior  to  that 
in  the  Linked  States.  This  lack  of  supervision  by  the  foreign  govern- 
ment is  never  a  factor  in  the  denial  by  the  Board  of  Governors  or  by 
this  Office  of  an  application  by  a  U.S.  bank  to  do  business  in  a  foreign 
country.  Such  a  denial  would  only  occur  in  the  event  that  a  foreign 
country  prohibited  all  effective  supervision  by  this  Office  or  the  Fed- 
eral Reserve  System. 

The  confusion  in  this  area  is  one  reason  why  we  suggest  that  all 
supervision  of  foreign  banking  activity  by  national  banks  be  vested 
in  the  Comptroller.  See  the  response  to  question  B  6(c). 

B-19  Do  foreign  hanking  authorities  play  an  important  role  in 
policing  the  soundness  of  foreign  operations  of  U.S.  banks  and  bank 
holding  companies?  What  relevant  information*  if  any*  is  obtained 
from  foreign  banking  authorities?  How  is  information  provided  by 
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U.S.  hanks  or  by  foreign  banking  authorities  relating  to  overseas  op- 
erations verify  a? 

Foreign  banking  authorities  generally  scrutinize  local  operations  of 
U.S.  banks  to  the  same  degree  as  they  do  their  locally-chartered/local- 
ly-owned institutions.  They  consider  our  examinations  as  additional 
assurance  that  the  U.S.  banks  arc  locally  sound,  well-managed  and 
operating  in  compliance  with  local  law.  Therefore,  they  encourage 
vists  by  our  examiners,  and  on  several  occasions  they  have  requested 
that  our  examiners  conduct  seminars  for  their  examining  staffs  as  a 
way  of  exchanging  mutually  beneficial  concepts. 

In  the  past  five  years,  the  International  Division  of  this  Office  has 
developed  close  relationships  with  foreign  bank  supervisors,  which 
allow  for  candid  interchange.  These  relationships  have  resulted  in  a 
far  better  understanding  of  our  objectives  and  have  permitted  our 
examiners  to  visit  many  countries  which  previously  were  inaccessible. 

Reports  filed  by  national  banks  with  respect  to  criminal  acts  com- 
mitted by  their  foreign  branch  employees  are,  as  a  matter  of  course, 
forwarded  to  foreign  bank  supervisors  whom  the  International  Divi- 
sion staff  already  will  have  informed.  The  reports  are  forwarded  with- 
out request  for  legal  action  and  are  intended  solely  to  advise  our 
foreign  supervisory  counterparts  that  an  individual  is  suspected  of 
a  criminal  act  in  the  business  of  banking. 

This  type  of  exchange  has  resulted  in  much  more  informative  re- 
sponses to  queries  which  this  Office  may  make  regarding  foreign  banks 
or  foreign  individuals  when  they  undertake  activities  in  the  United 
States.  The  information  thus  received  has  permitted  the  Comptroller 
to  issue  timely  warnings  to  the  U.S.  banking  system  to  be  aware  of 
certain  unauthorized  or  imprudent  activities. 

This  Office,  as  well  as  most  foreign  bank  supervisors  has  become  more 
aware  of  the  effect  which  any  imprudent  action  by  one  bank  may  have 
upon  the  local  image  of  other  foreign  banks.  With  increasing  fre- 
quency, this  Office  is  being  advised  by  its  foreign  counterparts  of  cer- 
tain laxities  toward  or  circumvention  of  local  law  or  regulation  by 
foreign  offices  of  U.S.  banks. 

The  verification  of  the  accuracy  of  reports  submitted  by  foreign 
branches  and  subsidiaries  is  an  integral  part  of  the  examination  func- 
tion described  in  our  answer  to  Question  B  18(a).  Such  verification 
traditionally  has  been  performed  by  our  examiners;  banks,  however, 
now  are  being  encouraged  to  include  this  function  in  their  standard 
audit  procedures. 

B-20  What  procedures  are  used  to  detect  possible  fraud?  Iloir  do 
examiners  seek  to  detect  conflicts  of  interest  both  within  the  hank  and 
between  the  bank  and  its  (jufftliatesf  What  regulations  or  other  criteria. 
aloes  your  agency  have  in  the  areas  of  fraud  and  conflicts  of  interest? 

During  an  examination  all  facets  of  a  bank's  operations  are  re- 
viewed, including  asset  quality  and  internal  controls,  in  order  to 
evaluate  the  soundness  of  management  policies.  A  number  of  proce- 
dures have  been  established  over  flic  years  to  assist  examiners  in  de- 
tecting potentially  fraudulent  activities.  Significant  among  these  are 
the  surprise  visitation  bv  examiners  verification  of  loans  and  deposits, 
authentication  of  hypothecated  collateral,  and  review  of  a  bank's  own 
audit  procedures. 
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Examiners  also  attempt  to  uncover  conflicts  of  interest  within  the 
bank  and  between  the  bank  and  its  affiliates.  In  order  that  examiners 
will  evaluate  affiliate  relationships  carefully,  a  separate  section  of  the 
examination  report  requires  the  examiner  to  list  and  evaluate  the 
bank's  involvement  with  its  affiliates.  In  the  case  of  United  States 
National  Bank  in  San  Diego,  California,  examiners  traced  proceeds 
of  the  various  loans  through  numerous  accounts  in  order  to  discov- 
er the  relationships  between  borrowers  and  the  bank's  controlling 
shareholders. 

Specific  criminal  statutes  cover  most  types  of  fraud  which  we  en- 
counter. The  following  Sections  of  Title  18  are  utilized  by  this  Office 
to  deal  with  fraudulent  activities  as  they  are  discovered : 

(a)  18  U.S.C.  §  215  (receipt  of  commissions  or  gifts  for  pro- 
curing loans) 

(b)  18  U.S.C.  §  656  (misapplication  of  bank  funds) 

(c)  18  U.S.C.  §  1001  (concealment  of  material  facts  from  a 
government  agencv) 

(d)  18  U.S.C.  §1004:  (false  certification  of  checks) 

(e)  18  U.S.C.  §  1005  (false  bank  entries,  reports,  or  transac- 
tions bv  an  officer,  director,  agent  or  employee  of  a  national 
bank) 

(f)  18  U.S.C.  §  1014  (filing  of  false  financial  statements  at  a 
bank  insured  by  the  Federal  Deposit  Insurance  Corporation) 

(g)  18  U.S.C.  §  1341  (mail  fraud — used  in  cases  of  check-kiting 
operations) 

(h)  18  U.S.C.  §  1343  (wire  fraud)  :  and 

(i)  In  conjunction  with  all  of  the  above  sections,  18  U.S.C.  §  2. 
(aiding  and  abetting)  and  £  371  (conspiracy)  are  also  of  value. 
Following  the  collapse  of  the  United  States  National  Bank  in  San 
Diego,  this  Office  promulgated  Part  23»  of  Title  12  of  the  Code  of 
Federal  Regulations  which  gives  the  examiner  an  additional  informa- 
tion tool  to  use  in  inspecting  the  various  business  interests  of  senior 
bank  officials.  Other  laws  which  assist  the  Comptroller  in  combating 
debilitating  insider  dealings  include  12  U.S.C.  §  375a,  which  limits  the 
amount  that  executive  officers  can  borrow  from  their  own  bank  and 
requires  them  to  report  their  indebtedness  to  other  banks;  12  U.S.C. 
§  375  which  establishes  limits  on  the  purchase  of  bank  assets  from  or 
sale  of  bank  assets  to  directors ;  and  12  U.S.C.  §  371c,  which  limits  the 
amount  and  types  of  loans  that  can  be  made  to  affiliates. 

In  addition  to  these  existing  statutes,  the  Comptroller,  in  conjunction 
with  the  Federal  Reserve  Board  and  the  FDIC,  has  submitted  to 
Congress  recommendations  for  various  amendments  to  the  Federal 
Reserve  Act,  the  Bank  Holding  Company  Act  of  1956,  and  to  the  Fed- 
eral Deposit  Insurance  Act  which  would  further  enhance  our  ability 
to  detect  and  control  both  fraud  and  conflicts  of  interest  within  banks 
and  between  banks  and  their  affiliates.  These  recommendations  have 
been  submitted  to  both  Houses  of  Congress  in  identical  bills,  (S.  2304 
and  IT.R.  9743).  We  refer  the  Committee  to  our  answer  to  question 
C  6  for  a  discussion  of  the  highlights  of  that  legislative  package. 

B-21  Without  in  any  way  narrowing  or  limiting  the  answer  to  the 
preceding  question,  describe  the  system  your  examiners  use  to  check  on 
the  appropriateness  of  either  the  deposit  balance  size  of,  or  the  loan 
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to,  both  corporations  generally,  and  charitable  or  qu-cfsl-charitable  en- 
tities particularly,  in  which  bank  officers  or  directors  serve  as  officers 
or  directors. 

The  deposit  balances  of  corporations  and  charitable  or  quasi-chari- 
table entities  in  which  bank  officers  or  directors  serve  as  officers  or 
directors  are  treated  like  other  deposits  and  receive  no  checking  by 
our  examiners  specifically  regarding  their  appropriateness.  We  feel 
that  the  appropriateness  of  a  deposit  is  best  judged  and  determined  by 
the  management  and  directorate  of  the  depositing  institutions.  How- 
ever, during  the  review  and  proof  of  demand  and  time  deposit  ledgers, 
our  examiners  inspect  closely  all  personal  and  special  accounts  of  di- 
rectors, officers,  and  employees  and  their  interests  for  any  unusual 
entries  or  activity,  or  credits  in  excess  of  normal  income.  All  anomalies 
are  further  reviewed  and  investigated  until  we  are  satisfied  as  to  their 
accuracy  and  legitimacy.  Additionally,  we  are  concerned  if  such  a 
deposit  balance  constitutes  a  significant  portion  of  a  bank's  deposit 
structure.  Our  examiners  thoroughly  review  and  evaluate  any  such 
instances  to  determine  the  effect  upon  the  bank's  liquidity  if  the  de- 
posits were  withdrawn.  Any  situation  representing  a  serious  threat  to  a 
bank's  liquidity  is  brought  to  the  attention  of  bank  management  for 
corrective  action. 

Loans  to  corporations  and  charitable  or  quasi-charitable  institutions 
in  which  bank  officers  or  directors  serve  as  officers  or  directors  are  sub- 
jected to  a  thorough  credit  review  by  our  examiners.  The  interest  of 
any  bank  director  or  principal  officer  in  any  entities  borrowing  from 
the  bank,  including  charitable  entities,  are  required  to  be  listed  in  the 
statement  of  outside  interest  filed  by  the  director  or  officer  with  the 
bank  purusant  to  12  C.F.R.  23.  Examiners  have  been  instructed  to 
scrutinize  these  credits  closely  to  ensure  that  they  meet  all  tests  of 
creditworthiness  and  exhibit  no  serious  weaknesses.  A  review  is  also 
made  to  ensure  that  such  credits  are  properly  approved  by  the  board 
of  directors,  that  supervision  of  such  credits  by  management  and  the 
board  is  adequate,  and  that  no  preferential  treatment  has  been  given 
in  those  instances  where  a  bank  officer  or  director  has  a  financial  in- 
terest, direct  or  indirect,  in  the  borrowing  institution. 

Moreover,  where  deposits  of  a  corporation  appear  as  compensating 
balances  for  a  personal  loan  to  a  principal  of  that  corporation,  further 
investigation  is  made  as  to  the  propriety  of  the  arrangement.  In  ap- 
propriate cases  referrals  may  be  made  to  the  Justice  Department. 

B-22   (a)  117////  determines  the  degree  of  involvement  of  a  hank's 

Iloa,  ,1  of  Directors  "do  /'  problem  situations  arc  uncoe<  r<  df  (  b)    What 

assurance  does  the  supervisor  hare  that  the  bank's  Hoard  give  the 
report  appropriate  attention^  (c)  For  each  of  the  last  three  years, 
give  the  number  of  instances  (categorised  by  the  quality  rating  of 
J  Ik  bank  In  question,  and  by  the  district  or  region  In  which  the  bank 

is  local ed)   In  which  a  SUpi  rrlso,  //  official  has  met  mlth  a  lnnd,''s  Board 

or  Hoard  Commit  t<<  ;  indicate  separately  (similarly  categorised)  the 
number  of  instances  In  which  there  was  more  than  one  meeting  with 

<t  Hoard  or  Board  Committee,  ami  the  f/<on<  ncy  of  sucJi  meeting** 

(a)  The  management  of  the  affairs  of  a  national  bank  is  expressly 
committed  to  its  directors  (12  TT.S.C.  §71),  who  are  required  to  take 
an  oath  that  they  will  ".  .  .  diligently  and  honestly  administer  the 
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affairs  of  such  association,  and  will  not  knowingly  violate  or  willingly 
permit  to  be  violated  any  of  the  provisions  of  [Title  12  of  the  United 
States  Code]*'  (12  U.S.C.  §  73).  Directors  who  knowingly  violate,  or 
permit  to  be  violated  any  provisions  of  the  law  governing  national 
banks  are  personally  liable  for  damages  sustained  by  the  bank,  its 
shareholders,  or  any  other  persons  (12  U.S.C.  §  93).  Congress  has  thus 
clearly  fixed  by  statute  the  necessary  degree  of  involvement  of  a  bank's 
board*  of   directors  in  managing  the  affairs  of  the  bank. 

In  addition  to  the  statutory  determination  of  the  requisite  degree 
of  involvement  of  a  bank's  board  of  directors,  the  courts  have  held 
that  national  bank  directors  are  subject  to  personal  liability  for  viola- 
tions of  their  common-law  duty  to  ".  .  .  exercise  ordinary  care  or 
prudence  in  the  administration  of  the  affairs  of  a  bank.''  Brings  v. 
Spavlding,  141  U.S.  132,  165  (1891).  Accord,  Bowerman  v.  Hammer.. 
250  U.S.  50-1  (1919)  ;  McOormdck  v.  King,  241  F.  737  (9th  Cir.  1917)  ; 
First  National  Bank  of  Fairbanks  v.  Noyes,  257  F.  593  (9th  Cir.  1919)  : 
Hahn  v.  United  States,  Consolidated  Civil  Xos.  73-160-E  and  74^ 
315-E  (S.D.Calif.,  July  28, 1975). 

Thus,  both  statutory  and  common  law  have  determined  that  the 
involvement  of  a  bank's  board  of  directors  in  managing  the  affairs  of 
the  bank,  both  when  problem  situations  are  uncovered  and  when  no 
problems  are  perceived,  must  be  of  the  highest  degree. 

(b)  The  Comptroller  of  the  Currency  provides  a  copy  of  the  report 
of  examination  to  the  examined  bank  to  permit  the  officers  and  direc- 
tors to  assess  the  bank's  condition  and  to  take  whatever  remedial 
action  may  be  called  for.  Page  2  of  the  Report  of  Examination  con- 
tains the  examiner's  comments  on  matters  requiring  attention  and  has 
been  characterized  as  .  .  .  one  of  the  most  important  pages  of  the 
report.  Here  should  be  grouped  under  appropriate  descriptive  head- 
ings every  matter  of  importance  concerning  the  bank's  affairs  that 
the  examiner  believes  should  be  brought  to  the  attention  of  the  Comp- 
troller of  the  Currency  and  the  directorate.  It  is  also  a  summary  for 
active,  executive  management  of  discussions  with  them. 

The  Comptroller's  Handbook  of  Examination  Procedure.  %9.  j).  1 
(IMS) 
Once  a  problem  situation  has  been  uncovered,  the  Office  of  the  Comp- 
troller of  the  Currency  employs  several  procedures  to  secure  the 
appropriate  attention  of  the  bank's  board  of  directors,  wherein  the 
authority  to  manage  the  bank's  affairs  has  been  vested.  First,  u[w]hen 
an  examination  of  a  national  bank  discloses  an  unsatisfactory  condi- 
tion to  the  extent  that  the  board  of  directors  should  be  promptly  and 
personally  informed,  a  special  meeting  with  the  board  should  be 
called  by  the  examiner."  The  Comptroller's  Handbook  of  Examination 
Procedure,  §  9.  p.  19  (1973).  Such  a  meeting  of  the  board  of  directors 
would  normally  be  followed  by  reports  from  the  board  to  the  Comp- 
troller's Regional  Administrator  concerning  actions  taken  to  remedy 
problem  situations.  Where  the  need  arises,  the  Comptroller's  Regional 
Administrator  may  maintain  an  active  correspondence  with  the  bank's 
officers  and  directors  concerning  problem  situations  and  their  remedies : 
in  addition,  special  meetings  of  the  board  of  directors  may  be  called 
to  provide  the  Regional  Administrator  with  an  opportunity  to  attend 
and  to  develop  a  personalized  discussion  with  the  board  concerning: 
the  bank's  problems 
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In  every  case,  this  Office  requires  that  the  board  of  directors  of  an 
examined  bank  review  the  contents  of  the  copy  of  the  examination 
report  provided  the  bank,  and  that  such  review  be  noted  in  the  min- 
utes of  the  meeting.  Where  the  situation  warrants,  this  Office  has 
required  all  the  directors  to  sign  the  back  of  the  examination  report 
indicating  their  review,  or  in  the  alternative,  individually  to  sign  the 
letter  to  the  Regional  Administrator  to  that  effect. 

Less  frequently,  but  when  the  situation  demands,  the  board  of 
directors  of  a  national  bank  is  requested  to  sign  a  formal  agreement 
or  consent  to  a  cease  and  desist  order  promulgated  pursuant  to  12 
U.S.C.§  1818(b). 

Directors  who  are  aware  of  their  statutory  and  common  law  duties 
and  obligations  normally  accord  the  Comptroller's  reports  of  ex- 
amination proper  attention.  In  addition,  the  above  procedures  of  this 
Office  tend  to  insure  that  the  appropriate  attention  is  elicited  from 
those  directors  who  may  have  taken  a  less  than  active  part  in  the 
management  of  the  bank's  affairs.  Subsequent  examinations  are  per- 
formed with  a  view  to  continued  supervision  of  problem  situations. 

(c)  We  regret  that  no  records  have  been  maintained  by  this  Office 
which  readily  could  provide  the  information  requested.  Such  infor- 
mation could  be  obtained  only  through  the  monumental  task  of  re- 
viewing the  files  on  the  approximately  4.700  national  banks  for  the 
past  three  years.  It  is  hoped  that  perhaps  a  statement  of  this  Office's 
policies  and  practices  on  meeting  with  a  bank's  board  of  directors 
will  suffice. 

Examiners  are  required  to  meet  with  the  board  whenever  they  de- 
termine that  an  unnecessary  condition  exists  under  one  or  more  of  the 
following  circumstances:  (1)  the  trend  of  a  bank's  affairs  between 
examinations  is  significantly  adverse;  (c2)  the  condition  of  a  bank  is 
rated  lower  than  fair:  (3)' the  active  executive  management  is  con- 
sidered unsafe  because  of  incompetence  or  the  lack  of  sincerity  or 
integrity;  (4)  differences  of  opinion  arise  involving  important  mat- 
ters which  could  not  be  resolved  by  the  examiner  and  the  active, 
executive  officers;  (5)  important  violations  of  law  exist:  and  (6) 
policy  domination  by  any  controlling  shareholder,  director  or  officer, 
or  group  of  these  persons,  is  immoderate  and  harmful  to  the  best 
interests  of  the  bank.  As  noted  in  response  to  part  (b),  the  "Regional 
Administrator  (or  in  his  stead  the  Deputy  Regional  Administrator 
or  a  member  of  the  regional  staff)  may  attend  such  a  meeting  or  hold 
a  separate  meeting  with  the  board  to  discuss  problems  and  reach 
some  agreement  as  to  the  proper  solution.  Representatives  of  the 
Washington  staff  may  also  attend  meetings  with  the  board  of  director*! 
of  those  banks  considered  in  a  particularly  unsatisfactory  condition. 

All  banks  with  special  problems  are  examined  at  least  twice  a 
vear  with  visiations  intervening  as  considered  appropriate  in  each 
This  frequency  of  examination  is  intensified  in  those  instances 
where  a  bank's  problems  are  considered  acute*  In  connection  with 
such  examinations  and  visitations,  the  frequency  of  meetings  with  the 
bank's  board  of  directors  increases  with  the  complexity  and  pen 
sisjtpncy  of  the  bank's  problems. 

This  Office  plans  to  institute  a  program  whereby  an  examiner  would 
meet  at  leas!  once  a  year  with  the  board  of  directors  of  every  national 
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bank,  whether  or  not  serious  problems  exist  at  the  bank.  It  is  antici- 
pated that  this  new  program  would  provide  significant  and  meaningful 
communications  between  this  Office  and  the  boards  of  directors  of 
national  banks. 

B-23  (a)  What  efforts  are  made  to  determine  that  the  outside 
members  of  the  Board  of  Directors  are  not  captives  of  the  bank's 
management?  (b)  For  holding  company  banks,  ivhat  information  is 
obtained  on  the  relationship  between  the  bank's  Board  of  Directors  and 
the  Board  for  the  parent?  (c)  Should  the  banking  agencies  be  au- 
thorized to  assert  stockholders'1  claims  in  actions  against  banks,  their 
officers  and  directors? 

(a)  A  determination  of  whether  outside  members  of  the  board  of  di- 
rectors are  captives  of  the  bank's  management  is  at  best  a  difficult  task. 
Our  efforts  in  this  area  generally  concentrate  on  assuring  that  active 
management  provides  the  board  in  a  timely  manner  all  information 
on  the  affairs  of  the  bank  necessary  for  it  to  make  an  independent  de- 
cision on  all  matters  affecting  the  operation  of  the  bank.  Examiners 
also  are  required  to  determine  whether  the  directorate  actually  utilizes 
the  available  information  and  actively  participates  in  the  supervision 
and  direction  of  the  affairs  of  the  bank,  or  whether  it  merely  rubber- 
stamps  the  policies  and  practices  originated  by  active  management.  We 
soon  will  require  examiners  to  meet  with  each  board  of  directors  of  a 
bank  at  least  once  a  year,  and  such  meetings  should  provide  additional 
information  and  opinions  to  the  board.  It  is  noteworthy  that  12 
U.S.C.  72  does  provide  some  inducement  for  directors  to  act  inde- 
pendently by  requiring  each  director  to  own  shares  of  the  bank's 
capital  stock  with  a  par  value  of  at  least  $1,000. 

(b)  Information  is  obtained  during  each  examination  on  the  occupa- 
tion and  principal  business  interests  of  directors  which  generally  re- 
veals any  existing  relationship  between  a  bank's  board  of  directors  and 
the  board  of  its  parent  holding  company.  The  examiner's  review  of  the 
holding  company's  annual  report  on  Form  10-K  that  is  filed  with  the 
S.E.C.,  which  must  provide  a  secondary  source  of  disclosure  of  such 
relationships. 

(c)  The  question  is  unclear  as  to  what  sort  of  "stockholders'  claims" 
the  banking  agencies  might  be  authorized  to  assert  in  ''actions  against 
banks.''  To  the  extent  a  shareholder  might  seek  an  injunction  to  com- 
pel the  bank  to  operate  safely,  soundly,  and  in  accordance  with  law, 
the  agencies  already  possess  the  power  to  seek  the  same  kind  of  relief 
under  the  more  efficient  means  provided  in  the  Financial  Institutions 
Supervisory  Act  of  1966. 

To  the  extent  a  shareholder  might  seek  monetary  damages  from  the 
bank  for  the  benefit  of  the  shareholders,  the  claim  probably  would  be 
inconsistent  with  the  goals  of  the  banking  agencies.  The  principal 
beneficiary  of  government  regulation  of  banks  is  the  depositor,  not  the 
Shareholder.  Indeed,  the  shareholders'  equity  is  one  of  the  principal 
protections  provided  to  the  depositor1.  The  interest  of  the  depositors 
and  the  shareholders  thus  probably  would  conflict  in  any  claim  by  a 
shareholder  against  a  bank  for  monetary  damages,  and  the  govern- 
ment interest  is  more  likely  to  coincide  with  that  of  the  depositor. 

To  the  extent  a  shareholder  might  seek  monetary  damages  against 
a  third  party  for  the  benefit  of  the  bank  in  what  is  usually  known  as 
a  stockholders  derivative  action,  the  interest  of  the  banting  agencies 
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and  of  the  shareholder  might  or  might  not  conflict  depending  upon 
the  particular  claim.  For  example,  the  banking  agency  might  attempt 
through  cease  and  desist  orders  or  otherwise  to  enforce  a  consumer  pro- 
tection statute  the  net  result  of  which  would  be  to  reduce  the  bank's 
income.  The  shareholders'  interest  in  this  situation  might  be  contrary 
to  that  of  the  banking  agencies.  On  the  other  hand,  the  interest  of  the 
shareholders  and  the  agency  might  coalesce  on  a  claim  against  a  third 
party  to  whom  bank  property  or  business  opportunities  had  been 
given.  In  these  situations,  however,  the  banking  agency  already  has 
suflicient  authority  under  the  Financial  Institutions  Supervisory  Act 
of  1966  to  order  the  bank:  (a)  to  cease  the  practice  involved;  and  (b) 
to  recover  any  wrongfully  wasted  corporate  assets  or  opportunitie> 
through,  for  example,  the  appointment  of  a  special  attorney  empow- 
ered to  bring  litigation  on  behalf  of  the  bank. 

Thus,  legislation  specifically  conferring  upon  the  banking  agency 
the  power  to  bring  shareholders'  actions  against  the  bank  would  be 
inappropriate.  Additionally,  giving  such  a  power  specifically  to  a  gov- 
ernmental agency  is  philosophically  inconsistent  with  the  notion  that 
shareholders  are  purchasing  a  risk  investment  in  a  private  profit- 
oriented  institution,  and  that  this  investment — unlike  the  claims  of 
depositors — is  not  insured  or  guaranteed  by  the  federal  government. 
Legislation  authorizing  the  Comptroller  to  sue  officers,  directors  or 
third  parties  on  behalf  of  the  bank,  is  probably  unnecessary,  although 
some  clarifying  amendments  to  the  present  law  might  be  desirable. 

ll-,:'i  Li  what  (rays  does  the  examsmation  and  supervision  proas* 
adapt  to  different  types  of  operations?  Please  comment  specifically  on 
the  following:  (a)  Differences  in  approaches  to  local,  regional*  na- 
tional, find  intt  motional  operations*  (b)  Differ*,  net  *  bet  wa  n  small  and 
large  hanks,  (c)  Evaluation  of  national  and  international  loan  par* 
ticipations.  Is  there  a  process  for  centralized  evaluations  of  these  loan* 
or  for  central  review  of  evaluation  by  different  examiners?  To  what 
extent,  and  how,  elo  Federal  a/al  State  agencies  exchange  informa- 
tion concerning  the  credit-worthiness  of  large  borrowers?  (d)  Inter- 
national operations,  including  branches,  subsidiaries,  joint  ventures 
a,,d  consortiums,  (e)  Relations  bc&ween  banks  and  their  nonbank  affili- 
ate*, including  parent  holding  companies,  if)  B ranches  of  foreign 
banks, 

(a)  The  examination  and  supervision  process  adapts  to  various  op- 
erations according  to  the  economic  characteristics  of  the  bank's  market 
area  and  to  the  degree  of  specialization  and  complexity  of  the  bank's 
operations.  Local  'hanks  serve  primarily  a  local  economy  and  are  sub- 
ject to  it-  economic  conditions  and  characteristics.  While  the  Comp- 
troller of  the  Currency  encourages  banks  to  diversify  their  resources 
as  much  ;is  possible,  a  given  bank  may  be  unwilling  or  unable  to  di- 
versify. Consequently,  the  bank's  management  and  capital  position 
must  be  reviewed  to  determine  whether  it  adequately  can  support  its 
I  h  prospects. 

Banks  operating  on  a  regional,  national,  or  international  scale  par- 
t  icipate  in  more  diversified  markets  than  local  banks  and  thus  are  h;1>- 
ject  to  larger  scale  economic  pressures.  These  larger  banks  must  main- 
tain more  sophisticated  systems,  which  require  a  higher  degree  of 
special izat  ion  in  management .  Therefore,  examinations  of  these  banks 
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are  conducted  by  examiners  whose  specialized  knowledge  in  the  various 
types  of  banking  operations  enables  them  to  evaluate  the  performance 
and  degree  of  sophistication  in  management  systems. 

Examination  of  the  international  operations  of  national  banks  has 
been  described  in  the  answers  to  questions  B  18  and  B  19. 

(b)  The  examination  of  small  banks  usually  involves  a  more  careful 
verification  of  balance  sheet  items  than  that  required  for  large  banks 
because  small  banks  generally  have  less  sophisticated  internal  controls 
and  auditing  programs.  If  the  examiner  in  a  large  bank  determines 
that  the  bank's  internal  control  and  audit  programs  are  adequate,  a 
greater  portion  of  the  examination  may  be  spent  analyzing  and 
evaluating  the  loan  portfolio.  It  is  essential  for  the  examiner  to  review 
the  highly  complex  portfolio  in  order  to  gain  an  insight  into  manage- 
ment capabilities  and  performance. 

In  addition  to  the  examination  of  commercial  bank  operations,  such 
as  trust  activities,  electronic  data  processing  and  international  opera- 
tions are  examined  separately  by  examiners  with  specialized  knowl- 
edge. Separate  reports  of  examination  are  prepared  for  these. 

Regulations  pertaining  to  accounting  requirements  of  banks  with 
resources  under  $25  million  differ  from  those  applicable  to  large  banks. 
Small  banks  are  allowed  to  prepare  financial  statements  on  a  cash  basis 
of  accounting  whereas  banks  with  resources  over  $25  million  must 
prepare  their  financial  statements  on  an  accural  basis. 

Together  with  the  other  Federal  bank  regulatory  agencies,  the  Comp- 
troller recently  has  proposed  that  banks  with  domestic  and  foreign 
assets  comprising  $300  million  or  more  be  required  to  furnish  supple- 
mental information  on  the  reports  of  condition  and  reports  of  income 
required  of  all  banks.  Specifically,  this  information  would  include : 
Maturity  breakdown  for  types  of  loans  at  domestic  offices ; 
Loan  commitments  at  domestic  offices ; 

Maturity  breakdown  of  lanre  time  deposits  at  domestic  offices ; 
Consolidated  report  of  condition  for  foreign  branches  and  sub- 
sidiaries and  Edge  Act  corporations  (companies  established  by 
banks  to  handle  international  or  foreign  financial  operations)  ; 
Maturity  breakdown  for  selected  items  at  foreign  offices : 
A  geographical  breakdown,  by  location  of  customer,  for  assets 
and  liabilities  of  domestic  and  foreign  offices  : 

Average  interest  rates  for  security  holdings,  broken  down  by 
type  of  security  and  by  maturity : 

The  income  effects  of  "non-current"  loans ; 
Loan  loss  experience ;  and 

An  income  statement  for  foreign  branches  and  subsidiaries  and 

Edge  Act  subsidiaries. 

In  addition,  the  Comptroller  proposes  to  require  banks  with  assets 

of  $300  million  or  more  to  report  their  income  quarterly  rather  than 

semi-annually.  Smaller  banks  would  continue  to  report  income  only 

twice  a  year. 

(c)  A  program  recently  has  been  initiated  for  the  uniform  classifi- 
cation of  all  participating  "national  credits"  of  $20  million  or  larger 
in  which  the  lead  bank  is  a  national  bank.  A  team  of  qualified  ex- 
aminers from  various  regions  performs  the  evaluations  at  the  lead 
bank  for  each  credit.  Where  the  lead  bank  is  not  a  national  bank,  the 
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credit  is  evaluated  at  the  national  bank  having  the  highest  participat- 
ing amount.  The  classification  so  determined  would  apply  to  all 
national  banks  sharing  the  credit.  At  present,  these  reviews  are  per- 
formed once  a  year  with  interim  reviews  made  at  the  request  of  the 
lead  bank  when  significant  changes  have  occurred  in  the  credit. 

National  bank  Joans  to  selected  foreign  governments  and  their 
agencies,  whether  they  be  participations  or  direct  loans,  are  evaluated 
on  a  quarterly  basis  by  a  committee  consisting  of  an  examiner  repre- 
sentative from  each  of  our  major  international  banking  centers  (New 
York,  San  Francisco  and  Chicago)  and  two  members  of  the  Washing- 
ton international  staff.  After  thorough  review  of  information  provided 
by  the  international  economics  department  of  the  five  largest  national 
banks  and  after  discussions  with  lending  officers  of  those  banks,  the 
committee  meets  with  certain  other  U.S.  Government  officials.  The 
committee  members  then  review  again  each  individual  country  and 
vote  whether  to  pass  or  to  criticize  loans  to  those  countries.  Criticisms 
are  reduced  to  writing  by  the  committee  and  circulated  to  all  national 
bank  examiners  to  assure  uniform  application  of  the  criticism  in  all 
national  banks. 

Individual  examiners  are  required  to  continue  their  independent 
evaluation  of  each  "country"  loan  for  the  purpose  of  making  recom- 
mendations for  additions  to  or  deletions  from  the  group  of  countries 
to  be  discussed  by  the  committee. 

At  present,  no  arrangements  have  been  established  for  exchange  of 
this  and  other  large-borrower  information  between  Federal  and  state 
agencies,  although  the  Comptroller  has  stated  his  willingness  to  par- 
ticipate in  such  exchanges. 

(d)  Please  refer  to  our  answer  to  question  B  18  for  additional 
detail.  Joint  ventures  and  consortiums  are  examined  and  evaluated  in 
the  same  manner  as  are  less  than  wholly-owned  subsidiaries.  They  are 
generally  appraised  in  the  same  manner  as  are  borrowing  commercial 
bank  customers.  In  the  event  that  the  financial  condition  of  a  joint 
venture  or  consortium  is  determined  to  be  deserving  of  criticism,  the 
equity  investment  as  well  as  any  loans  by  the  bank  would  be  classified 
appropriately.  If  it  can  be  established  that  the  bank  may  have  addi- 
tional legal  or  moral  contingent  liability  to  support  that  entity  through 
"bail-out"  or  as  "lender  of  last  resort,"  such  liability  also  would  be 
estimated  and  classified. 

(e)  Although  the  Board  of  Governors  of  the  Federal  Iveserve  Sys- 
tem has  regulatory  authority  over  bank  holding  companies,  the  Comp- 
troller, under  statutory  authority,  conducts  examinations  of  non-bank 
affiliates  and  parent  holding  companies  in  conjunction  with  an  ex- 
amination of  the  bank  when  he  deems  if  necessary.  This  type  examina- 
tion is  conducted  to  determine  the  nature  and  extent  of  interaction 
between  a  bank  and  its  nonbank  affiliated  and  parent,  holding  com- 
pany. The  same  evaluation  standards  and  charge-off  policy  are  ap- 
plied to  affiliates  and  parent  holding  companies  as  are  applied  to  ihe 
bank.  Separate  reports  of  examination  are  prepared. 

(f)  U.S.  branches  and  subsidiaries  of  foreign  hanks  are  licensed 

or  chattered  by  the  individual  states  in  which  they  are  located.  None  is 

presently  a,  member  of  the  Federal  Reserve  System,  and,  therefore, 
supervisory  authority  for  such  offices  rests  with  the  individual  state 
bank-  supervisors.  State  chartered  hanks  owned  by  foreign  banks  may 
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lnw  their  deposits  insured  by,  and  be  subject  to  supervision,  of  the 
FDIC. 

B-25  In  what  icays  can  bank  supervision  be  made  more  sensitive 
to  the  development  of  new  trends  {such  as  the  very  rapid  groioth  of  a 
number  of  regional  banks  in  the  early  1970%  the  Eurodollar  market, 
and  borrowing  by  real  estate  investment  trusts  in  the  early  1970's)  so 
as  to  prevent  the  occurence  of  adverse  developments  without  unduly 
shackling  banks  or  waiting  for  a  crisis? 

Approximately  a  year  ago,  the  Office  of  the  Comptroller  of  the  Cur- 
rency established  a  Strategic  Policy  Planning  Department  to  (1) 
track  new  and  significant  development  among  the  nation's  banks,  (2) 
assess  their  implications  for  the  industry,  the  public  and  the  Comptrol- 
ler's Office,  and  (3)  recommend  to  the  Comptroller  changes  in  policies, 
practices  and  procedures  in  response  to  the  changes  identified. 

After  a  careful  study  of  its  mission  and  of  the  best  way  to  proceed 
with  this  function,  the  unit  was  organized  and  has  since  achieved  some 
success  in  establishing  a  system  whereby  new  trends,  such  as  those  listed 
in  the  question,  could  be  identified  and  assessed  at  an  early  stage.  The 
Comptroller  then  can  fashion  a  regulatory  or  supervisory  response  ap- 
propriate to  deal  with  each  such  trend. 

As  recommended  by  the  recent  Haskins  and  Sells  study,  this  unit 
has  been  retained  as  the  Strategic  Studies  Department  under  the  direc- 
tion of  the  Deputy  Comptroller  of  the  Currency  for  Strategic  Studies. 

We  refer  the  Committee  to  our  answers  to  questions  B  6,  B  8,  and 
B  26  for  extensive  discussion  of  the  National  Surveillance  System 
("XBSS'')  now  being  implemented. 

B-26  What  are  the  procedures  used  to  evaluate  and  improve  bank 
supervision?  Indicate  who  on  your  staff  (whether  in  Washington  or 
elsewhere)  is  responsible  for  evaluation,  improvement  and  planning 
of  supervision,  what  their  important  efforts  have  been  within  the  last 
three  years  and  what,  if  any,  other  responsibilities  they  had  concur- 
rently. What  are  the  most  significant  lessons  to  be  learned  from  the 
experiences  of  recent  years,  what  improvement  in  response  to  these  de- 
velopments have  been  made,  and  ichat  significant  new  improvements 
are  planned? 

Although  agency  functions  have  been  examined  continually  by  a 
number  of  executives  in  the  Office  of  the  Comptroller,  no  one  individual 
within  the  Office  has,  until  recently,  been  delegated  specific  responsi- 
bility for  evaluating  and  improving  national  bank  supervision.  Two  or 
three  statutory  Deputy  Comptrollers  and  the  Chief  National  Bank 
Examiner  were  responsible  for  all  operational  and  policy  matters,  but 
there  was  no  formal  provision  for  a  continuing  centralized  review  of 
the  examination  function.  Partly  because  the  mechanism  for  review 
of  operations  was  not  functioning  in  a  coordinated  and  centralized 
fashion,  the  Comptroller  commissioned  an  independent  consulting  firm. 
Haskins  &  Sells,  to  study  the  problems  of  regulation  and  to  recommend 
changes. 

As  a  result  of  the  Haskins  &  Sells'  study,  a  new  Deputy  Comptroller 
for  Operations  Review  has  been  appointed  with  the  duty  of  providing 
an  audit  function  for  the  traditional  duties  of  this  Office  as  well  as 
supervising  and  ensuring  proper  implementation  of  the  plans  adopted 
by  the  senior  policy-making  group.  This  function  will  rely  heavily  on 
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information  from  field  examiners.  Thus,  ideas  conceived  in  the  field 
will  be  brought  into  Washington  for  study  and  development  and  then 
returned  to  the  field  for  use  by  examiners.  The  examiner  will  have  an 
opportunity  to  comunicate  his  impressions  to  the  Deputy  Comptroller 
for  Operations  Review  so  that  there  will  be  a  constant  process  of 
review. 

Traditionally,  the  examination  report  has  been  based  largely  on  an 
evaluation  of  the  bank's  financial  condition  and  its  compliance  with 
applicable  laws  and  regulations.  As  the  emphasis  of  examination  has 
shifted  and  expanded  and  as  new  legislation  has  been  enacted,  new 
pages  have  been  added  to  the  report  and  old  pages  have  been  revised. 

Checklists  of  procedures  performed  and  shortcomings  in  general 
internal  control  have  been  included  along  with  statistical  data  and  the 
examiner's  comments  and  conclusions. 

With  all  the  additions  and  revisions  that  have  accumulated  over 
time,  the  report  not  only  has  become  unwieldy,  but  also  has  fallen 
short  of  its  goal — namely,  to  communicate  meaningful  information 
both  to  our  Office  and  to  the  bank's  directors  and  management. 

To  achieve  its  purpose,  the  report  of  examination  must  clearly 
identify  the  situations  that  are  of  concern  to  the  examiner,  the  factors 
that  he  believes  have  contributed  to  or  caused  these  situations,  and, 
where  appropriate,  suggested  remedial  action.  This  Office  now  is  in  the 
process  of  revising  the  report  format  and  the  instructions  to  the  ex- 
aminers so  as  to  provide  an  improved  analysis  of  a  bank's  condition. 

The  new  report  of  examination  will  be  divided  into  three  major 
sections  that  are  designed  to  convey  to  this  Office  and  to  bank  directors 
and  management  the  relative  importance  that  the  examiner  places  on 
his  findings,  updating  of  our  examination  procedures  to  match  the 
level  of  sophistication  within  the  banks  we  examine.  To  accomplish 
this  objective,  increased  emphasis  will  be  placed  upon  supervision  tech- 
niques designed  to  make  banks  manage  themselves  better.  We  will 
review  bank  management  techniques  for  validity  and  focus  our  exami- 
nation on  testing  the  bank  operations  for  compliance  with  such  man- 
agement techniques. 

Greater  emphasis  will  be  placed  upon  evaluating  bank  policies  and 
procedures,  bank  management  capabilities,  bank  internal  controls, 
and  bank  reporting  techniques.  From  our  side,  we  will  sharpen  our 
examination  tools  by  providing  updated  procedure  manuals  and 
guides,  more  effective  recruiting  and  training  procedures,  identifica- 
tion of  specialized  activities  and  talents  needed  to  deal  with  specific 
kinds  of  problems  (such  as  those  associated  with  sophisticated  EDP 
operations),  and  improved  communications.  The  revision  of  the  hand- 
book and  reports  used  by  examiners  is  nearly  complete.  These  revised 
materials  will  include  guidelines  which  banks  should  follow  in  their 
internal  audit  procedures. 

As  a  result  of  the  reorganization  of  the  examination  function,  this 
Office  will  no  longer  concentrate  on  detailed  verification  procedures 
unless  these  procedures  are  required  in  special  situations.  We  will 
focus  our'  attention  on  bringing  modern  techniques  to  the  routine  tasks 
animation  procedures  and  on  providing  the  time  our  examiners 
need  to  focus  their  attention  on  areas  of  exposure  and  risk 

The  first  section  of  the  new  report  will  he  directed  to  the  hoard  of 
directors,   its  examining  committee  and   senior  management.    It    will 
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contain  a  summary  of  the  examiner's  critical  comments,  and,  where 
appropriate,  the  remedial  action  he  recommends.  These  critical  com- 
ments, which  will  be  presented  in  narrative  form,  will  be  supported 
by  the  schedules  and  analyses  that  are  required  to  document  the  ex- 
aminer's conclusions.  Such  schedules  and  analyses  will  be  in  sufficient 
detail  to  enable  the  directors  and  management  to  take  specific  correc- 
tive action.  Examples  of  comments  that  may  appear  in  this  section  of 
the  report  include  major  deficiencies  in  earnings  performance,  internal 
controls,  lending  policies,  liquidity,  or  an  amount  of  classified  assets 
that  is  significant. 

Our  experience  has  been  that  the  direct  involvement  of  the  board  of 
directors  in  situations  that  require  prompt  remedial  action  greatly 
assists  in  ensuring  that  the  appropriate  action  is  taken  on  a  timely 
basis.  Accordingly,  this  Office  will  require  the  bank,  through  the  chair- 
man of  the  board  of  directors,  to  respond  within  a  predetermined 
period  of  time,  indicating  the  bank's  agreement  or  disagreement  with 
the  examiner's  comments.  If  the  bank  concedes  the  fairness  of  the 
critical  comments  made,  the  specific  remedial  steps  to  be  taken  to 
correct  the  situations  reported  and  the  procedures  it  proposes  to  adopt 
to  prevent  a  recurrence  of  similar  situations  will  be  required  to  be 
reported. 

The  second  section  of  the  new  report  also  is  designed  for  use  by  the 
bank.  This  section  will  contain  additional  deficiencies  and  technical 
irregularities  that,  in  the  examiner's  judgment,  individually  do  not 
constitute  critical  comments  of  sufficient  importance  to  be  included  in 
the  first  section. 

Examples  of  information  that  might  typically  appear  in  the  second 
section  include  minor  deficiencies  in  internal  control  and  the  program 
of  internal  audit,  collateral  exceptions,  and  related  matters. 

The  third  section  of  the  report  is  designed  specifically  for  this 
Office.  This  section  will  continue  to  be  called  the  confidential  section. 
The  significant  change  from  the  current  report,  however,  will  be  in  the 
type  of  information  included  in  the  confidential  section.  This  section 
primarily  will  include  subjective  judgments  by  the  examiner-in- 
charge.  The  examiners-in-charge  have  been  selected  for  their  capa- 
bility, experience  and  judgment,  and  this  Office  long  has  recognized  the 
va]ue  of  their  intuitive  reactions  to  factual  situations. 

The  new  report  of  examination  will  contain  revised  pages  dealing 
with  specific  matters  which  must  be  completed  by  the  examiner.  This 
is  similar  to  the  present  requirements. 

For  example,  the  revised  report  will  include  a  page  on  which  the 
assets  subject  to  classification  would  be  summarized.  The  information 
presented  would  include  the  type,  description  and  amount  of  all  sig- 
nificant assets.  Instructions  will  direct  the  reader  to  an  appendix  where 
the  complete  loan  write-up  would  be  presented.  If  the  amount  of  assets 
classified  substandard,  doubtful  or  loss  is  significant,  or  if  the  classi- 
fications have  deteriorated  since  the  previous  examination  due  to  the 
failure  of  the  bank  to  adhere  to  sound  lending  policies,  this  summary 
page  would  be  included  in  the  section  requiring  the  attention  and 
response  to  the  board  of  directors.  Section  Two  would  contain  the  sum- 
mary if  the  amount  of  assets  so  classified  was  not  considered  signifi- 
cant. Accordingly,  the  inclusion  of  these  pages  in  Section  One, 
requiring  response  by  the  board  of  directors,  or  Section  Two,  will 
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depend  on  the  examiner's  evaluation  of  the  seriousness  of,  or  the  sup- 
port required  for,  his  criticisms. 

TVe  expect  the  revised  reports  of  examination  to  be  introduced  con- 
current!}' with  the  revised  examination  procedures  in  the  summer  of 
next  year. 

One  example  of  technical  change  in  examination  affects  our  analysis 
of  investment  securities.  Previously,  our  examiners  would  analyze  the 
portfolio  by  100  percent  direct  verification.  In  the  future,  they  will 
review  a  bank's  internal  control  and  management  policies,  and  evaluate 
previous  internal  and  external  audits.  If  satisfied,  they  will  accept 
previous  conclusions  or  apply  statistical  methods  to  analyze  the  degree 
of  reliability  of  previously  performed  audits. 

There  will  also  be  a  change  in  the  emphasis  of  the  examinations 
themselves.  Over  the  years  this  Office  has  developed  a  staff  of  borrower 
analysts  by  stressing  the  analysis  of  loan  portfolios  and  the  ability  of 
borrowers  to  repay  loans.  The  new  emphasis  will  be  to  train  the  staff 
to  be  hank  analysts  and  to  evaluate  the  bank  as  an  entity  with  a 
reduced  emphasis  on  verification  of  each  asset. 

Perhaps  one  of  the  most  important  recommendations  made  by 
Haskins  &  Sells  in  the  examination  and  supervision  function  is  the 
creation  of  a  National  Bank  Surveillance  System.  Using  a  group  of 
key  indicators,  specially  trained  personnel  will  be  able  to  detect  un- 
usual or  significantly  changed  circumstances  which  could  adversely 
affect  a  bank  or  group  of  banks. 

Ratio  calculations  for  a  particular  bank  would  be  compared  with  the 
same  data  for  that  bank  in  prior  periods.  They  also  would  be  compared 
with  the  same  data  from  a  peer  group  Cor  current  and  prior  periods. 
A  bank's  peer  group  will  be  determined  by  size  and  other  factors,  The 
comparison  of  data  will  be  designed  to  point  up  variances  that  might 
show  trends  developing  within  the  industry  that  should  be  brought  to 
the  attention  of  the  Office's  senior  policy-making  committee. 

In  addition,  the  data  are  expected  to  disclose  anomalies  in  individual 
banks.  These  quirks  will  be  referred  to  the  National  Bank  Surveillance 
System  staff  in  "Washington  during  the  initial  stages  of  the  system's 
operation.  As  the  system  is  more  fully  developed,  variances  in  indi- 
vidual banks  will  be  examined  by  NBSS  specialists.  We  are  now  ex- 
perimenting with  these  ratios  to  determine  the  combinations  that  will 
produce  the  most  useful  results. 

The  National  Bank  Surveillance  System  is  not  meant  to  be  a  warn- 
ing system  which  operates  on  the  "red  Hashing  light''  approach. 
Rather,  it  will  rapidly  provide  our  senior  personnel  with  the  best  bank- 
data  available.  Even  though  the  data  will  be  compiled  by  a  computer, 
human  experience  and  perception  will  make  the  final  analysis  of  the 
information.  This  is  why  the  essential  link  in  implementation  is  not 
just  deciding  what  kind  of  information  is  needed  for  the  system,  but 
insuring  that  our  best  senior  personnel  are  involved  in  interpreting  the 
•in's  output. 

In  sum.  the  revision  of  the  examination  procedures  and  the  Xational 
I>ank  Surveillance  System  should  produce  a  more  complete  system  of 
ipervision  when  fully  implemented.  The  new  system  should 
reduce  the  need  for  periodic  examination  of  every  bank  so  that  greater 
attention  <"<\n  be  paid  to  those  banks  which  are  identified  as  problem 
bank--  as  ;i  result  of  NBSS  ratio  analysis  or  onsite  examination  , 
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Additional  information  on  the  individuals  responsible  for  evaluat- 
ing and  improving  the  bank  supervision  process  will  be  found  in  the 
response  to  Question  B8.  The  response  to  Question  B14  also  includes 
material  on  this  subject. 

B-27  In  addition  to  answers  to  the  foregoing  questions^  what,  if 
any,  other  steps  are  being  taken,  or  are  under  consideration,  to 
strengthen  the  supervisory  process/ 

In  addition  to  the  Comptroller's  efforts  to  strengthen  the  super- 
visory process,  detailed  in  our  answers  to  questions  Al,  B6,  and  B9 
through  B26,  the  Department  of  Research  and  Analysis  of  this  Office 
recently  has  intensified  its  research  in  a  number  of  fields.  New  projects 
are  being  initiated  as  rapidly  as  qualified  personnel  can  assume  these 
responsibilities.  Areas  of  current  study  are  identified  in  the  attached 
outline. 

Research  Projects  Now  Being  Conducted  or  Commissioned  in  the 
Department  of  Research  and  Analysis 

I. 

Projects  under  direct  control  of  the  director  of  the  Department  of  Research 
and  Analysis — 

A.  Study  of  past  due  loans: 

1.  Developing  simplified  models  for  screening  potential  problem  banks. 
(Work  being  done  by  R.  R.  Dince  and  Robert  Smith) 

2.  Sophisticated  model  attempting  to  find  statistical  relationship  between 
past  due  loans  and  the  examiners  statement  concerning  condition  of  bank. 
(Work  being  done  by  Regional  Economist  Schick,  Fourth  National  Bank 
Region,  and  R.  R.  Dince  assisted  by  Robert  Smith) 

B.  Research  on  bank  liquidity  and  maturity  schedule : 

1.  Determining  whether  existing  maturity  schedule  can  be  replaced  by 
new  form  developed  for  large  bank  supplement  to  Call  Report.  (Sutherland) 

2.  Use  of  sophisticated  statistical  technique  to  reduce  presently  reported 
87  ratios  to  a  more  manageable  and  meaningful  number-approximately  10. 
(Sutherland) 

3.  Continuing  from  (2)  an  attempt  to  develop  a  meaningful  method  meas- 
uring bank  liquidity.  (Directed  by  John  Sutherland;  assisted  by  R.  R.  Dince 
and  Jeanne  Conger) 

C.  Development  of  a  bank  market  model : 

1.  Development  of  a  model  which  will  contain  significant  variables  for 
measuring  and  analyzing  the  size  and  growth  potential  of  a  bank  market. 
(Lorman  Lundsten) 

2.  Application  of  above  model  to  determine  effectiveness  of  OCC  charter- 
ing policy.  (Directed  by  L.  Lundsten;  assisted  by  Regional  Economist  Man- 
dell,  Eleventh  National  Bank  Region,  and  R.  R.  Dince) 

D.  Development  of  banking  utilization  of  electronic  data  terminals.  Supported 
by  comprehensive  survey  of  all  national  banks.  (Directed  by  Regional  Economist 
and  Special  Consultant  Lewis  Mandell,  Eleventh  National  Bank  Region). 

E.  Measuring  the  impact  of  commuting  on  bank  markets.  (Completed  11—15- 
75;  R.  R.  Dince  assisted  by  Jeanne  Conger). 

P.  Study  of  examiner  productivity.  An  attempt  to  determine  significant  varia- 
bles affecting  examination  man  days.  (Dr.  Conway  Lackman  and  R.  R.  Dince). 
(A  similar  but  smaller  study  has  also  been  commissioned  for  Minneapolis- 
Stover,  Ninth  National  Bank  Region,  and  San  Francisco-Pyle,  Fourteenth  Na- 
tional Bank  Region). 

Or.  Development  of  econometric  model  for  forecasting  national  economic  trends 
and  their  effects  on  the  banking  system.  This  model  will  use  the  Data  Resources, 
Incorporated  model.  (Dr.  Lackman  and  R.  R.  Dince  assisted  by  Jeanne  Conger). 

II. 

Projects  undertaken  by  regional  economists  under  direction  of  Washington 
Office— 


400 

A.  A  risk/return  study  by  Regional  Economist  Stover,  Ninth  National  Bank 
Region.  Dr.  Stover  is  developing  a  risk  return  model  for  common  equity  trust 
funds  of  national  banks.  The  period  of  study  includes  1963  to  the  present. 

B.  A  study  of  the  change  in  demand  deposit  powers  for  mutual  savings  banks 
in  the  state  of  Maine.  What  will  be  the  effect  on  commercial  banks  in  Maine. 
(Directed  by  Regional  Economist  Neil  Murphy,  First  National  Bank  Region,  in 
cooperation  with  the  FDIC  and  state  superintendent  of  banks  in  Maine). 

C.  A  study  in  the  relative  growth  of  bank  earnings  and  bank  assets.  (Directed 
by  Regional  Economist  James  Fortson,  Sixth  National  Bank  Region ;  assisted 
by  R.  R.  Dince). 

D.  Reexamination  of  examiner  classified  assets  and  bank  losses.  The  relation- 
ship between  SEC  disclosure  rules  and  its  affect  on  bank  reporting  procedures. 
(Under  the  direction  of  Regional  Economist  H.  K.  Wu,  Eighth  National  Bank 
Region ) . 

B.  An  attempt  to  measure  the  risk  exi>osure  of  national  banks  in  a  bank  hold- 
ing company  situation.  (Directed  by  Regional  Economist  David  Pyle,  Fourteenth 
National  Bank  Region). 

F.  Exposure  of  national  banks  to  foreign  exchange  risk  and  an  attempt  to 
measure  foreign  lending  by  regional  banks.  (Under  the  direction  of  Regional 
Economist  James  Hugon,  Thirteenth  National  Bank  Region). 

G.  A  further  analysis  of  the  potential  competition  doctrine  with  an  applica- 
tion to  specific  merger  cases.  (Regional  Economist  Ben  Klebaner,  Second  Na- 
tional Bank  Region*. 

III. 

Government  projects  outside  the  OCC.  The  Carter  Golembe  Associates  re- 
search projects  financed  by  the  OCC.  For  the  sake  of  brevity  only  the  topic 
headings  of  the  3  major  programs  will  be  cited.  The  full  proposals  approved  by 
this  office  are  of  20  pages  length.  They  are  on  file  in  the  Comptroller  of  the 
Currency's  office  and  in  the  office  of  the  Director  of  the  Department  of  Research 
and  Analysis : 

Project  1 :  Future  financial  structural  and  the  OCC. 

Project  2 :  Optimum  branching  studies. 

Project  3:  National  banks  and  bank  holding  companies. 

C.  Regulations  and  Statutory  Limitations 

C-l  What  <nr  the  key  regulations  promulgated  by  government 
authorities  to  prevent  unsound  banking  />ru<-t'/r<  %f  As  to  the  regula- 
tions >/o>/  <hem  most  important,  (a)  Do  they  hare  anti-competitive 
impacts?  (h)  What,  if  any,  modification  to  existmg  regulations  do 
you  believe  might  he  made  to  reduce  the  cost  and/or  the  anti-com- 
petitive ha  parts,  and  to  inert  me  compliance  and/or  ease  enforcement? 

Title  12  of  the  Code  of  Federal  Regulations  contains  many  regula- 
tions designed  to  prevent  unsound  banking  practices  by  national 
banks.  In  addition  to  the  regulations  promulgated  by  this  Office,  na- 
tional banks  also  arc  subject  to  certain  regulations  issued  by  the  Board 
of  Governors  of  the  Federal  Reserve  System  and  by  the  Federal  De- 
posit Insurance  Corporation  (F.D.I.C). 

This  question  specifically  deals  with  regulations;  therefore,  several 
important  statutes  designed  to  prevent  unsound  banking  practices  are 
not  discussed.  Of  course,  all  of  the  regulations  that  follow  were 
adopted  pursuant  to  statutory  authority.  In  discussing  these  key  regu- 
lation- reference  is  not  made  to  the  empowering  statute. 

Regulations  concerning  establishment  and  termination  of  national 
banks  contain  provisions  to  deal  with  imsound  banking  practices.  In 
investigating  an  application  lor  a  new  national  bank  this  Office  con- 
siders the  adequacy  of  the  proposed  hank'.-  capital  structure,  the  earn- 
ing prospects  of  the  proposed  hank,  the  convenience  and  needs  of  the 
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community,  and  the  general  character  of  the  bank's  organizers  and 
proposed  directors  (12  C.F.R.  §  4.2).  Such  requirements  are  anti-com- 
petitive because  they  limit  entry  into  the  banking  system.  However, 
certain  standards  are  necessary  to  insure  that  the  banks  within  the 
system  are  worthy  of  public  trust. 

"  The  ultimate  sanction  of  a  bank  engaged  in  unsafe  practices  is  re- 
ceivership or  conservatorship  (12  C.F.R.  §§  4.10  and  306.2).  Although 
this  area  of  bank  regulation  primarily  is  governed  by  statutory  lan- 
guage, agency  regulations  are  important.  The  ability  to  remove  a  bank 
from  the  system,  like  the  right  to  add  new  banks,  affects  competition 
by  changing  the  number  of  competitors. 

A  national  bank  engaged  in  an  "unsafe  or  unsound  practice"  may  be 
served  with  a  notice  of  charges  leading  to  a  cease  and  desist  order  (12 
C.F.R.  §19).  The  modifications  which  we  believe  to  be  necessary  to 
increase  compliance  and  ease  enforcement  are  discussed  in  our  answer 
to  question  C  2. 

Regulations  interpreting  the  statutory  lending  limit  to  a  single  bor- 
rower may  restrict  competition  in  the  short  run  with  respect  to  large 
potential  borrowers,  but  foster  competition  for  smaller  borrowers. 
Their  primary  purpose  is  to  insure  that  a  bank  does  not  risk  an  inordi- 
nate amount  of  its  loan  dollars  to  one  borrower  (12  C.F.R.  §  7.1100). 
Each  borrower  is  limited  to  an  amount  equal  to  ten  percent  of  the 
bank's  capital  and  surplus.  In  addition  to  spreading  risks  among  more 
borrowers  these  rulings  prevent  a  bank  from  lending  all  of  its  funds 
to  its  best  customers.  Thus,  these  rulings  enlarge  the  bank's  customer 
base,  making  funds  available  to  more  people. 

Loans  to  different  borrowers  can  be  combined  if  it  appears  the  bor- 
rowers are  attempting  to  circumvent  the  bank's  lending  limit  (12 
C.F.R.  §§  7.1310  and  1320).  Loans  to  one  borrower  are  combined  with 
any  other  extensions  of  credit  the  proceeds  of  which  are  used  for  the 
benefit  of  the  original  borrower.  Loans  are  also  combined  if  there  is 
evidence  of  a  common  enterprise  or  if  the  bank  is  looking  to  a  single 
source  of  repayment. 

Bank  affiliates  have  common  ownership;  since  control  in  such  in- 
stitutions is  centralized,  a  potential  conflict  exists.  To  insure  arms 
length  dealings  and  to  limit  possible  abuses  there  are  restrictions  on 
borrowing  from  and  lending  to  affiliates  of  national  banks  (12  C.F.R. 
§  7.7355).  In  a  free  market  government  would  not  restrict  competition 
but  would  allow  affiliated  entities  to  interact  without  restriction. 

Recently  this  Office  adopted  a  regulation  which  requires  national 
bank  directors  and  principal  officers  to  maintain  at  their  bank  a  listing 
of  the  business  enterprises  in  which  they  hold  significant  interests  (12 
C.F.R.  §  23).  This  regulation  will  assist  our  examiners  in  determining 
whether  a  bank's  lending  policy  is  being  abused  by  insiders.  We  antici- 
pate that  Part  23  will  prevent  unsound  banking  practices  by  disclos- 
ing possible  conflict  of  interest  situations. 

All  national  banks  must  be  members  of  the  Federal  Reserve  System, 
and,  as  such,  are  bound  by  the  regulations  of  the  Board  of  Governors. 
Membership  gives  rise  to  certain  competitive  advantages  as  well  as 
disadvantages.  One  of  the  primary  roles  of  the  Board  is  "extending 
credit  to  member  banks  to  accommodate  commerce,  industry,  and  agri- 
culture" (12  C.F.R.  §  201.2(a)).  Access  to  a  central  bank  results  in 
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a  competitive  advantage :  however,  in  an  emergency  the  central  bank 
is  authorized  to  extend  credit  to  nonmember  institutions  (12  C.F.R. 
§  201.2(f)). 

Many  Board  regulations  are  designed  to  prevent  unsound  banking 
practices  but  at  the  same  time  to  restrict  competition.  A  prime  exam- 
ple is  Regulation  D  which  requires  all  member  banks  to  set  aside  a 
certain  percentage  of  their  deposits  as  noninterest  bearing  reserves 
(12  C.F.R.  §201).  Xonmember  banks  have  a  competitive  advantage 
because  they  can  earn  a  return  on  more  of  their  funds.  National  banks 
also  must  keep  reserves  against  foreign  branch  deposits  (12  C.F.R. 
§213). 

Other  key  Board  regulations  include :  Regulation  Q  which  imposes 
interest  rate  ceilings  on  deposits  (12  C.F.R.  §217),  Regulation  U 
which  sets  a  fifty  percent  margin  requirement  on  loans  to  purchase 
securities  (12  C.F.R.  §  221),  and  Regulation  Y  which  limits  the  activi- 
ties that  may  be  offered  by  bank  holding  companies  (12  C.F.R.  §  225). 
Each  of  these  regulations  limits  competition  between  banks,  but  each 
helps  deter  potentially  unsound  banking  practices. 

C-2  What  additional  regulatory  potvers,  not  available  under  exist- 
ing statutes,  are  needed?  (a)  Discuss  the  strengths  and  weaknesses  of 
existing  powers  and  practices  with  respect  to  bank  officers  or  other 
personnel  deemed  responsible  (for  whatever  reasons)  for  unsound 
practices,  (b)  Discuss  what,  if  any,  further  disclosure  or  other  steps 
might  be  taken  to  increase  the  ability  of  private  market  participants 
(e.g..  stock  market  analysts  and  purchasers  of  CD^s)  to  discipline  the 
activities  of  the  bank. 

During  his  testimony  before  the  Subcommittee  on  Financial  Institu- 
tions Supervision,  Regulation  and  Insurance  of  the  House  Banking, 
Currency,  and  Housing  Committee  on  the  failure  of  United  States 
Xational  Bank,  San  Diego,  California,  the  Comptroller  of  the  Cur- 
rency suggested  that  new  legislation  is  needed  in  various  areas: 

"In  response  to  requests  from  members  of  the  House  Banking  and 
Currency  Committee,  my  immediate  predecessor  as  Comptroller, 
Mr.  Camp,  twice  recommended  amendments  to  the  Financial  Institu- 
tions Supervisory  Act  of  1966.  Mr.  Camp's  proposals  included: 

(a)  Under  the  present  statute  an  officer  or  director  may  not  be 
removed  from  a  national  bank  for  repeated  violations  of  law  unless 
personal  dishonesty  and  damage  to  the  bank  or  another  institution 
are  provable.  Under  this  statute  the  repeated  violations  of  the  statutes 
regarding  lending  limits  and  loans  to  affiliates  by  Mr.  C.  Arnholt 
Smith  would  not  of  themselves  have  been  grounds  for  removal.  Not 
until  fraud  was  discovered  in  the  June  107*2  examination  could  any 
action  appropriately  have  been  commenced  against  Mr.  Smith.  Even 
then,  there  is  some  doubt  as  to  whether  such  a  removal  action  would 
have  been  successful.  Mr.  Camp  thus  recommended,  and  T  support  the 

►mmendation,  that  the  Financial  Institutions  Supervisory  Act, 
12  U.S.C.  L818,  he  amended  to  eliminate  the  need  for  showing  personal 
dishonesty  and  LOSS  or  damage  as  predicates  for  a  removal  from  a  na- 
tional hank-  of  an  officer  or  director  who  bus  violated  a  statute. 

(b)  Undet  the  present  Act— unless  a  person  has  been  convicted  or 
indicted  for  a  felony  involving  breaoa  of  trust— we  may  prevent  his 
participation  in  the  affairs  of  a  national  bank  only  after  a  cumber- 
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some  certification  procedure  involving  the  Federal  Reserve  Board. 
The  Board  of  Governors,  on  receiving  such  a  certification,  must  meet 
with  the  Comptroller  and  determine  whether  it  wishes  to  serve  a 
notice  of  charges  and  conduct  a  hearing.  Mr.  Camp  suggested  eliminat- 
ing this  cumbersome  procedure  by  giving  to  the  Comptroller's  Office 
the  same  removal  powers  vested  in  the  Federal  Reserve  as  to  officers  of 
state  member  banks  and  in  the  FDIC  as  to  officers  of  state  nonmember 
banks. 

However,  I  do  not  believe  that  the  solution  is  to  vest  full  removal 
power  in  the  Comptroller  as  suggested  by  Mr.  Camp.  I  believe  that 
may  be  too  much  authority  to  be  placed  in  any  one  individual.  I  do 
think,  however,  that  the  statute  should  be  amended  to  give  the  Comp- 
troller authority  to  issue  a  formal  notice  starting  the  removal  pro- 
ceedings, which  will  then  be  adjudicated  before  the  Board.  I 
recommend  that  the  prosecutorial  function  now  vested  in  the  Board 
be  given  to  the  Comptroller,  and  that  the  Federal  Reserve  Board 
be  left  solely  with  the  adjudicatory  function.  The  Comptroller,  since 
he  will  in  effect  be  a  prosecutor,  should  not  sit  as  a  member  of  the 
Board  to  judge  the  case.  The  power  to  initiate  such  a  proceeding, 
without  waiting  for  action  by  the  Board,  will  in  itself  be  a  useful 
regulatory  tool.  Consideration  is  also  warranted  as  to  whether  the 
Comptroller  should  be  given  the  power  to  suspend  someone  in  an 
appropriate  situation  pending  adjudication  by  the  Board. 

The  definition  of  affiliate  contained  in  Section  2a  of  the  Banking 
Act  of  1933.  12  U.S.C.  221a  should  be  broadened  so  that  an  affiliate 
relationship  could  be  established  by  showing  actual  control  of  the 
bank,  without  the  need  to  find  50  percent  control  in  some  other  manner. 
Once  an  entity  is  determined  to  be  an  affiliate,  its  loans  must  be  fully 
collateralled  by  marketable  securities,  and  the  total  loans  to  all  affili- 
ates of  any  one  bank  cannot  exceed  20  percent  of  that  bank's  capital 
and  surplus.  Had  this  proposed  amendment  to  Section  2a  been  in 
effect,  the  situation  at  USXB  could  not  have  developed  in  the  way 
that  it  did. 

Recently,  the  Board  of  Governors  of  the  Federal  Reserve  System, 
with  the  concurrence  of  this  Office,  submitted  to  Congress  proposed 
legislation  aimed  at  increasing  the  effectiveness  of  the  regulatory 
agencies  in  handling  problem  banks.  This  legislation  would  empower 
the  Federal  regulators  to  assess  civil  money  penalties  for  specific 
violations  of  law  and  for  failure  to  comply  with  cease  and  desist 
orders.  These  penalties  would  provide  the  necessary  teeth  for  the 
majority  of  banking  statutes  which  now  must  rely  upon  drastic  or 
nebulous  sanctions  to  insure  compliance.  Civil  money  penalties  for 
the  violation  of  a  cease  and  desist  order  especially  are  necessary  to 
permit  regulators  to  reach  individuals  responsible  for  violation  of 
cease  and  desist  orders.  In  short,  we  believe  that  passage  of  these  new 
provisions  will  serve  as  an  effective  deterrent  to  violations  of  the  law. 
Substantive  restrictions  on  transactions  between  banks  and  insiders 
also  have  been  proposed  in  the  Federal  legislative  package.  These 
restrictions  would  limit  the  amount  which  those  persons  connected 
in  any  way  with  a  bank  could  borrow  from  that  bank. 

Also,  legislation  has  been  proposed  which  will  make  it  clear  that 
cease  and  desist  proceedings  may  be  instituted  against  directors,  offi- 
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cers,  employees,  agents,  or  other  persons  participating  in  the  conduct 
of  the  affairs  of  the  bank  regardless  of  whether  or  not  the  bank  itself 
is  named  in  the  proceedings.  This,  together  with  the  civil  money 
penalties,  would  enable  the  regulatory  agencies  to  reach  directly  those 
persons  responsible  for  bank  problems.  Xo  longer  would  it  be  neces- 
sary to  penalize  the  entire  bank  for  the  actions  of  a  few  individuals. 
Legislation  also  will  be  proposed  to  detail  more  fully  the  definition 
of  an  affiliate.  This  is  necessary  to  cover  a  greater  range  of  meaningful 
relationships  and  to  subject  more  sensitive  relationships  to  the  limita- 
tions on  loans  presently  imposed  by  Section  23(a)  of  the  Federal 
Reserve  Act. 

(a)  At  the  present  time  the  Financial  Institutions  Supervisory  Act 
(FISA)  provides  the  sole  statutory  method  for  removing  officials 
from  the  bank  where  they  have  evidenced  their  unfitness  to  hold  office. 
Unfortunately,  the  cumbersome  certification  procedure  and  the  nar- 
rowness of  the  criteria  forming  a  basis  for  removal  have  reduced  the 
usefulness  of  the  formal  removal  proceeding.  Nevertheless,  this  pro- 
ceeding has  been  used  as  an  effective  threat  in  achieving  voluntary 
compliance  with  cease  and  desist  orders. 

The  problems  with  the  removal  statute  have  caused  this  Office  to 
employ  "jawboning''  extensively  to  correct  the  actions  of  individuals 
responsible  for  bank  problems.  If  this  technique  fails,  we  then  resort  to 
the  cease  and  desist  proceeding  to  attempt  to  isolate  these  individuals 
from  the  areas  in  which  they  have  caused  trouble.  Unfortunately,  we 
have  not  always  been  successful,  since  the  simple  presence  of  the  indi- 
vidual usually  is  the  problem. 

Further,  we  have  devoted  substantial  efforts  to  assisting  the  Depart- 
ment of  Justice  in  the  prosecution  of  criminal  cases  in  which  officials 
of  banks  are  involved.  This  cooperation  has  been  helpful  because  under 
the  FISA  once  a  bank  official  is  indicated  he  may  be  removed  auto- 
matically. 

(b)  For  several  months  the  Comptroller  of  the  Currency,  the  Fed- 
eral Deposit  Insurance  Corporation,  and  the  Federal  Reserve  System 
have  been  working  together  to  develop  a  system  of  reporting  schedules 
that  would  provide  for  fuller  disclosure  of  banking  data.  The  provi- 
sion of  such  data  by  banks  will  not  only  serve  as  a  basis  for  better 
bank  supervision  by  the  regulatory  authorities  but,  when  disclosed  to 
the  public,  will  enable  the  market  to  bring  its  disciplining  hand  more 
forcefully  to  the  operations  of  commercial  banks.  We  believe  this  is 
d ■■-  i table. 

At  the  same  time  that  the  agencies  have  been  developing  a  more 
comprehensive  reporting  system  for  the  banks  they  supervise,  they 
have  been  working  closely  with  the  Securities  and  Exchange  Commis- 
sion to  develop  guidelines  for  fuller  disclosure  of  relevant  informa- 
tion by  bank  holding  companies. 

While  we  believe  that  the  market  clearly  has  a  role  to  play  in  disci- 
plining the  activities  of  commercial  banks,  we  also  recognize  the 
uniqueness  of  the  banking  industry.  Because  of  the  sensitivity  of  the 
ing  industry's  inventory,  one  must  be  careful  thai  the  data  dis- 
closed will  be  meaningful  to  the  investor  without  creating  instability 
for  the  banking  institution.  This  delicate  balance  may  be  achieved 
through  cooperation  among  the  Federal  banking  regulatory  agencies 
and  the  Securities  and  Exchange  Commission. 
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[Attached  is  a  copy  of  the  statement  made  by  the  Comptroller  of  the 
Currency  before  the  Senate  Banking  Committee  on  "Disclosure  of 
Financial  Data  by  Banks  and  Bank  Holding  Companies,"  which  pro- 
vides additional  detail  on  the  subject  of  this  question :] 

Statement  on  Disclosure  of  Financial  Data  by  Banks  and  Bank  Holding 
Companies — Presented  to  the  Senate  Committee  on  Banking,  Housing  and 
Urban  Affairs  by  Hon.  James  E.  Smith,  Comptroller  of  the  Currency, 
J  uly  16,  1975 

I  appreciate  the  opportunity  to  express  my  views  as  to  disclosure  by  banks 
and  bank  holding  companies  in  connection  with  public  sales  of  their  securities. 
Since  my  appointment  as  Comptroller  of  the  Currency,  I  have  given  extensive 
consideration  to  the  interplay  between  national  bank  law  and  Federal  securities 
law,  as  well  as  the  areas  of  possible  overlapping  jurisdiction  among  the  SBC  and 
the  Federal  bank  regulatory  agencies. 

Commercial  banks  are  exempt  from  the  registration  and  prospectus  require- 
ments of  the  Securities  Act  of  1933  ("1833  Act"),  but  are  subject  to  the  anti- 
fraud  provisions  of  both  the  1933  Act  and  the  Securities  Exchange  Act  of  1934 
("1934  Act").1  In  1964  the  1934  Act  was  amended  to  require,  among  other  things, 
annual  and  periodic  public  reporting  by  banks  with  750  or  more  shareholders  and 
in  1966  by  banks  with  500  or  more  shareholders.  These  reporting  requirements 
are  administered  and  enforced  by  the  banking  agencies.  The  banking  agencies 
adopted  regulations  similar  to  the  SEC's  reporting  requirements  and  in  1974, 
the  1934  Act  was  further  amended  to  require  that  the  banking  agencies'  regula- 
tions be  virtually  identical  to  the  SEC's  regulations  or  that  an  appropriate  ex- 
planation of  difference  be  made  in  the  Federal  Register. 

Proposed  revised  regulations  were  published  by  this  Office  in  the  Federal 
Register  on  March  6,  1975,  and  the  final  regulation  was  sent  to  the  Federal 
Register  last  week.  This  Office,  pursuant  to  its  authority  under  the  National 
Bank  Act,  also  requires  the  use  of  an  offering  circular  in  connection  with 
certain  public  sales  of  securities  of  national  banks.  Finally,  just  last  month, 
the  Congress  enacted  the  Securities  Acts  Amendments  of  1975  which  assigned 
significant  new  responsibilities  to  the  banking  agencies  to  enforce  other  aspects 
of  the  securites  laws. 

In  order  to  fulfill  all  the  responsibilities  of  this  Office  in  the  securities  area, 
to  provide  investors,  depositors  and  others  with  the  best  possible  disclosure 
and  to  facilitate  the  most  productive  working:  relationship  with  the  SEC.  I  am 
establishing  within  my  Office  a  separate  division  for  disclosure  and  financial 
analysis  as  part  of  a  general  overall  reorganization  of  the  Office  of  the  Comp- 
troller of  the  Currency.  Presently,  most  of  those  responsibilities  are  conducted 
in  the  law  department. 

Prior  to  my  appearance  here  today,  I  read  the  statement  submitted  to  the 
Committee  by  Frank  Wille.  Chairman  of  the  FDIC  on  July  11,  1975.  I  feel 
he  has  set  forth  cogently  the  framework  surrounding  the  laws  and  policies 
of  disclosure  by  banks  and  bank  holding  companies,  and  I  am  in  substantial 
agreement  with  his  remarks. 

I  am  acutely  aware  of  both  the  requirements  of  the  Federal  securities  laws 
and  the  public  need  for  meaningful  disclosure.  In  this  regard,  bank  holding 
companies  being  state  chartered,  non-bank  corporations  are  subject  to  the  full 
panoply  of  federal  and  state  securities  laws.  What  constitutes  appropriate  dis- 
closure for  bank  holding  companies  is  therefore  a  matter  solely  within  the 
jurisdiction  of  the  SEC.  However,  as  an  official  charged  with  responsibility, 
among  other  things,  for  maintaining  public  confidence  in  our  banking  system, 
I  am  naturally  concerned  with,  and  charged  by  law  to  understand,  the  impact 
of  dijsclosures,  by  bank  holding  companies  and  their  nrinHnal  assets — banks. 

The  Comptroller's  Office  in  recent  years  has  continually  sought  to  improve 
the  availability  and  relevance  of  public  knowledge  about  banks  and  bank  holding 
companies.  Our  most  recent  interest  has  been  engendered  primarily  by  the 
SEC's  December  1974  Accounting  Series  Release  Number  166  entitled,  "Dis- 
closure of  Unusual  Risks  and  Uncertainties  in  Financial  Reporting." 

*  *pr  particular  see  Sections  3(a)(2)   and  17  of  the  1933  Act  and  Section  10(b)  of  the 
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Because  of  the  rather  general  approach  of  that  release,  I  felt  a  responsibility 
implement  ASR  1G6  by  providing  input  toward  better  disclosure  by  bank  holding 
or  inequitable  disadvantage  in  the  capital  markets.  This  is  especially  important 
right  now  because  of  the  increased  demands  on  bank  capital  expected  in  the 
coming  months.  Further.  I  was  informed  during  early  1J>75  by  analysts,  invest- 
ment bankers  and  commercial  bankers  that  some  of  the  disclosure  being  requested 
by  the  SEC  was  not  providing  meaningful  information  to  the  investor.  Out  of  the 
discussion  of  these  problems,  the  SEC  requested  the  banking  agencies  to  help 
implement  ASR  166  by  providing  iput  toward  better  disclosure  by  bank  holding 
companies.  The  agencies  readily  agreed  and  thus  the  SEC-Federal  Banking 
Agency  Task  Force  was  established  for  this  purpose  and  also  to  coordinate  other 
matters  subject  to  overlapping  jurisdiction. 

It  has  been  my  feeling  that  financial  disclosure  should  in  fairness  be  consistent 
to  the  greatest  degree  possible  for  banks  and  bank  holding  companies  (and 
others  competing  for  funds  in  the  capital  markets)  and  should  provide  a  more 
comprehensive  universe  of  appropriate  information  for  investors  and  depositors. 
The  Task  Force  had  conscientiously  tried  to  provide  meaningful  guidelines  to  be 
published  for  public  reaction  and  then  as  a  permanent  guide  to  issuers.  Since 
banks  are  unique  in  the  corporate  arena  because  of  their  short-term  liability 
structure,  the  Task  Force  fully  recognized  the  need  to  be  careful  not  to  require 
information  subject  to  even  temporary  misinterpretation. 

I  am  gratified  to  be  able  to  report  that  the  Task  Force  has  already  been  very 
productive  and  has  generated  tentative  understandings  for  significant  improve- 
ments in  disclosure  by  bank  holding  companies  and  banks.  A  constructive  resolve 
has  been  reached  by  the  agencies  to  continue  working  together  toward  even  better 
understandings  on  disclosures.  In  addition,  there  has  been  general  agreement 
among  the  banking  agencies  to  revise  bank  reports  of  condition  and  income  to 
contain  additional  information  on  a  regular  basis  which  will  be  useful  to  deposi- 
tors and  investors.  I  anticipate  that  these  general  agreements  will  be  submitted 
to  the  public  for  comment  as  soon  as  the  working  papers  of  the  participants  can, 
be  transformed  into  guidelines.  The  Task  Force  will  certainly  send  copies  of  these 
proposed  guidelines  to  the  Committee  at  the  earliest  possible  date. 

Many  of  the  disclosures  contemplated  will  coincide  with  the  plans  of  the  Office 
of  the  Comptroller  of  the  Currency  to  rely  more  heavily  on  certain  ratio  anaylses 
in  connection  with  its  examination  of  national  banks. 

In  conclusion  as  I  stated  in  my  May  7,  1975  letter  to  Chairman  Garrett,  I  have 
directed  my  staff  to  cooperate  fully  with  the  SEC  and  other  banking  agencies.  1 
feel  that  we  have  already  benefited  greatly  from  the  SEC's  experience  in  the  dis- 
closure area,  and  greatly  hope  that  the  SEC  has  benefited  from  the  expertise 
of  our  people. 

C-3  (a)  Aside  from  periodic  examinations,  what  steps  are  taken 

to  assure  compliance  with  statutes  and  re  (filiations?  (b)  Are  the  avail- 
able sanctions.  syst<  ms  and  practices  sufficient,  or  are  new  ones  needed? 

(a)  Aside  from  periodic  examinations,  various  divisions  of  the- 
Comptroller's  Office  act  to  assure  compliance  with  statutes  and  regu- 
lations by  three  means :  (1)  review  of  structured  data  from  non-exami- 
nal  ion  sources ;  (2)  investigation  of  information  from  any  other  source 
which  suggests  a  violation  of  law,  and  (3)  legal  opinions  on  proposed 
bank  actions. 

Fu  the  first  category  we  include  as  most  significant  those  reports 
which  are  Required  by  statute  or  regulation.  Pursuant  to  the  require- 
ments of  ■!]  C.F.R.  Pt.  10-12.8  (Equal  Opportunity  in  Employment; 
Executive  Order  1 L246,  30  F.R.  L2319  and  Executive  Order  11375,  32 
F.R.  14303),  hanks  with  50  or  more  employees  must  file  a  compliance 
report  each  year  with  the  Department  of  the  Treasury.  41  C.F.R.  §  10- 
07.  [nformation  contained  in  this  report  is  reviewed  as  part  of 
a  desk  audit  [41  C.F.R.  §60-60.3(a)  |  or  as  part  of  the  compliance 
review.  1 1  ( I.F.R.  §  10-12.809;  41  C.F.R.  §  60-1.20;  41  C.F.R.  §  60-60.1 
et  seq. 

In  the  area  of  securities  regulation,  Congress  amendead  in  1964  the 
Securities  Exchange  Act  of  1934  to  confer  enforcement  jurisdiction  of 
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sections  12, 13, 14(a) ,  14(c) ,  and  16  of  the  Act,  with  respect  to  national 
banks,  upon  the  Comptroller  of  the  Currency.  Thus,  banks  which 
are  required  to  register  their  securities  pursuant  to  15  U.S.C.  78  1(g) 
must  file  registration  documents  (updated  periodically)  and  annual 
reports.  In  1975  Congress  again  amended  the  Securities  Exchange  Act 
of  1934  (P.L.  94-29),  authorizing  the  Comptroller  to  enforce  sections 
17,  17A,  and  23(a)  of  the  Act,  governing  the  power  of  national  banks 
to  act  as  municipal  bond  dealer's,  registrars,  and  stock  transfer  agents 
(see  40  F.R.  50251,  October  29,  1975,  "Registration  of  Transfer 
Agents,"  amending  12  C.F.R.  Part  9).  The  Securities  and  Exchange 
Commission  also  forwards  to  us  copies  of  information  which  it  re- 
ceives from  national  banks.  Similarly,  registered  banks  much  file 
merger  documents  with  this  Office  under  the  provisions  of  12  C.F.R. 
11,  and  non-registered  banks  must  file  their  reports  to  shareholders 
under  12  C.F.R.  18. 

General  reports  of  financial  data  provide  a  third  type  of  statutorily 
required  information.  These  include  reports  of  condition  and  call  re- 
ports [12  U.S.C.  16(a)];  foreign  operations,  trust  department,  and 
affiliate  reports  [12  C.F.R.  §  4.11] ;  and  foreign  currency  transaction 
reports  [31  C.F.R.  §  §  103.22, 103.25, 46 (a)  (1)]. 

Fourth,  by  regulation  national  banks  must  file  criminal  reports  on 
internal  crimes  (defalcations,  12  C.F.R.  7.5225)  and  external  crimes 
(robberies,  12  C.F.R.  21.5). 

Fifth,  the  Comptroller  overseas  procedural  and  substantive  com- 
pliance with  the  laws  pertaining  to  charter,  branch,  and  merger  ap- 
plications. We  actively  review  each  application  to  ascertain  that  all 
statutory  requirements  have  been  met. 

Structured  information  may  be  received  by  the  Comptroller  on  a 
voluntary  basis  as  well.  As  the  prime  example,  many  of  the  larger 
banks  which  employ  independent  accounting  firms  send  copies  of  the 
audit  to  this  Office. 

In  the  second  general  category,  we  list  as  informational  sources  com- 
plaints and  inquiries  from  individuals,  Congress,  Federal  and  state 
administrative  agencies,  and  consumer  groups,  concerning  question- 
able banking  practices.  The  Comptroller  also  receives  inquiries  of  this 
type  from  bank  and  non-bank  competitors  of  national  banks. 

In  the  third  and  final  category,  information  on  bank  activities  is 
collected  in  response  to  special  bank  requests  for  approval  of  a  pro- 
posed action  or  for  interpretation  of  various  statutes  or  regulations. 
Legal  opinions  have  been  written  on  banking  activities  as  disparate 
as  operating  subsidiaries,  branches,  mergers,  conversions,  and  con- 
sumer laws.  Legal  opinions  also  are  given  to  banks  seeking  advice 
about  the  propriety  or  lawfulness  of  actions  they  propose  to  take,  even 
in  instances  in  which  no  formal  agency  approval  is  required  by  statute. 
The  Comptroller  also  promotes  bank  compliance  with  laws  by  inform- 
ing bank  personnel  of  new  and  amended  statutes  and  regulations 
through  issuance  of  Banking  Circulars,  Banking  Bulletins,  and  other 
types  of  publications. 

(b)  For  a  comprehensive  evaluation  of  available  sanctions,  systems, 
and  practices  and  recommendations  for  new  legislation,  see  our  answers 
to  questions  A 1,  B  6,  B  20,  B  26,  C  2,  C  5,  and  C  6. 

C-Jp  (a)  Hoiv,  if  at  all,  should  the  Federal  Reserved  discount  win- 
dow be  used  to  aid  banks  that  are  in  serious  danger  of  becoming  in- 
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solvent?  (b)  It  is  sometimes  asserted  that  the  availability  of  Federal 
A',  s  rve  credit  to  member  banks  allows  oth<  r  i<  riders  to  the  bank  (CD's 
and-  Federal  funds)  to  remove  their  funds  without  serious  risk.  Please 
comment  on  this  assertion  and  indicate,  to  the  extent  you  agree  with  it, 
whether  or  not  the  /'eduction  in  private  risk  tends  to  dissipate  an  im- 
portant private  discipline  on  the  bank's  management,  (c)  Also  com- 
fy on  the  obverse  assertion  that  in  lending  to  problem  banks,  the 
F<  <h  vol  Rt  Si  rve  takes  over  collateral  which  would  otherwise  be  avail- 
able to  the  bank  to  repay  debt  and  to  tlie  bank's  stockholders. 

(a)  It  is  our  understanding  that  the  Federal  Reserve  stands  ready  to 
provide  funds  to  any  bank  on  a  temporary  basis  when  that  bank  faces 
a  serious  liquidity  problem.  This  position  by  the  Federal  Reserve  is 
conditioned  on  an  understanding  that  the  banks  in  question  are  solvent 
at  the  time  of  the  extension  of  credit.  We  believe  this  position  to  be 
both  defensible  and  justifiable. 

(b)  This  question  appears  to  raise  two  related  issues : 

(1)  Will  the  availability  of  Federal  Reserve  credit  "tend  to  dis- 
sipate an  important  private  discipline  on  the  bank's  management"? 
(2)  Will  the  availability  of  Federal  Reserve  credit  allow  other  lenders 
to  member  banks  "to  remove  their  funds  without  serious  risk"? 

First,  the  circumstances  under  which  emergency  credit  is  extended 
by  the  Federal  Reserve  to  a  bank  are  such  that  the  management  of  the 
bank  in  question  is  already  under  severe  pressure  to  alleviate  its 
liquidity  bind  by  all  measures  possible.  Therefore,  the  question  of  pos- 
sible dissipation  of  private  discipline  on  the  bank's  management  does 
not  seem  particularly  relevant. 

Second,  the  extension  of  Federal  Reserve  emergency  credit  to  a  bank 
•occurs  after  the  usual  sources  of  short-term  funds  (Federal  funds  pur- 
chase or  certificates  of  deposit)  have  dried  up  or  are  in  the  process 
of  drying  up.  Transactions  involving  the  purchase  of  such  funds  have 
a  very  short  contractual  term — often  one  day.  There  is  no  way  the 
purchasing  bank  can  retain  such  funds  when  the  selling  party  wishes 
to  terminate  such  contracts.  Such  termination  adds  to  the  liquidity 
squeeze  upon  the  purchasing  bank;  it  is  this  squeeze  that  the  extension 
of  Federal  Reserve  credit  is  designed  to  alleviate.  Presumably,  the 
extension  of  Federal  Reserve  emergency  credit  is  a  factor  that  any 
prospective  seller  of  funds  is  bound  to  take  into  account  in  deciding 
whether  to  "sell"  funds  to  the  bank  in  question. 

(c)  In  this  type,  lending  operation  the  Federal  Reserve  advances 
vitally  needed  cash  to  bridge  a  liquidity  gap.  If  the  Federal  Reserve 
were  not  available  in  these  situations,  the  bank,  in  all  probability, 
would  close  with  great  loss  to  creditors  and  shareholders.  Therefore,  it 

ficult  to  see  how  the  assumption  of  collateral  by  the  Federal  Re- 
serve has  an  adverse  effect  on  any  party  at  intere  I . 

C—6  Ii  is  often  argued  that  various  government  regulations  are 

kept  in  force  after  thi   need  for  them  has  disapj  /  they  have 

ne  outmoded.  Describt  the  procedures  for  handling  these  problems 

in  the  cast  of  banking  rt  gulations.  A  .scribe  or  attach  >/  memo- 

randa or  studies  '    prepared  by  or  for  yout 

aqt  ,>(■>/  within  the  lust  fivt  years  proposing  >  ation  or 

simplification  of  regulatory  requirements,  mid  describe  what  .  nsu  a. 

This  question  asks  for  a  description,  with  specific  examples,  of  the 
way  in  which  the  agency  has  identified  regulations  that  might  be  out- 
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moded,  of  the  ways  in  which  regulations  so  identified  were  eliminated 
or  amended,  and  of  "what  ensued."  From  the  Comptroller's  viewpoint, 
the  most  important  aspect  of  this  question  is  the  description  of  what 
ensued,  because  competitors  of  banks,  other  agencies,  and  courts  fre- 
quently have  objected  to  the  Comptroller's  attempts  to  modify  his 
interpretations  or  regulations  to  reflect  modern  banking  practices. 
Those  objections  usually  are  based  in  part  simply  on  the  existence  of 
the  old  ruling,  which  frequently  has  been  urged  to  be  (and  has  been 
accepted  by  a  court  as  being)  as  unchangeable  as  the  underlying  statute 
which  is  being  interpreted  or  upon  which  the  regulation  is  based. 
Examples  of  such  objections  which  now  are  the  subject  of  public  dis- 
pute and  litigation  are  the  Comptroller's  1974  rulings  that  the  under- 
lying banking  statutes  permit  banks  to  establish  customer-bank  com- 
munication terminals  and  to  offer  automatic  investment  services.  These 
current  disputes,  as  well  as  a  number  of  others  which  have  occurred 
in  the  last  decade,  are  discussed  below  in  some  detail  so  that  the  Com- 
mittee can  understand  the  constraints  which  are  felt  by  an  agency 
when  it  attempts  to  modernize  its  regulations  or  interpretations. 

Historically,  the  most  important  form  of  administrative  rulemaking 
by  tlie  Comptroller  has  been  its  interpretation  of  various  banking 
statutes  as  applied  during  the  examination  process,  rather  than  formal 
regulations  published  in  the  Federal  Register  pursuant  to  specific  rule- 
making authority.  These  statutory  interpretations  began  with  the  for- 
mation of  this  Office  in  1863.  and  usually  were  expressed  in  letter  form 
in  response  to  specific  questions  raised  by  banks  or  bank  examiners. 
Beginning  sometime  well  before  1960,  the  most  important  of  these 
letter  opinions  were  digested  and  published  by  the  Comptroller  in  a 
Digest  of  Opinions.  Such  regulations  as  were  in  effect  were  published  in 
the  Federal  Register  and  codified  in  the  Code  of  Federal  Regulations. 
In  1962  Comptroller  James  J.  Saxon  appointed  a  National  Advisory 
Committee  to  undertake  for  national  banks  an  examination  of  issues 
much  in  the  same  way  that  the  F.I.N.E.  study  is  examining  these  issues 
for  all  financial  institutions.  The  Committee  was  charged  with  identi- 
fying specifically  the  statutes,  regulations,  and  interpretations  which 
were  outmoded  and  which  ought  to  be  repealed  or  amended  to  enable 
national  banks  to  serve  legitimate  banking  needs  of  the  modern 
economy.  The  Committee  published  a  lengthy  report  in  1962  entitled 
"National  Banks  and  the  Future.'' 

As  a  result  of  that  report  a  thorough  revision  of  the  Comptroller's 
Interpretive  Rulings  and  regulations  was  undertaken.  The  revision 
even  extended  to  the  manner  in  which  these  rules  were  published.  In 
1963  the  Comptroller  issued  for  the  first  time  the  Comptrollers  Manual 
for  National  Banks.  Tlie  Manual  contained  in  a  single  volume  the 
banking  statutes  applicable  to  national  banks  and  all  of  the  Comp- 
trollers rulings  and  regulations.  Many  of  these  rulings  represented 
changes  from  past  interpretations.  As  Comptroller  Saxon  viewed  this 
effort  in  the  foreword  to  the  Manual: 

Life  has  been  breathed  into  the  body  of  bank  regulation  through 
the  joint  efforts  of  this  Office  and  of  the  National  Banks.  The 
results  which  have  been  achieved  are  as  much  the  product  of  re- 
newed banking  initiative,  seeking,  in  response  to  public  need  and 
demand,  to  assure  the  performance  of  all  financial  functions,  as 
of  our  own  efforts  to  adapt  banking  regulation  to  the  needs  of 
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today — and.  so  far  as  we  can  see,  to  the  requirements  of  tomorrow  J 
It  is  our  earnest  hope  that  the  regulation  of  National  Banks  will 
continue  to  be  a  living  instrumentality,  and  not  the  stale  embodi- 
ment of  policies  which  had  their  proper  place  in  other  times  and' 
under  other  conditions. 

Since  1963  the  Comptroller  has  undertaken  a  consistent  reexamina- 
tion of  the  rulings  and  regulations  found  in  the  Manual.  As  banks  at- 
tempt to  serve  new  or  developing  markets  or  as  they  adopt  new  methods 
of  doing  business,  questions  arise  naturally  during  the  examination 
process  or  are  otherwise  brought  to  our  attention  concerning  the  ap- 
plicability to  these  activities  of  existing  statutes  and  regulations.  This 
process  results  in  our  interpretations  and  regulations  being  reviewed 
and,  when  necessary,  revised  on  a  continuing  basis. 

Additionally,  a  thorough  revision  of  the  Comptroller  s  Manual  for 
National  Banks  was  undertaken  in  1971.  Since  then,  all  interpretive 
rulings  have  been  published  in  the  Federal  Register  as  well  as  in  the 
Comptroller's  Manual. 

Formal  regulations  are  important  now  to  the  Comptroller's  Office. 
Chapter  I  of  the  Code  of  Federal  Regulations  contains  twenty-three 
parts.  Every  one  of  these  parts  is  new  or  has  been  thoroughly  revised 
since  19G0.  Half  of  these  parts  have  been  newly  issued  or  substantially 
revised  within  the  last  five  years.  During  these  last  five  years  new  or 
substantially  revised  regulations  have  been  issued  affecting  invest- 
ment securities,  procedures  for  processing  applications,  Securities  Act 
disclosure,  international  operations,  loans  in  flood  prone  areas,  and 
reporting  of  outside  business  interests  of  officers  and  director-. 

As  already  stated,  however,  the  Comptroller  does  not  always  have 
the  final  word  on  these  interpretive  and  regulatory  matters.  The  fol- 
lowing are  examples  of  instances  in  which  attempts  by  the  Comp- 
troller to  loosen  constraints  on  banking  so  that  the  needs  of  the  mod- 
ern economy  could  be  met  have  aroused  severe  resistance. 

The  best  example  is  the  present  debate  over  whether  automated 
teller  machines,  point  of  sale  devices,  and  the  like,  constitute  branches 
subject,  under  12  U.S.C.  oB,  to  state  branching  restrictions.  The  statute 
being  interpreted  is  nearly  half  a  century  old,  and  enacted  at  a  time 
when  the  convenience  of  electronic  banking  could  not  be  perceived. 
The  Comptroller  has  found  that  these  various  off-premises  devices  are 
not  "branches"  and.  therefore,  not  subject  to  the  statute's  restrictions. 
The  Comptroller  thus  has  attempted  to  fashion  an  interpretation 
which  accommodates  technological  innovation  and  at  the  same  time 
permits  a  uniform  national  application.  By  viewing  these  electronic 
devices  as  a  means  by  which  a  customer  can  communicate  with  his 
bank,  i.e..  as  Customer-Bank  Communication  Terminals  (CBCT's). 
the  Comptroller  has  sought  to  encourage  the  spread  of  a  beneficial 
new  technologv  Unhindered  by  anti-competitive  legislation  whose 
relevance  to  todav's  banking  customer  diminishes  every  day. 

The  Comptroller's  interpretation  also  prevents  the  extension  to 
electronic  franfser  systems  of  Ihe  already  unequal  branching  powers 
accorded  to  commercial  banks,  on  tho  one  hand,  and  federal  savings 
and  loan  associations  and  federal  credit  unions,  on  the  other,  at  a  time 
when  the  di  (Terences  between  financial  institutions  and  their  servicel 
to  the  public  ate  narrowing.  The  complete  absence  of  state  control 
over  branching  by  federal  savings  and  loan  associations  was  recently 


411 

reaffirmed  in  Lyons  Savings  &  Loan  Assoc,  v.  FIILBB,  377  F.  Supp. 
11  (X.D.  111.  1974),  where  the  Federal  Home  Loan  Bank  Board's 
approval  of  branching  applications  by  several  savings  and  loans  was 
upheld  in  spite  of  Illinois'  prohibition  against  branching  by  state 
chartered  savings  and  loans.  In  contrast,  the  dependency  of  national 
banks  on  the  vagaries  of  state  law  was  illustrated  by  tho  Supreme 
Court's  decision  in  First  National  Bank  in  Plant  City  v.  Dickinson, 
396  U.S.  122  (1969),  in  which  a  national  bank's  armored  car  was 
barred  from  accepting  deposits  in  places  where  the  bank  could  not 
branch  under  state  law.  Thus  a  ruling  that  CBCT's  are  brandies  would 
tie  national  banks  to  the  anticompetitive  and  outmoded  branching 
laws  of  the  states,  while  federal  savings  and  loans  and  federal  credit 
unions  remain  free  of  similar  restrictions. 

The  Comptroller's  modest  attempt  to  deregulate  branching  has  re- 
sulted in  eight  different  lawsuits,  all  brought  by  state  banking  com- 
missioners who  seek  to  impose  upon  this  emerging  electronic  tech- 
nology the  severe  geographic  restrictions  of  state  branching  laws.  In 

Independent  Bankers  Assoc,  v.  Smith, ■  F.  Supp.  , 

(D.D.C.  Julv  31,  1975),  appeal  pending,  the  district  court  determined 
that  a  CBCT  is  a  branch  within  the  meaning  of  12  U.S.C.  36(c)  and 
(f)  and,  therefore,  is  subject  to  state  branching  laws.  The  court  en- 
joined the  Comptroller  from  further  implementing  his  ruling,  and 
the  ruling  according!  v  has  been  suspended.  In  State  of  Missouri  v. 
First  National  Bank  of  St.  Louis,  E.D.  Mo.  No.  75-113  (c)  1  (Nov.  14, 
1975),  the  district  court  reached  a  similar  result.  In  State  of  Colorado 
v.  First  National  Bank  of  Fort  Collins,  394  F.  Supp.  979  (I).  Colo. 
1975),  appeal  pending  the  court  held  that  a  CBCT  was  a  "branch"  to 
the  extent  that  it  permits  a  CBCT  to  receive  deposits,  but  not  a 
"branch"  to  the  extent  it  disbursed  funds  or  permitted  transfers  be- 
tween accounts.  Other  court  cases  still  are  pending  in  the  district 
courts. 

The  Comptroller's  approach  to  the  electronic  funds  tranfser  issue 
is  but  one  illustration  of  many  attempts  during  the  last  15  years  to 
reexamine  old  laws  to  accommodate  new  ideas.  In  many  instances, 
however,  the  Comptroller's  willingness  to  pour  new  wine  into  old 
bottles  has  been  frustrated  by  narrow  interpretations  of  the  law  by 
the  courts.  Several  controversies  surrounding  provisions  of  the  Glass- 
Steaq-all  Act  illustrate  this  point. 

When  section  8  of  the  National  Bank  Act,  12  F.S.C.  24  (Seventh!, 
was  amended  in  1933  to  preclude  banks  froTu  underwriting  any  bonds 
of  states  and  political  subdivisions  other  than  "general  obligations." 
virtually  all  state  and  municipal  securities  were  issued  by  government 
entities  which  possessed  the  power  of  taxation.  Financing  by  revenue 
bonds,  which  rely  on  specific  sources  of  revenue  rather  than  on  the 
general  taxing  power  of  the  issuer,  was  almost  unknown.  After  World 
"War  II,  a  significant  change  in  state  and  municipal  financing  took 
place,  with  increasing  reliance  upon  revenue  bonds  issued  by  hundreds 
of  newly  created  bodies  and  authorities  for  various  public  purposes. 
These  revenue  bonds  in  many  cases  were  of  as  high  a  quality  as  ob- 
ligations supported  by  the  taxing  power. 

Recognizing  the  emergence  of  a  new  form  of  government  financing 
unknown  to  Congress  in  1933,  the  Comptroller  in  1963  issued  an  inter- 
pretation specifying  that  revenue  bonds  came  within  the  phrase  "gen- 
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era!  objurations",  since  revenue  bonds  were  backed  bv  the  full  faith 
and  credit  of  the  issuing  authority.  12  C.F.R.  1.3(e)  (1964).  This 
ruling  freed  national  banks  to  compete  for  the  first  time  with  invest- 
ment bankers  in  underwriting  and  dealing  in  revenue  bonds.  Nation*] 
bank  entry  into  this  field  was  expected  to  reduce  the  issuer's  borrow- 
in::  costs  and  to  help  accommodate  a  rapid  increase  in  the  volume  of 
revenue  bonds  for  which  an  underwriter  was  required. 

The  Comptroller's  attempt  to  accommodate  this  new  development 
in  state  and  municipal  finance  to  a  law  enacted  30  years  prior,  proved 
short-lived.  Almost  immediately,  a  group  of  investment  bankers  sued 
to  have  the  Comptroller's  ruling  declared  null  and  void.  In  Baker, 
Waffs  <{<  Co..  392  F.  2d  497  (D.C.  Cir.  1968),  the  court,  relying  upon 
a  confused  legislative  history  and  little  precedent,  invalidated  the 
Comptroller's  ruling  to  the  extent  that  it  authorized  national  banks 
to  underwrite  and  deal  in  obligations  of  political  subdivisions  not 
supported  by  the  taxing  power.  The  Comptrollers  attempt  to  assist 
states  and  municipalities  in  their  financings  and  to  inject  new  com- 
petition into  the  state  municipal  securities  market  was  thereby  fore- 
closed. 

Since  the  P>a~kev^  Waffs  decision.  Congress  has  to  some  extent  adopted 
the  Comptroller's  position  by  amending  12  U.S.C.  24  (Seventh)  to 
permit  national  banks  to  underwrite  and  deal  in  obligations  issued 
Dy  any  state  or  political  subdivision  or  agency  thereof  for  housing, 
university  or  dormitory  purposes.  See  §  1705(h).  Housing  and  Urban 
Development  Act  of  1968,  Public  Law  90-448.  To  the  extent  that  the 
prohibition  on  bank  underwriting  of  revenue  bonds  remains  in  effect, 
one  wonders  whether  an  appropriate  state  of  affairs  exists  when  banks 
are  barred  from  underwriting  the  bonds  of  the  highly  regarded  Port 
of  New  York  Authority,  but  are  free  to  underwrite  the  somewhat  less 
esteemed  securities  of  New  York  City. 

The  Comptroller's  attempt  to  accommodate  the  Glass-Steagall  Act 
to  the  needs  of  the  small  investor  met  the  same  fate  as  his  revenue  bond 
ruling.  After  Congress  transferred  jurisdiction  over  most  of  the  trust 
activities  of  national  banks  from  the  Federal  Iveserve  Board  to  the 
Comptroller  of  the  Currency  in  1962.  the  Comptroller  solicited  sug- 
gestions  for  improving  the  regulations  applicable  to  trust  operations. 
The  resulting  new  regulations  broaden  the  authority  of  the  banks  to 
offer  collective  investment  management  through  so-called  managing 
agency  accounts.  In  1965,  First  National  City  Bank  of  Xew  York 
submitted  a  plan  to  the  Comptroller  for  the  collective  investment  of 
managing  agency  accounts.  The  Comptroller  approved  the  plan,  rec- 
ognizing that  it  would,  for  the  first  time,  allow  banks  to  offer  to  small 
investors  a  sophisticated  investment  service1  previously  available  only 
to  wealthy  individuals.  In  return  for  their  money,  customers  were 
given  "unit.-  of  participation"  in  a  collective  fund,  which  operated 
musi  liken  mutual  fund  with  freely  redeemable  shares. 

At  the  time  of  the  Comptroller's  approval,  it  was  recognized  that 
First  National  City  Bank's  proposal  departed  in  some  respects  from 

t  he  scheme  envisaged  1>\  t  he  ( 'oinpl  roller's  newly  adopted  rcgulal  ions. 

These  departures  were  requested  by  the  Securities  and  Exchange  Conn- 
on  —  ion  SO  that  t  he  plan  could  meet  t  he  specilicat  ions  of  the  Invest  men! 

Company  Ah  of  r.Ho.  To  satisfy  the  requirements  of  the  Act.  it  was 
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necessary  to  convert  a  bona  fide  trust  into  a  different  form  which  in- 
cluded many  of  the  trappings  of  an  investment  company  registered 
under  the  securities  laws.  These  changes,  the  Comptroller  believes, 
added  significantly  to  the  plan's  legal  vulnerability  under  the  Glass- 
Steagall  Act,  although  the  Comptroller  gave  his  approval  to  the  modi- 
fied plan  because  of  the  plan's  substantial  public  benefits  to  the  small 
investor. 

The  Comptroller's  stance  in  favor  of  increasing  competition  for 
the  attention  of  the  small  investor  was  immediately  attacked  by  the 
mutual  fund  industry,  and  the  dispute  was  finally  settled  by  the  Su- 
preme Court.  In  Investment  Company  Institute  v.  Camp.  404  U.S. 
617  (1971),  the  Court  held  that  while  nothing  in  the  banking  law  pro- 
hibits a  national  bank  from  commingling  trust  funds,  or  acting  as 
managing  agent  for  individual  customers,  or  purchasing  stock  for  the 
account  of  customers,  the  union  of  these  powers  in  an  investment  fund 
gives  rise  to  certain  dangers  from  which  Congress  intended  to  insulate 
commercial  banks  when  it  enacted  the  Glass-Steagall  Act.  The  various 
trappings  added  to  the  commingled  account  to  comply  with  the  secu- 
rities laws  seemed  important  to  the  Supreme  Court  in  finding  that  the 
Glass-Steagall  Act  had  been  violated.  Accordingly,  the  Comptroller's 
regulations  authorizing  commingled  managing  agency  accounts  for 
the  benefit  of  the  small  investor  were  declared  invalid. 

A  more  recent  attempt  by  the  Comptroller  to  accommodate  inno- 
vative services  for  small  investors  with  the  outdated  provisions  of  the 
Glass-Steagall  Act.  arose  in  connection  with  a  new  bank  service  known 
as  the  Automatic  Investment  Service  (AIS).  Through  this  service 
small  savers  can  purchase  shares,  including  fractional  shares,  of  Amer- 
ican corporations  at  a  lower  cost  than  if  the  same  purchase  were  made 
directly  from  a  stockbroker.  AIS  allows  bank  checking  account  cus- 
tomers to  select  a  stock,  or  any  number  of  stocks,  from  a  list  of  the  25 
large-t  corporations  on  the  Standard  &  Poor's  425  Industrial  Index. 
The  customer  decides  how  much  per  month  he  wishes  to  invest  in  stocks 
and  in  which  stocks  he  wishes  to  invest.  Thereafter,  the  bank,  perform- 
ing its  traditional  agency  function  and  minimizing  its  bookkeeping 
expense  through  the  use  of  computer  accounting,  debits  the  customer's 
checking  account  in  the  p  re-selected  amount  and  pools  these  amounts 
with  the  money  of  others  who  have  selected  the  same  stock.  Through  a 
broker,  the  bank  effects  the  stock  purchases  for  the  account  of  its  cus- 
tomer after  first  deducting  a  service  charge.  Each  customer  receives  a 
monthly  statement  indicating  the  number  of  full  and  fractional  shares 
purchased  for  his  account.  Because  the  bank  does  not  give  investment 
advice  in  connection  with  the  purchases,  the  customer  is  advised  to 
make  an  independent  investigation  of  the  merits  and  suitability  of  the 
available  stocks. 

On  June  10.  1974,  the  Comptroller  issued  a  formal  legal  opinion  of 
23  pages  concluding  that  the  Automatic  Investment  Service  does  not 
violate  any  provisions  of  the  Glass-Steagall  Act.  Since  that  date,  ap- 
proximately 15  commercial  banks  have  offered  this  service  to  their 
customers. 

The  Comptroller  believes  that  AIS  could,  if  widely  accepted  by  the 
public,  constitute  a  significant  contribution  to  the  capital  marketing 
mechanism  of  this  country.  AIS  appears  to  be  an  imaginative  way  to 


414 

enable  persons  with  modest  incomes  to  invest  systematically  in  stocks 
of  American  corporations.  Through  the  pooling  of  customer  funds, 
banks  offering  AIS  can  take  advantage  of  lower  commissions  for  block 
purchases.  The  use  of  the  computer  to  perform  complex  mathematical 
chores,  such  as  calculating  a  customer's  fractional  share  holdings,  pro- 
vides additional  economies  important  to  the  small  investor  who  wishes 
to  purchase  an  interest  in  the  American  economy  at  the  lowest  possible 
cost.  AIS  undoubtedly  will  appeal  to  many  people  who  have  never 
invested  in  stock  before  and  this,  to  the  extent  it  is  successful,  will 
provide  new  sources  of  badly  needed  capital. 

Despite  the  advantages  AIS  holds  for  both  the  small  investor  and 
the  capital-raising  mechanism  of  the  country,  the  mutual  fund  in- 
dustry and  the  New  York  Stock  Exchange  filed  suit  against  the  Comp- 
troller contending  that  the  Glass- Steagall  Act  bars  commercial  banks 
from  offering  this  service.  New  York  Stock  Exchange  v.  Smith,  Civil 
Action  Xo.  74-1405  (D.D.C.)  Among  other  things,  the  plaintiffs  ar- 
gued that  section  16  of  the  Act,  12  U.S.C.  24  (Seventh) ,  was  never  in- 
tended to  allow  banks  to  offer  a  continuous  brokerage-type  service  on 
a  wide  scale  and  for  a  profit.  Such  arguments  miss  the  essential  point 
that  AIS  is  not  a  brokerage  or  an  investment  advisory  service:  the 
bank's  roles  is  strictly  that  of  an  agent  buying  and  selling  shares  on  the 
order  of  its  principal.  As  evidenced  by  the  language  of  section  16,  this 
type  of  agency  function  has  been  performed  by  banks  for  decades.  The 
only  new  thing  about  AIS  is  that  the  invention  of  the  computer  has 
made  it  economically  feasible  for  a  bank  to  offer  this  agency  service  to 
people  of  moderate  means  who  cannot  otherwise  afford  to  purchase 
enough  shares  at  one  time  to  make  it  worth  the  bank's  while  to  handle 
their  business.  Recognizing  the  validity  of  the  Comptroller's  interpre- 
tation, the  U.S.  District  Court  for  the  District  of  Columbia  on  De- 
cember 5,  1975,  upheld  the  right  of  national  banks  to  offer  automatic 
investment  services  to  their  customers. 

To  date,  only  one  of  the  Comptroller's  innovative  rulings  with  Glass- 
Steasrall  overtones  has  not  been  the  subject  of  litigation.  This  ruling. 
12  C.F.R.  7.7376,  permits  national  banks  to  form  operating  subsid- 
iaries by  purchasing  the  stock  of  de  novo  or  previously  established 
corporations.  Since  operating  subsidiaries  may  engage  only  in  activi- 
ties which  the  bank  itself  can  perform,  the  Comptroller  believes  that 
the  dangers  which  the  Glass-Steagall  Act  sought  to  prevent  are  not 
present  in  such  transactions,  and  that,  therefore,  no  provision  of  the 
Act  is  applicable.  The  Federal  Reserve  Board,  which  initiallv  dis- 
>i<TPprj  with  the  Comptroller,  adopted  a  similar  view  in  1968. 12  C.F.R. 
250.141. 

In  the  last  ten  to  fifteen  years,  the  Comptroller  baa  issued  several 
interpretations  construing  the  incidental  powers  clause  in  12  U.S.C. 
24  (Seventh).  On  ench  occasion,  the  Comptroller  was  attempting  to 
give  formal  recognition  to  innovations  spawned  by  services  tradition- 
ally offered  by  banks.  Many  of  these  rulings  have  been  the  subject  of 
litigation. 

One  example  involves  the  Comptroller's  ruling  on  the  leasing  of 
personal  property  by  national  banks,  12  C.F.R,  7.3400.  Traditionally, 
national  l^nks  have,  financed  the  leasing  of  equipment  and  the  like. 
takinc  as  collateral  a,  chattel  mortgage  and  an  assigrilrifant  of  rentals 
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executed  by  the  lessor.  Recognizing  this  procedure  to  be  cumbersome 
and  less  than  efficient,  the  Comptroller  in  1963  interpreted  the  inci- 
dental powers  clause  to  permit  national  banks  to  purchase  such  equip- 
ment in  the  bank's  name  for  direct  lease  to  its  customer.  Such  pur- 
chases were  to  be  made,  however,  only  upon  the  specific  request  of  a 
customer;  the  accumulation  of  an  inventor}7  of  goods  for  lease  was  not 
permitted.  The  direct  leasing  of  personal  property  was  thought  to  be 
incidental  to  banking  because  leases  were,  and  always  have  been,  a  form 
of  financing,  the  functional  equivalent  of  a  loan. 

In  the  eleven  3rears  that  followed  the  publication  of  this  ruling,  no 
court  challenges  were  brought  and  direct  leasing  became  a  recognized 
banking  function.  Today,  at  least  650  national  banks  are  engaged  in 
direct  leasing,  with  leases  worth  more  than  $2  billion.  In  1974,  how- 
ever, as  banks  became  interested  in  leasing  automobiles,  court  action 
was  initiated  against  the  Comptroller  to  have  12  C.F.R,  7.3400  declared 
invalid  to  the  extent  that  it  could  be  construed  as  authorizing  motor 
vehicle  leasing.  In  M  &  M  Leasing  Corp.  v.  Seattle-First  National 
Bank,  391  F.  Supp.  1290  (W.  D.  Wash.  1975),  the  district  court  up- 
held the  Comptroller  insofar  as  open-end  leases  (where  the  bank  does 
not  rely  on  the  residual  value  of  the  leased  equipment)  are  concerned. 
The  court  held,  however,  that  the  execution  of  closed-end  leases  is  not 
incidental  to  banking  because,  since  the  bank  rather  than  the  lessee 
bears  the  risk  of  a  decrease  in  the  residual  value,  the  transaction  is 
thought  no  longer  to  be  the  functional  equivalent  of  a  loan. 

The  decision  in  the  M  &  M  Leasing  case  is  being  appealed  by  both 
sides.  The  Comptroller  does  not  agree  with  the  court  that  a  bank  cannot 
rely  on  the  residual  to  any  extent  in  a  leasing  transaction,  although  the 
Comptroller  does  agree  that  some  limitation  is  warranted  upon  the 
amount  of  the  risidual  value  risk  which  the  bank  should  be  permitted 
to  assume.  The  Federal  Reserve  Board's  regulations  on  bank  holding 
company  leasing  activities.  12  C.F.R.  225.4(a)  (6)  (i)  (d),  reflect  the 
same  view. 

The  arrival  of  the  computer  age  required  the  Comptroller  to  rule  on 
the  extent  to  which  national  banks  could  utilize  their  data  processing 
equipment  to  perform  services  for  others.  Maintaining  financial  rec- 
ords for  bank  customers  has  long  been  a  traditional  banking  function. 
Computerization  of  these  records  became  inevitable  as  their  volume 
increased;  banks  also  needed  computers  to  read  the  newly  developed 
micro-encoding  on  checks  passing  through  the  payments  system.  Ac- 
cordingly, the  Comptroller  in  the  early  sixties  found  that  12  U.S.C.  24 
(Seventh)  permitted  national  banks  to  perform  data  processing  serv- 
ices for  others.  In  1974,  this  ruling,  12  C.F.R,  7.3500,  was  revised  to 
delineate  more  clearly  the  data  processing  services  which  eould  be 
furnished.  This  ruling  already  has  been  the  subject  of  two  lawsuits. 
and  a  third  (National  Retailers  Corn,  of  Arizona  v.  Valley  National 
Bank,  Civ.  Action  71-410-PHX-WCF  (D.  Ariz.))  is  scheduled  for 
trial  in  February  1976. 

With  respect  to  travel  services,  the  Comptroller  in  1963  reaffirmed  in 
a  formal  interpretive  ruling,  12  C.F.R.  7.7475,  the  traditional  banking 
practice  of  selling  travel  services  to  bank  customers.  One  national 
bnnk  has  been  offering  travel  services  since  1865.  The  Comptroller  spe- 
cifically had  approved  the  practice  in  1935.  Nevertheless,  the  offering 
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of  travel  services  by  national  banks  was  attacked  in  Arnold  Tours.  Inc. 
v.  Camp,  472  F.  2d  427  (1st  Cir.  1972),  where  the  court  found  the 
Comptroller's  ruling  invalid  to  the  extent  that  it  can  be  construed  to 
authorize  the  operation  of  a  "full-scale  travel  agency."  The  degree  to 
which  national  banks  may  continue  to  engage  in  the  travel  business  is 
still  an  unsettled  issue.  However,  the  court  made  clear  that  its  decision 
in  no  way  limits  banks  in  rendering  banking  service  for  travelers,  such 
as  the  sale  of  traveler's  checks  and  foreign  currency,  the  making  of 
travel  loans,  issuance  of  letters  of  credit,  and  providing  gratis  travel 
information. 

In  summary,  the  Comptrollers  actions  from  1963  to  the  present  show 
a  consistent  effort  to  maintain  relevant  and  up-to-date  rulings  and  reg- 
ulations. Indeed,  the  Comptroller's  most  recent  rulings  on  die  EFTS 
and  AIS  issues  demonstrate  his  continuing  willingness  to  interpret 
old  statutes  with  a  progressive  attitude.  The  courts  continue  with  some 
frequency,  however,  to  interpret  old  statutes  so  strictly  as  to  impose 
upon  banks  a  more  complex  and  less  competitive  regulatory  scheme 
than  the  Comptroller  believes  to  be  either  desirable  or  required  by 
statute. 

C-G  Numerous  statutory  provisions  designed  to  assure  the  sound- 
ness of  commercial  hanks  and  the  banking  system  were  enactol  dec- 
ades ago.  Are  there  obsolete  or  inappropriate  statutes  that  should  be 
repealed  or  amended? 

In  the  response  to  question  Co,  we  have  indicated  some  of  our  diffi- 
culties with  two  old  banking  laws,  the  McFadden  Act  and  the  Glass- 
Steagall  Act.  Since  the  passage  of  those  two  acts,  the  business  of  bank- 
ing and  the  nation's  economy  have  been  so  significantly  changed  that 
many  of  the  underlying  principles  of  those  laws  are  no  longer  valid. 
The  acts  should  be  amended  to  reflect  current  conditions  in  banking 
and  in  the  economy. 

On  the  subject  of  controls  on  branching  under  the  McFadden  Act. 
there  are  two  areas  in  which  legislation  might  be  useful.  The  first 
concerns  electronic  funds  transfer  systems.  There  is  disagreement 
with  the  Comptroller's  ruling  that  a  customer-bank  communication 
terminal  (CBCT)  is  not  a  branch.  An  amendment  to  the  federal  law 
excluding  a  CBCT  from  the  definition  of  a  branch  could  resolve  this 
issue  for  national  banks  in  Standard  Metropolitan  Statistical  Areas] 

A  second  area  of  possible  legislation  is  interstate  branching  within 
metropolitan  areas.  Many  cities  are  situated  near  state  borders  so  that 
their  Standard  Metropolitan  Areas  extend  into  two  or  more  states. 
For  many  commercial  purposes,  a  metropolitan  area  is  a  single  entity, 
not  a  collection  of  units.  To  permit  branching  within  a  metropolitan 
area  would  permit  banks  to  locate  branches  wherever  they  would  be 
most,  useful  for  customers  without  regard  to  state  boundaries. 

Both  of  these  possible  amendments  would  be  highly  controversial. 
Branching  has  been  a  topic  of  intense  debate  throughout  the  entire 
history  of  this  Office  and  likely  will  remain  a  subject  of  contention  for 
some  time.  As  the  law  now  stands,  these  changes  can  be  accomplished 
by  amendments  to  state  laws,  but  it  seems  unlikely  that  there  will  be 
any  uniformity  of  state  action.  Thus  amendment  of  the  federal  law 
may  he  necessary  to  provide  national  banks  uniform  authority  to 
establish  branches  to  serve  the  Tieeds  of  the  modern  community. 
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The  Glass-Steagall  Act  is  generally  understood  to  provide  a  separa- 
tion between  commercial  and  investment  banking.  Its  actual  effect 
has  never  been  a  complete  separation  of  the  two  functions  and  recent 
developments  in  commercial  banking  have  further  blurred  those  dis- 
tinctions. This  Office,  along  with  other  agencies  regulating  banking 
or  the  securities  industry,  has  participated  in  the  Capital  Markets 
Study  conducted  by  the 'Treasury  Department.  Among  other  topics 
studied  has  been  the  Glass-Steagall  Act  and  the  Study's  recommenda- 
tions are  expected  in  the  next  few  months.  The  Securities  Subcommit- 
tee of  the  Senate  Banking  Committee  is  also  engaged  in  a  thorough 
review  of  the  Glass-Steagall  Act. 

Among  the  large  number  of  issues  involving  the  Glass-Steagall  Act 
are  three  that  recently  have  been  under  particularly  close  review  by 
the  Comptroller.  The  most  publicized  of  these  questions  involves  the 
Automatic  Investment  Service  ( AIS)  whereby  a  bank,  acting  as  agent 
for  its  checking  account  customers,  purchases  stock  in  accordance  with 
its  customers'  directions.  The  service  is  particularly  helpful  to  the 
small  investor  because  the  bank  is  able  to  reduce  the  brokerage  charges 
for  its  customers  by  pooling  their  orders  to  purchase.  As  noted  above, 
in  the  response  to  question  Co,  the  Comptroller  has  issued  an  opinion 
that  AIS  violates  no  provision  of  the  Glass-Steagall  Act.  Recently 
a  federal  District  Court  sustained  the  Comptroller's  position  and  ruled 
that  the  agency  relationship  of  the  AIS  is  allowable  under  12  U.S.C. 
24  (Seventh) .  A  clarifying  amendment  to  the  Glass-Steagall  Act  would 
help  in  allowing  further  development  of  innovative  customer  services, 
such  as  AIS.  without  the  need  to  litigate  every  new  development  as 
it  occurs. 

The  Glass-Steagall  Act  permitted  commercial  banks  to  remain  as 
underwriters  of  one  type  of  security,  general  obligation  bonds  of  state 
and  local  governments,  while  ending  banks'  underwriting  of  corporate 
debt  and  equity  securities.  Since  the  passage  of  the  Glass-Steagall 
Act  government  authorities  have  developed  new  methods  of  financing 
which  were  not  in  existence  in  1933.  The  revenue  bond,  supported 
by  revenues  other  than  tax  money,  such  as  bridge  and  highway  tolls  or 
hospital  charges,  is  one  prominent  example  of  a  financing  device  that 
has  emerged  since  1933.  As  described  in  the  response  to  question  Co. 
the  courts  have  allowed  national  banks  only  a' limited  authoritv  to 
underwrite  these  revenue  bonds.  A  revision  of  the  law  to  allow  national 
banks  to  underwrite  and  deal  in  revenue  bonds  would  promote  compe- 
tition in  this  field  and  might  reduce  the  issuers'  borrowing  costs.  The 
Senate  included  a  provision  of  this  sort  as  Title  II  of  S.  3838  of  the 
93rd  Congress.  The  provision  was  dropped  bv  action  of  the  conference 
committee  and  the  resulting  law.  P.L.  93-501,  does  not  grant  this  new 
authoritv  to  national  banks. 

The  third  area  of  concern  involves  the  criminal  penalties  attaching 
to  a  violation  of  the  Glass-Steagall  Act,  12  U.S.C.  378(b).  The  area 
is  a  technical  one  as  shown  bv  the  discussion  of  its  provisions  in  this 
response  and  in  the  answer  to  question  Co.  Because  of  the  possibilitv 
of  a  five-year  imprisonment,  bankers  are  warv  of  innovations  that 
mav  even  remotely  run  afoul  of  the  Glass-Steagall  prohibitions.  The 
existence  of  criminal  penalties  in  an  act  with  such  laro-e  o-rav  areas 
seems  unfair  and  counter-productive.  fe     * 
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All  of  the  amendments  so  far  mentioned  are  controversial  and  will 
require  a  great  deal  of  examination  on  the  part  of  the  Congress,  the 
regulatory  agencies,  industry  and  other  interested  parties  to  review 
adequately.  There  are  several  other  amendments  to  the  banking  laws 
which  promise  to  be  less  controversial  but  which  should  be  extremely 
helpful  to  the  system  of  bank  regulation  when  they  are  passed. 

The  three  federal  banking  agencies  have  cooperated  to  produce  a 
package  of  recommendations  to  amend  the  banking  laws  to  help  pre- 
vent or  ameliorate  "problem  bank''  situations.  These  recommendations 
have  been  introduced  in  Congress  as  H.R.  9743  and  S.  2304. 

An  important  amendment  to  the  Financial  Institutions  Supervisory 
Act  proposed  in  the  bill  would  a  fleet  the  officer  removal  provisions  of 
that  Act.  12  U.S.C.  §  1818(e).  Section  0(d)  of  the  bill  would  amend 
current  law  to  insert  gross  negligence  in  the  operation  or  management 
of  a  bank  and  willful  disregard  for  a  bank's  safety  and  soundness  as 
further  grounds  for  removal  of  an  officer  or  director  in  addition  to 
the  present  standard  of  personal  dishonesty.  The  experience  of  the 
banking  agencies  enforcing  the  law  with  only  "personal  dishonesty" 
as  the  standard  showed  that  the  term  was  sometimes  not  clearly  under- 
stood. In  other  situations,  that  standard  erected  a  burden  of  proof  that 
prevented  removal  of  an  officer  who  could  be  shown  to  have  been 
grossly  negligent  in  his  handling  of  bank  affairs  but  who  could  not 
be  shown  to  have  exhibited  personal  dishonesty. 

The  amendments  to  12  U.S.C-  §  1818(e)  would  change  the  relation- 
ship between  the  Board  of  Governors  of  the  Federal  Reserve 
System  and  the  Comptroller  in  an  officer  removal  case.  The  present 
law  is  unnecessarily  complex  and  duplicative  requiring  the  Board  of 
Governors'  determining  whether  to  institute  proceedings  and,  later, 
whether  to  take  final  action.  To  make  the  law  more  effective,  the  bill 
provides  simplified  procedures  which  would  permit  the  appropriate 
supervisory  agency  to  remove  the  offending  officer  or  director.  Under 
the  provisions  of  this  bill,  the  Comptroller  would  be  given  the  author- 
ity to  institute  and  prosecute  removal  proceedings.  Removal  would 
occur  when  the  Board  of  Governors  approves  the  final  recommenda- 
tion of  the  hearing  examiner.  The  new  system  would  retain  adequate 
procedural  safeguards  but  would  improve  the  efficiency  of 
enforcement. 

An  additional  amendment  associated  with  this  bill,  but  not  included 
in  it,  is  a  proposal  to  redefine  the  term  "affiliate"  in  the  Federal  Re- 
serve Act.  The  three1  regulatory  agencies  have  not  proposed  specific 
language  on  this  subject,  but  have  endorsed  the  proposal.  The  defini- 
tion of  an  affiliate  in  12  U.S.C.  §  221a  should  be  changed  so  that  an 
affiliate  of  a  national  bank  would  include  a  greater  range  of  relation- 
ships than  are  currently  recognized.  Recent  experience  has  demon- 
strafed  the  need  for  change  to  protect  the  hanking  system  against 
problems  similar  to  those  of  U.S.  National  of  San  Diego.  The  banking 
agencies  now  are  working  on  a  draft  bill  to  address  this  problem  and 
it  should  be  forwarded  soon  to  the  Congress  for  consideration. 

The  discussion  so  far  has  centered  on  laws  and  amendments  that  are 
currently  receiving  the  attention  of  this  Office  either  as  a  result  of 
the  problems  banks  have  exnerienccd  over  the  past  two  years  or  as  a 
result  of  a  decision  by  this  Office  to  permit  banks  to  expand  into  some 
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innovative  areas  of  customer  service.  In  addition  to  these  topics,  there 
are  several  other  possible  amendments  to  the  banking  laws  which  have 
been  reviewed,  but  which  have  been  forced  into  the  background  by 
larger  problems  of  greater  urgency.  These  other  proposals  have  not 
been  reviewed  as  fully  as  others  discussed  in  this  response ;  thus  they 
will  be  briefly  described  below. 

1.  An  amendment  to  12  U.S.C.  §  94  removing  a  limitation  on  the 
venue  of  suits  against  national  banks:  Present  law  allows  a  suit  to  be 
filed  against  a  national  bank  only  in  the  district,  city  or  county  where 
the  bank  has  its  home  office.  TYliere  a  national  bank  has  purchased  out 
of  state  promissory  notes  which  later  become  the  subject  of  a  suit,  the 
limitation  works  a  burden  on  the  plaintiff  in  the  case.  In  the  nine- 
teenth century,  when  that  section  was  enacted,  Congress  was  concerned 
about  the  disruption  to  a  bank's  business  that  would  occur  if  its  books 
and  records  were  transferred  to  distant  areas  in  response  to  a  suit.  The 
provision  may  now  be  outdated,  and  this  Office  has  expressed  to  both 
the  Senate  and  House  Banking  Committees  and  to  certain  other  Mem- 
bers of  Congress  its  support  for  a  review  of  that  section  of  law. 

2.  An  amendment  to  12  U.S.C.  §  51b  to  remove  the  limit  on  divi- 
dend payments  to  holders  of  preferred  stocks  of  national  banks :  The 
current  law  prescribes  a  6%  maximum.  Present  market  conditions 
make  this  limit  a  serious  impediment  to  banks'  raising  new  capital  by 
a  sale  of  preferred  stock. 

3.  An  amendment  to  12  U.S.C.  §  371c  to  permit  banks  to  purchase 
fully  secured  intangible  assets  from  affiliated  corporations :  The  pres- 
ent law,  amended  in  1966,  prevents  such  purchases  (usually  of  mort- 
gage loans)  by  a  member  bank  because  the  purchase  is  considered  an 
extension  of  credit.  A  carefully  safeguarded  amendment  to  permit 
such  purchases  of  fully  secured  mortgage  loans  without  recourse  sub- 
ject to  regulation  by  the  agencies  could  open  this  source  of  funds  for 
the  housing  market, 

4.  An  amendment  to  require  banks  to  cash  federal  and  state  govern- 
ment checks  for  non-depositors :  The  problem  here  is  obviously  one  of 
protecting  banks  against  bad  check  losses.  However,  those  losses  could 
be  minimized  by  legislation  which  required  proper  identification  of 
the  person  cashing  the  check,  a  limit  on  the  size  of  the  check  to  be 
cashed,  or  a  government  guarantee  against  losses  when  the  bank  had 
been  furnished  proper  identification. 

5.  An  amendment  to  12  U.S.C.  §  60(b)  to  limit  a  bank's  payment 
of  dividends  to  the  retained  profits  of  the  prior  36  month  period :  The 
current  law  limits  payments  to  the  total  of  retained  earnings  from  the 
past  three  calendar  years  so  that  there  is  an  incentive  to  banks  to  de- 
clare large  dividends  in  December  of  each  year.  By  changing  the  law 
to  a  prior  36  month  basis,  banks  would  be  encouraged  to  institute  some 
greater  consistency  in  their  payments. 

<  6.  Amendments  to  18  U.S.Cl  §S  656  and  1005  concerning  misapplica- 
tion of  funds  by  bank  officials :  The  amendments  are  necessary  to  cor- 
rect erroneous  interpretations  of  the  law  bv  the  courts.  Some  courts 
have  held  that  an  officer  making  a  loan  for  his  own  benefit  and  conceal- 
ing that  fact  from  the  board  of  directors  does  not  constitute  a  false 
statement  on  the  books  and  records  of  the  bank  even  though  the  loan 
is  really  a  sham  transaction.  Other  courts  have  held  that  where  debtors 
turned  over  the  proceeds  of  loans  to  a  bank  official  for  his  personal 
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use,  this  would  not  constitute  a  misapplication  of  funds  of  the  bank 
unless  the  debtors  were  fictitious,  financially  irresponsible,  or  assured 
by  the  bank  official  that  they  would  not  be  looked  to  for  repayment. 

7.  A  clarification  of  federal  jurisdiction  over  check  kiting  offenses: 
Where  the  banks  victimized  by  a  check  kiting  scheme  transport  checks 
between  each  other  and  the  Federal  Reserve  by  a  means  other  than 
mail,  there  has  been  a  problem  in  prosecuting  the  individuals  perpe- 
trating the  scheme.  Neither  18  U.S.C.  §  1341  (mail  fraud),  18  U.S.C; 
§  2314  (interstate  transportation  of  stolen  property)  nor  18  U.S.C. 
§  1014  (false  statements  to  procure  credit)  have  been  sufficient  to 
prosecute.  An  amendment  is  necessary  either  to  the  banking  laws  or  to 
Title  18  to  define  and  prohibit  check  kiting  and  to  provide  adequate 
penalties  for  such  schemes. 

8.  Amendments  to  the  Bank  Merger  Act  of  1966  to  change  restric- 
tions inhibiting  certain  bank  mergers:  The  present  language  of  12 
U.S.C.  §  1828(c)  (4)  requires  a  Department  of  Justice  competitive  re- 
port on  all  bank  mergers  and  12  U.S.C.  §  1828(c)  (7)  (A)  provides  for 
an  automatic  stay  of  a  merger.  The  law  thus  works  a  particular  hard- 
ship on  small  banks  involved  in  a  merger  which  will  not  damage  com- 
petition. It  also  imposes  needless  burdens  on  mergers  which  are  no  more 
than  corporate  reorganizations.  The  statute  could  be  amended  to  elimi- 
nate its  applicability  to  mergers  when  certain  standards  of  size  or  com- 
petition are  met  or  when  done  solely  for  purposes  of  corporate 
reorganization.  See  the  response  to  question  E  1  for  a  more  complete 
discussion  of  this  and  other  proposals  for  change  in  the  Bank  Merger 
Act. 

0.  A  clarification  of  the  status  of  12  U.S.C.  §  02 :  This  section  allows 
national  banks  doing  business  in  places  having  a  population  of  5,000 
or  less  to  act  as  general  insurance  agents.  It  was  added  to  R.  S.  §  5202 
in  1916,  but  it  was  omitted  in  a  1918  amendment  to  R.  S.  §  5202.  The 
omission  was  apparently  an  oversight  for  courts  have  determined  that 
the  section  was  never  actually  repealed.  We  prefer  repeal  of  the  Section 
because  it  would  end  confusion  about  the  sections  status  in  law  and 
remove  an  anachronistic  provision  from  the  federal  banking  laws. 
However,  formal  approval  of  the  section  by  a  new  act  of  Congress 
would  be  an  acceptable  alternative  for  we  are  most  concerned  that 
confusion  be  resolved. 

10.  Other  amendments  are  discussed  elsewhere  in  the  responses  to 
these  questions.  The  response  to  A  1  includes  a  proposal  for  a  change 
in  12  U.S.C.  §  375a  regarding  loans  to  executive  officers.  The  response 
to  Question  BO  includes  proposals  to  amend  12  U.S.C.  §  29  and  repeal 
12  I  .S.C.  §  50>. 

D.  Reporting  Bbquiremunts 

D-l  Furnish  an  inventory,  and  copies  of  forms,  of  all  periodic  and 
othef  for™*  or  reporting  documents,  indicating  for  each:  (a)  which 
banks  or  bank  holding  company  must  fie,  (b)  how  often  or  on  what 
occasion,  (c)  estimated  cost  of  filing  for  a  typical,  hank  in  <  a,h  of  thl 
following  size categories  for  total  deposits:  Over  $1  billion  mOmilUon 

to  $1  A  Ihon.  S'fOO  lo  500  million.  S.~>,)  f„  10')  million.  $  )  million 

under  $10  miUion,  (d)   uses  of  the  information,  (e)   wh  Ho  r  any  or  aft 
of  tlu    data  arc  made  an, italic  to  the  <jem  ral  public,  or  are  available 
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to  persons  outside  of  bank  regulatory  agencies  {if  so,  described),  (/) 
th<  last  date  on  which  the  form  was  reviewed,  indicating  what,  if  any, 
changes  were  made,  whether  elimination  or  reduction  of  the  form  was 
considered  and,  if  so,  what  ensued,  (g)  Describe  any  proposed  change* 
in  bank  supplied  reports. 

D-2  (a)  Describe  the  significant  increases,  via  new  forms,  ques- 
tions, or  otlierwise,  in  data  secured  from  banks,  which  were  introduced 
within  the  past  five  years,  (b)  Describe  the  significant  reduction*,  via 
elimination,  consolidation,  reduction  or  otherwise,  of  forms  or  ques- 
tions and  data  secured,  made  within  the  past  five  years. 

D-3  (a)  Describe  the  persons  and  producers  used  during  the  past 
five  years  to  effect  reduction  or  simplification  of  reporting  burdens; 
include  any  other  responsibilities  such  persons  had  concurrently,  (b) 
Do  you  believe  your  process  of  reduction  and  simplification  of  data 
requirements  could  be  improved,  and  if  so,  how? 

Answers  to  the  seven  parts  of  question  1  are  outlined  under  the  des- 
ignation of  each  form.  In  the  event  that  a  question  can  be  answered 
uniformly  for  all  forms  in  a  certain  category,  that  answer  is  set  forth 
at  the  outset.  Answers  to  questions  (2)  and  (3),  where  appropriate, 
follow  the  answers  to  question  (1)  for  each  of  the  several  categories  of 
forms.  One  copy  of  each  form  listed  accompanies  this  material.  We 
also  appended  to  the  package  of  individual  responses  a  listing  of  all 
official  forms  which  either  have  been  introduced  or  eliminated  within 
the  past  five  years.  This  information  is  intended  generally  to  answer 
question  (2). 

CC  7020-G2— Cashier's  Certificate  on  Adoption  of  Amended  Bylaws : 

A.  All  National  Banks 

B.  Individual  basis  as  directors  decide. 

C.  Nominal — no  analysis. 

D.  Permanent  record  on  banks  governing  bylaws. 

E.  Public. 

F.  Within  last  six  months.  No  change. 

G.  None. 

CC  7020-01 — Application  for  Title  Change  for  Subsidiary  Banks  of  Registered 
Bank  Holding  Company : 

A.  Holding  Company  on  behalf  of  group  of  subsidaries. 

B.  When  holding  company  decides  to  project  image  of  all  its  banks. 

C.  Nominal — no  analysis. 

D.  Internal. 

E.  Public. 

F.  Within  last  12  months.  New  form  for  consolidated  use  rather  than  for 
each  bank  to  file  individually. 

G.  None. 

CC  7021-06 — Customer  Bank  Communication  Terminal  (CBCT)  Installation 
Information : 

A.  All  banks. 

B.  Individual  basis. 

C.  No  analysis. 

D.  Internal — computer. 

E.  Limited  public  inspection. 

F.  Within  last  9  months. 

G.  None.  Terminals  under  court  attack. 
CC  7022-08— Joint  Oath  of  Directors. 

CC  7022-09— Oath  of  Directors. 
CC  7022-10— List  of  Directors  : 

A.  All  national  Bank  directors  appointed  and  elected. 

B.  Annually. 

C.  Nominal,  no  analysis. 


422 

D.  Internal.  Law  requires  filing  and  preservation  ten  years. 

E.  Public,  press,  prosecutors. 

F.  Revised  May  1968. 
<;.  None. 

CO  1022-11 — Interim  Directors: 

A.  All  standing  and  elected  to  office. 

B.  Annually. 

C.  Nominal. 

D.  Internal  use. 

E.  Public. 

F.  Approximately  1968. 

G.  None. 

CC  7022-17— Articles  of  Association: 

A.  All  banks. 

B.  Individual  basis. 

C.  Nominal,  no  analysis. 

D.  Internal — permanent  files. 

E.  Public. 

F.  1945. 

G.  None. 

CC  7022-19 — Advice  of  Commencement  of  business : 

A.  All  newly  opened  banks. 

B.  One  time  only. 

C.  No  analysis. 

D.  Statistical  and  internal  use. 
K.  No. 

F.  Approximately  1960.  Number  of  shareholders  added. 

G.  None. 

CC  7022-20— Authority  for  Conversion  of  State  Bank. 
CC  7022-21 — Organization  Certificate  (Conversion)  : 

A.  All  new  converted  banks. 

B.  One  time  only. 

C.  No  analysis. 

D.  Internal  use  and  preservation. 

E.  Public. 

F.  1965. 

G.  None. 

CC  7022-22— Articles  of  Association  : 

A.  All  national  banks. 

B.  Individual  basis. 

C.  No  analysis. 

D.  Permanent  record. 

E.  Public. 

F.  1965. 

G.  None. 

CC  7023-14— Application  for  Change  in  Title  : 

A.  All  national  banks. 

B.  Individual  basis. 

C.  Nominal. 

D.  Internal. 

E.  Public. 

F.  1968. 

CC  7025-16 — Report  of  Progress  of  Liquidation  : 

A.  Handful  of  banks  in  liquidation. 

B.  Annually. 

C.  No  analysis. 
I).  Internal. 

E.  Internal. 

F.  1970. 

G.  None. 

CC  7025-25 — Secretary's  Certificate,  Article  I : 

A.  All  national  banks. 

B.  Individual  basis. 

C.  No  analysis. 

D.  Internal. 

E.  Public. 

F.  1968. 

G.  None. 
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1.  (a)  All  forms  in  the  Capital  Increase  Section  deal  only  with  banks.  There 
are  uo  forms  for  holding  companies.  Furthermore,  all  forms  are  submitted  in 
contemplation  of  changes  in  the  capital  or  ownership  of  the  bank. 

(c)  There  is  no  filing  fee  for  any  of  the  following  forms.  No  analysis  of  actual 
costs  of  filing  is  available  on  the  basis  of  the  bank  size. 

FOB  MS 

Application  for  an  Increase  in  Capital  by  Sale  of  Additional  Common  Stock : 
1.  (b)  Submitted  whenever  the  bank  proposes  a  sale  of  new  stock. 

(d)  Information  used  to  determine  fairness  of  the  proposal  to  present 
shareholders. 

(e)  Application  form  is  considered  public  information  and  is  furnished  to  any 
interested  party. 

(f)  Form  was  revised  September  1974  to  allow  the  Office  to  protect  better  the 
interests  of  minority  shareholders.  Elimination  of  the  form  was  not  considered. 

(g)  None. 

Application  for  an  Increase  in  Capital  by  Issuance  of  a  Stock  Dividend : 
1.  (b)  Submitted  whenever  a  bank  proposes  a  stock  dividend, 
(d)  Used  to  determine  if  proposal  is  an  accordance  with  our  guidelines  before 
the  application  is  approved  or  denied. 

(c)  The  application  form  is  public  information  and  is  furnished  to  any  inter- 
ested party  upon  request. 

(f )  Form  was  revised  in  January  1974  in  order  to  clarify  requested  information. 
Elimination  of  form  was  not  considered. 

(g)  None. 

Application  for  Subordinated  Capital  Notes  or  Debentures  by  a  National 
Bank  : 

1.  (b)  Submitted  in  connection  with  a  proposed  issuance  of  debt  capital. 

(d)  The  information  is  used  to  determine  the  impact  on  the  bank  financially 
before  the  application  is  approved  or  denied. 

(e)  The  information  on  the  application  is  public  and  is  furnished  to  any  inter- 
ested party. 

(f)  The  form  was  revised  in  1972.  At  that  time  it  was  expanded  to  require 
inclusion  of  fixed  charges  on  bank  premises  in  order  to  assist  in  our  financial 
review. 

Application  for  the  Issuance  of  Preferred  Stock  by  a  National  Bank. 
1.  (b)  Used  whenever  a  bank  proposed  to  issue  preferred  stock. 

(d)  Information  used  to  determine  impact  on  a  bank  before  the  application 
is  approved  or  denied. 

(e)  The  application  is  considered  public  information  and  is  given  to  any  inter- 
ested party. 

(f )  The  form  was  revised  in  1975  for  clarification  purposes. 

(g)  None. 

Application  for  Authorized  But  Unissued  Stock  : 

1.  (b)  The  application  is  made  when  the  bank  proposes  to  authorize  stock  in 
an  amount  exceeding  that  prescribed  in  the  Comptroller's  guidelines. 

(d)  The  information  is  used  to  determine  if  request  should  be  granted  based 
on  proposed  use  of  the  stock. 

(e)  This  application  is  public  information  and  is  furnished  to  any  interested 
party  upon  request. 

(f )  The  form  has  not  been  revised  in  recent  years  and  is  used  infrequently. 
It  was  reviewed  in  1975,  with  notation  that  revisions  will  be  made. 

(g)  None. 

Certificate  of  Payment  for  Additional  Common  Stock  : 

1.  (b)  Used  to  report  receipt  of  cash  from  the  sale  of  common  stock. 

(d)  Considered  to  be  proper  certification  that  the  transaction  has  been  com- 
pleted and  the  Comptroller's  Certificate  can  be  issued  authorizing  the  increase. 

(e)  'The  form  contains  no  confidential  information  and  is  furnished  to  any 
interested  party  upon  request. 

(f )  (g)  Reviewed  in  1975.  Changes  will  be  made  to  simplify  and  standardize 
the  form. 

Certificate  of  Payment  for  Additional  Common  Stock  (for  assets)  : 
1.  (b)  Used  to  report  receipt  of  assets  other  than  cash  from  the  sale  of  common 
stock. 
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(d)  Considered  to  be  proper  certification  that  the  transaction  has  been 
completed. 

(e)  The  form  contains  no  confidential  information  and  is  furnished  to  inter- 
ested parties  on  request. 

(f  j  (g)  Reviewed  in  1975.  Changes  will  be  made  to  simplify  and  standardize 
the  form. 

Certificate  of  Declaration  of  Stock  Dividends  : 

1.  (b)  Used  to  certify  to  the  Comptroller  that  a  stock  dividend  has  been  de- 
clared by  the  Board  of  Directors. 

(d)  Considered  proper  certification  for  the  increase  in  capital  from  the  bank. 

(e)  Form  is  not  confidential  and  is  furnished  to  interested  parties  upon  request, 
(f ) (g)  Reviewed  in  1975.  Changes  will  be  made  to  simplify  and  standardize 

the  form. 

Certification  of  Increase  in  Capital  by  a  Change  in  Par  Value  : 
1.  (b)  Used  to  certify  an  increase  in  the  capital  account  of  a  bank  by  increas- 
ing the  par  value  per  share  of  common  stock. 

(d)  Information  considered  proper  authorization  for  the  bank  to  increase  its 
capital  by  this  particular  method. 

(e)  Information  is  not  confidential  and  is  furnished  to  interested  parties  on 
request. 

(f )  (g)  Reviewed  in  1975.  Changes  will  be  made  to  simplify  and  standardize 
the  form. 

Certification  of  Payment  for  Capital  Debentures  : 

1.  (b)  Used  upon  completion  of  the  issuance  of  Capital  Notes  or  Debentures  to 
report  receipt  or  funds. 

(  d )  Considered  proper  certification  for  an  increase  in  debt  capital. 

(e)  Information  is  not  confidential  and  is  furnished  to  interested  parties 
on  request. 

if  i(g)  Reviewed  in  1075.  Changes  will  be  made  to  simplify  and  standardize 
form. 

(  ertifieate  of  Payment  for  the  Issuance  of  Preferred  Stock  : 

1.    (b)   Used  when  cash  has  been  received  from  the  sale  of  preferred  stock. 

id)    Considered  proper  certification  that  transaction  has  been  completed. 

i  ci  Information  is  not  confidential  and  is  furnished  to  interested  parties  on 
request. 

(fMg)  Form  was  reviewed  in  1975.  Changes  will  be  made  to  simplify  and 
standardize  the  form. 

Certificate  of  Conversion  of  Capital  Notes: 

1.  (  b  )   Used  to  report  conversion  of  capital  notes  to  common  stock. 

(d)  Considered  proper  reporting  certification  for  the  conversion  of  capital 
notes  and  increase  in  common  stock. 

( e)  Form  is  not  confidential  and  is  furnished  to  interested  parties  upon  request. 

(f )  (g)    Form  was  reviewed  in  1975  and  will  be  simplified  and  standardized. 
Certification  of  Conversion  of  Preferred  Stock  : 

1.   (b)   Used  to  report  the  conversion  of  Preferred  Stock  to  Common  Stock. 

(d)  Considered  proper  certification  to  report  the  conversion  from  preferred 
to  common. 

(e  i  Fori,)  is  not  confidential  and  is  furnished  to  interested  parties  upon  request; 

\t)(g)  Reviewed  in  1975.  Change*  will  be  made  t.»  simplify  and  standardize 
the  forte. 

Certification  of  Completed  Changes  in  Outstanding  Capital  Stock-Preferred 
Stock-Capital  Notes  : 

1.  (b)  These  three  forms  are  for  reporting  the  reduction  of  the  three  categories 
of  capital  indicated. 

(d)  Considered  proper  certification  in  reporting  a  reduction  in  capital  of  the 
bank. 

(e)  The  information  is  not  confidential  and  would  be  furnished  to  interested 
parties  Upon  request. 

(f )  (g)     These    forms    were    reviewed     in    1*>7."i    and    will    be    simplified    and 

stands  i  Aised. 

Secretary's  Certificate : 

1.  (h)  Used  B  8  proper  certification  form  when  reporting  a  change  in  a  na- 
tional bank's  Articles  of  Association,  a  bank  may  substitute  its  own  form. 

(d)  New  Article  la  reviewed  for  compliance  with  applicable  regulations  and. 
if  acceptable  is  filed  permanently  :is  required  by  law. 

(e)  Information  is  not   confidential  and  would  he  furnished  to  any  interested 

party. 
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(f )  Reviewed  in  1074.  No  change  contemplated. 

i  g »  None. 

Secretary's  Certificates  for:  Stock  Dividend  and  Sale;  Sale;  Stock  Dividend; 
Tar  Value-Change : 

1.  (b)  These  are  sample  forms  of  suggested  certificates  of  changes  in  Articles 
of  Association  designed  for  a  particular  change  as  designated  in  the  titles.  If  a 
bank  decides  to  use  an  official  form,  it  would  submit  it  following  shareholder- 
approval.  If  a  bank  decides  to  design  its  own  form  the  sample  provides  a 
reference. 

(d)  Information  is  examined  to  confirm  that  the  shareholders  have  in  fact 
approved  the  change  in  capital. 

(e)  Information  is  not  confidential  and  is  furnished  interested  parties  upon 
request. 

(f)  These  forms  were  revised  in  1973  and  have  not  been  reviewed  since. 
I  gi  None. 

Sample  Amendments  to  Articles  of  Association  for  National  Banks.  Amended 
Articles  of  Association  : 

1.  ( b)  These  two  forms  are  furnished  uopn  request  when  a  bank  wishes  to  revise 
one  or  more  Articles  of  Association. 

I  d  i  Information  is  received  in  many  formats,  since  these  are  sample  forms 
only.  The  reviewed  Articles  are  reviewed  for  compliance  with  applicable  Laws 
and  regulations  and  kept  in  a  permanent  file  as  required  by  law. 

i.e»  The  information  is  not  confidential  and  would  be  furnished  interested 
parties  upon  request. 

(f)  (g)  Both  forms  have  been  reviewed  in  1975  and  it  is  contemplated  that  they 
will  be  combined. 

Change  of  Ownership  of  National  Banks  : 

1.  (b)  Any  National  Bank  must  report  any  change  in  ownership  in  its  out- 
standing shares  if  such  change  represents  a  change  in  control.  The  form  is 
designed  to  assist  in  making  this  report.  A  letter  is  often  used  instead  of  the 
form. 

id)  The  information  is  used  to  determine  who  the  new  owners  will  be  and 
what  support  they  may  offer  to  the  bank. 

<e)  This  information  is  not  confidential  and  is  furnished  to  our  Public  Rela- 
tions Officer,  who  in  turn,  disseminates  the  information  to  trade  publications 
and  other  interested  parties. 

(f )  (g)  Form  was  reviewed  in  1973.  No  contemplated  changes. 

2.  i  a)  There  has  been  no  significant  increase  in  the  number  of  forms  used  in 
the  Capital  Increase  Section  over  the  past  five  year<. 

(b)  A  number  of  forms  have  been  reduced  in  content  and  otherwise  simplified. 

3.  (a)  The  staff  in  the  Capital  Increase  Section  has  made  suggested  revisions  of 
forms  which  frequently  banks  have  completed  incorrectly. 

(b)  The  staff  now  is  in  the  process  of  revising  many  of  the  forms.  The  data 
now  collected  is  essential  to  enable  the  Comptroller's  Office  to  i-sue  a  certificate 
authorizing  various  changes  in  capital.  Therefore,  a  significant  reduction  in  the 
number  of  forms  does  not  appear  practical. 

III. 

OC-7024-01 — Application  for  Permission  to  Establish  a  Branch — Approximately 
14.000  on  hand  : 
1.  (a)   Only  those  banks  which  apply  for  a  branch  bank. 

(b)  At  time  of  application. 

(c)  S500— regardless  of  size  of  bank. 

( d)  To  assist  in  the  field  investigation  conducted  on  the  application. 

(e)  Available  to  any  interested  party. 

(f )  Over  5  years  ago,  unknown,  elimination  or  reduction  not  considered. 

(g)  None  proposed  at  this  time. 
2.    (a)   N/A. 

(b)   None. 
*3.  See  general  comment. 

CC-7024-06 — Summary  of  Information — Approximately  7,006  on  hand  : 
1.    fa)    Only  those  banks  which  apply  for  a  branch  bank, 
(b)  At  time  of  application. 


•3(a)    Generally  the  Division  Director,  his  Deputy  and  the  Branch  Chief  collaborated 
on  any  chance  as  it  became  necessary. 

(b)  All  of  the  above  forms  will  be  reviewed  in  conjunction  with  the  implementation  of 
the  acceptable  recommendations  of  the  Haskins  &  Sells  Study. 
62-748 — 76 — bk.  I 28 
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(c)  Sent  in  conjunction  with  CC-7024-01. 

I  d  i  To  assist  in  the  field  investigation  conducted  on  the  application, 
(e)  Available  to  any  interested  party. 

if)   March  1971,  additional  information  requested  but  exact  questions  un- 
known, elimination  or  reduction  not  considered. 
Cg)  None  proposed  at  this  time. 
2.   (a)   N/4 
(b)  None. 
*3.  See  general  comment. 
No  Form  Number — Application  for  a  Change  in  Location  of  Head  Office  or 
Branch— Approximately  7,000  on  hand  : 

1.  (a)  Only  those  banks  which  apply  for  relocation, 
(b)  At  time  of  application. 
(  c)  $140  per  day  if  a  field  investigation  is  made. 
( (I )  To  assist  in  the  field  investigation  conducted  on  the  application, 
i  e  i  Available  to  any  interested  party. 

( t )  Over  5  years  ago,  unknown,  elimination  or  reduction  not  considered, 
i  g)  None  proposed  at  this  time. 
2.  (a)   N/A. 

(b)   None. 
*3.  See  general  comment. 

No  Form  Number — Cover  Letters  for  Certificates.  Approximately  average  of 
1,500  per  letter  on  hand  : 

1.  (a)    Sent  to  banks   with   certificate.   An   acknowledgement  is  all   that  is 
required  by  the  bank. 

(b)  Following  receipt  of  certificate. 

(c)  None. 

( d )  Used  as  a  confirmation  of  receipt  of  certificate. 

(e)  Available  to  any  interested  party. 
(£)   Unknown. 

(g)  None  proposed  at  this  time. 
2.    (a)   N/A. 
(b)  None. 
*3.  See  general  comment. 
No  Form  Number — Approval  Letters.  Approximately  2.000  per  letter  on  hand: 

1.  (a)  Sent  to  banks  to  advise  of  approvals  on  applications  to  establish  de  novo 

branches  or  relocations  of  branches.  (An  acknowledgement  is  all  that 
is  required  by  the  bank). 

(b)  At  time  of  decision. 

(c)  None. 

(d)  To  advise  the  bank. 

(e)  Available  to  any  interested  party. 

(f)  Over  .">  years  ago.  unknown,  elimination  or  reduction  not  considered. 

(g)  None  proposed  at  this  time. 

2.  (a)   N/A. 
(b)  None. 

*  3  See  general  comment.  •• 

IV. 

CC  102 5-01— Secretary's  Certificate,  Section  1828  (c)  : 
a.  All  banks 

B.  For  each  merger,  consolidation,  or  purchase  and  assumption   (except 
emergencies) 

C.  Nominal 

1).  Satisfies  requirement  of  law. 

E.  Public 

F.  Within   last   three   months — no  change  needed. 

G.  None 

CC  1025-48— Bylaws : 

A.  All   National   I  tanks 

B.  When  new  National  Bank  is  established  or  when  Board  of  Director*  of 
National  Banks  amend. 

( '.  Nominal 

I  >.  To  create  new  or  revise  old  BylaWS. 


See  fool  note,  p.   tu~>. 
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E.  Public 

F.  July,   1965 

G.  None 

CC  10.25-04 — Publication  of  Notice  of  Liquidation  : 

A.  National   banks   liquidating 

B.  ( >nly  when  liquidating 
r.  Nominal 

D.  Satisfies  requirement  of  law. 

E.  Public 

F.  January,   1949 
<;.  None 

CC  7025-05 — Notice  of  Proposed  Bank  Merger,  Bank  Consolidation,  Acquisition 
of  Bank  Assets  or  Assumption  of  Liabilities  : 

A.  All  banks 

B.  For  each  merger,  consolidation,  or  purchase  and  assumption  (except 
emergencies) 

C.  Nominal 

I).  Satisties  requirement  of  law. 

E.  Public 

F.  Within  past  year. 

G.  None 

CC  1025-09— Shareholders'  Meeting : 

A.  All  banks 

B.  For  each  merging  bank  (except  emergencies) 

C.  Nominal 

D.  Satisties  requirement  of  law. 

E.  Public 

F.  Within  past,  year 

G.  None 

CC  1025-10 — Application  for  Approval  to  Merge,  Consolidate,  Purchase. 

A.  All  banks 

B.  To  apply  for  approval  to  Merge,  Consolidate,  or  Purchase. 

C.  Filing  fee  of  $1,500  for  each  bank  involved — other  costs   (legal  fees, 
printing,  premium  paid,  etc.)  may  run  into  six-digit  figures. 

D.  To  process  request  to  merge,  consolidate,  or  purchase. 

E.  Public  (unless  confidential  material  included) 

F.  January,    1975 — nonessential   items   eliminated;   emphasis   placed   on 
clarification  of  data  required. 

G.  None 

CC  1025-11 — General  Information  and  Instructions  for  the  Preparation  of  an 
Application  for  Approval  to  Effect  a  Consolidation,  Merger  or  Purchase : 

A.  All  banks 

B.  When  applying  for  Merger,  Consolidation,  or  Purchase  and  Assump- 
tion— see  above  CC  7025-10 

C.  See  CC  7025-10  regarding  filing  fee 

D.  For  banks'  guidance  in  filing  CC  7025-10 

E.  Public 

F.  January,  1972 

G.  None 

€C  1025-12— Secretary's  Certificate  (Ratification)  : 

A.  All  banks 

B.  For  each  Merger  or  Consolidation 

C.  Nominal 

D.  Satisfies  requirement  of  law. 

E.  Public 

F.  Within  past  year 

G.  None 

CC  1025-13— Agreement  of  Consolidation  : 

A.  All  banks 

B.  For  each  Consolidation 

C.  See  CC  7025-10  regarding  filing  fee 

D.  Standard  for  banks'  guidance 

E.  Public 

F.  August,   1969 

G.  None 
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CC  7025-1 5 — Agreement  to  Merge  : 

A.  All  banks 

B.  For    each    Merger 

C.  See  CC  7025-10  regarding  filing  fee 

D.  Standard  for  banks'  guidance 

E.  Public 

F.  August  1969 

G.  None 

CC  7025-17 — Notice  of  Meeting  of  shareholders  (Voluntary  Liquidation)  : 

A.  All  National  Banks 

B.  For   each    Voluntary    Liquidation   not    resulting   from    Purchase   and 
Assumption. 

C.  Nominal 

D.  Satisfies  requirement  of  law. 
F.  Public 

F.  Fnknown 

G.  None 

CO  7025-18 — Purchase  Agreement : 

A.  All  banks 

B.  For  each  Purchase  and  Assumption 

C.  See  CC  7025-10  regarding  filing  fee 

D.  Standard  for  banks'  guidance 
F.  Public 

F.  Unknown 
(J.  None 
CC  7025-22— Resolution  for  Voluntary  Liquidation: 

A.  All  National  Banks 

B.  For  each  Voluntary  Liquidation  not  resulting  from  a  Purchase  and 
sumption. 

C.  Nominal 

D.  Satisfies  requirement  of  law. 
F.  Public 

F.  May,  11)70 

G.  None 

CC  1025-23 — Resolution  for  Voluntary  Liquidation : 

A.  All   National  Banks 

B.  For    each    Voluntary    Liquidation    resulting    from    a    Purchase    and 
Assumption. 

C.  Nominal 

I).   Satisties  requirement  of  law 
F.  Public 
F.  May.  1970 
C    None 
t  0  7025-2^— Notice  of  Meeting  of  Shareholders   (Purchase  and  Sale)  : 

A.  All  National  Banks 

B.  For    each     Voluntary    Liquidation    resulting    from    a    Purchase    and 
Assumption. 

('.   Nominal 

I).  Satisties  requirement  of  law 

F.  Public 


F.   Fnknown 
(',.   None 


V. 


PAST    DUE    LOAN    REPORT 


1.    (a)    Filers:  All   National  banks 

ib>  Frequency  of  submission:  Bi-monthly  tor  the  last  business  day  of  Janu- 
ary,  .March,   May,  .Inly.   September  and   November. 

(c)  Estimated  cost  of  filing:  Meaningful  figures  do  not  appear  to  be  avail- 
able as  there  has  been  no  survey  conducted  by  tliis  Ollice  to  gather  such 
informal  ion. 

ill)  Uses  of  Information:  Data  collected  on  dollar  amounts  <if  total  loans 
outstanding  and  dollar  amounts  of  those  pasl  one  by  loan  category  are  cur- 
rently  used   for  in-house  analytical    purposes. 

(e)    Availability  of  data:  Summary  data   region/loan  type  and  size  class   loan 

type  are  available  to  i he  general  public  on  request  and  is  provided  regularly 

to  all    National    banks. 
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Last  review  date  and  changes  made:  Last  May  the  form's  ins 
were  altered  t<»  improve  clarity.  There  were  no  changes  on  the  actual  form. 

Proposed  change:  There  are  no  formal  proposals  tinder  consideration. 
However,  the  Office  is  looking  into  a  change  in  the  frequency  of  required 
filings. 

Significant  increases  in  format  over  last  5  years:  This  form  was  ini- 
tiated in   November.   1974.   No  significant  changes  since  inception. 
1 1>  i    Significant   reductions  in  format :   Xone 

MATURITY    SCHEDULE    OF    ASSETS    AXD    LIABILITIES 

1.    (a)   Filers:  All  National  banks  with  deposits  over  $250  million. 

ibi  Frequency  of  submission:  Quarterly — January  31.  April  30,  July  31  and 
October  31. 

(e)  Fstimated  cost  of  filing:  Meaningful  figures  do  not  appear  to  be  avail- 
able as  there  has  been  no  survey  conducted  by  this  Office  to  gather  such 
information. 

(d)    Uses  of  information:  Provides  data  for  regulatory  and  forecasting  pur- 
-    enhancing  the  Office*s  ability  to  measure  the  licpiidity  of  asset  portfolios, 
especially  in  relation  to  the  maturity  structure  of  liabilities. 

ie>  Availability  of  data:  Individual  totals,  except  time  deposits  by  size  of 
denomination,  are  available  but  not  the  maturity  breaks  for  any  line  entry. 

if  i  Last  review  date  and  changes  made:  Fast  March  the  format  was  changed 
to  get  data  for  five  instead  of  four  maturity  breaks  and  to  get  maturity  data 
on  loan  portfolios.  Schedule  III   <  Selected  Loans  <   was  dropped  at  that  time. 

(g)    Proposed  changes:    There  are  no  unresolved  suggestions  for  change. 
a  '    Significant  increases  in  format  over  last  o  years  :  This  form  was  ini- 
tiated in  October.  1974.  There  have  been  no  significant  changes  beyond  those 
mentioned  in  #l(f). 

I  b)    significant  reductions  in  format:  None  beyond  those  mentioned  in  #l(f). 

VI. 

CC  7500-01— Common  Trust  Fund  Survey: 

i  a  |   This  form  fust  be  filed  with  this  Office  by  every  bank  operating  a 
common  trust  fund.  This  includes  state  banks  as  well  as  national  banks. 
I  b  I  Annually. 
I  c  i  Fnknown. 

(d)  To  derive  data  on  bank  trust  portfolios,  and  specifically  for  invest- 
ment performance  studies. 

(e)  No.  (Regulation  9  of  this  Office  requires  that  banks  make  available 
upon  request  a  copy  of  the  most  recent  annual  financial  report  of  their  com- 
mon trust  funds,  to  any  person,  i 

(f  i  November  1970.  I  am  not  familiar  with  changes  which  were  made  by 
Mr.  Kanczaryck  of  our  Economics  staff.  Elimination  of  the  form  was  not 
considered. 

<  s  i    None. 

CC  7510-01 — Application  for  Fiduciary  Powers: 

•  a  i  Any  national  bank  which  wishes  to  obtain  a  permit  to  open  a  trust 
department  must  file  this  form. 

( b  i   Once. 

( c  >  Fnknown. 

( d )  To  determine  whether  the  applicant  national  bank  is  qualified  prop- 
erly to  administer  fiduciary  accounts  and  whether  a  need  exists  for  another 
corporate  fiduciary  in  its  locality. 

<  e  i  The  same  standards  are  followed  as  with  reference  to  applications  for 
new  national  banks.  Those  portions  of  the  application  which  are  not  confi- 
dential are  available  to  the  public,  upon  request. 

it'    1970.  No  changes  were  made.  Elimination  was  not  considered. 

<  £  I   None. 

CC  7510-02 — Application  of  Converting  Ban]:  for  Fiduciary  Power* : 

(a)   Any  state-chartered  bank  which  is  converting  to  a  national  bank. 

(bi    Once. 

(ci    Fnknown. 

i  d  »    Same  as  preceding  form. 

i  e  i    Same  as  preceding  form. 

•  f  i  Same  as  preceding  form. 
i  g )   None. 
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CC  7510-03 — Trust  Department  Annual  Report: 

(a)  All  national  banks  which  have  been  granted  a  permit  to  exercise 
fiduciary  powers. 

(b)  Annually. 
( c  i   Unknown. 

(d)  To  provide  data  as  to  trust  assets  of  insured  commercial  banks. 

(  e  »   Available  to  the  public,  upon  request. 

(f)    September  of  1975.  Instructions  were  clarified  as  to  proper  listing  of 
mutual  fund  shares.  One  sub-total  was  eliminated.  Information  as  to  review- 
dares  utilized  by  banks  was  eliminated.  Elimination  of  the  form  itself  was 
not  considered. 
CC  7510-44 — Quarterly  Report  of  Equity  Securities  Transactions: 

(a)  All  national  banks  or  affiliates  thereof  which  held  equity  securities 
with  an  aggregate  market  value  in  excess  of  seventy-live  million  dollars 

of  December  31,  11)73  must  file. 

(b)  Quarterly. 
(cj    Unknown. 

(d)  To  determine  activity  of  bank  trust  department  in  specific  issues 
with  particular  brokers,  and  related  information. 

(e)  Form  is  available  to  the  public  at  the  Public  Disclosure  Office,  upon 
request. 

(f )  Form  is  less  than  a  year  old.  Has  not  been  reviewed. 

(g)  None. 

00  7510-05 — Annual  Report  of  Equity  Securities: 

(a)  Same  as  preceding  report. 

(b)  Annually. 

(c)  Unknown. 

(d)  To  obtain  information  as  to  holdings  of  specific  securities  issues  by 
national  banks. 

(e)  Same  as  preceding  form. 

(f)  Reviewed  in  December  1974.  Form  was  amended  to  provide  break- 
down of  voting  power  between  sole,  shared  and  none.  Elimination  not 
considered. 

(g)  None. 

VII. 

Form  CC  8022-01— Foreign  Branch  Report  of  Condition  : 

1(a)  Must  be  filed  by  all  National  Banks  with  branches  located  in  a 
foreign  country  as  defined  by  12  CFR  2132  (Regulation  M,  Federal  Reserve 
Board). 

(b)  Must  furnish  this  report  as  of  the  date  of  the  last  call  in  the  calendar 
year. 

(c)  No  filing  fee.  Unable  to  compute  any  other  cost  to  the  submitting 
bank. 

(d)  The  report  exhibits  in  detail  and  under  appropriate  headings  the 
assets  and  liabilities  of  the  branch.  It  provides  federal  banking  supervisory 
agencies  with  information  regarding  the  typo*;  and  volume  of  business  con- 
ducted at  overseas  locations.  The  report  also  provides  information  for  sta- 
tistical purposes. 

(e)  Information  contained  in  this  report  Is  not  made  available  to  the 
general  public  or  to  persons  outside  of  bank  regulatory  agencies 

(f)  Report  was  last  revised  June.  1972.  The  following  changes  were  made: 
Assets     Two  new  lines  provided  for  Customers'  liability  on  deferred  payment 

letters  of  credit"  and  "Accruals-Interest  earned,  foreign  exchange  profits, 
etc."  Liabilities — Lines  12  through  17  of  the  old  report  form.  "Certified  and 
Officers  checks  etc.",  "Demand  deposits  of  other  banks."  "Time  deposits  of 
individuals,  partnerships  and  corporations,"  "Time  deposits  of  other  banks," 
and  "U.S.  Government  deposits*'  were  consolidated  into  two  lines  in  the  new 
report  :  "Demand  deposits"  Time  deposits.  Two  new  lines  were  added  for 
Reserfe  for  interest,  taxes  and  accrued  expenses,"  and  "Deferred  payment 
letters  of  credit  Outstanding".  Tbe  line  for  "capital  and  undivided  profits" 
Mas  deleted. 

Form  CC  7610  01     Notice  of  International  Activity: 

(a)    Must  be  furnished  before  a  national  b;ink  may  engage  in  any  of  the 

following  Internationa]  activities,  in  accordance  with  12  CFR  20: 

i.  Upon  application  to  the  Hoard  of  Governors  of  the  Federal  Reserve 
to  establish  the  initial  branch  of  a  national  bank  in  any  foreign  country, 
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or  any  dependency  or  insular  possession  in  the  United  States.  The  report 
must 'be  tiled  30  days  prior  to  the  establishment  of  any  additional 
branches  in  a  foreign  country  or  dependency  or  insular  possession  of 
the  U.S.  or  foreign  country. 

2.  Upon  application  to  the  Board  of  Governors  of  the  Federal  Reserve 
by  a  national  bank  to  directly  or  indirectly  acquire  a  controlling  interest 
in  an  Edge  Act  Corporation,  agreement  corporation  or  foreign  bank. 

3.  At  least  30  days  prior  to  the  direct  or  indirect  acquisition  of  less 
than  a  controlling  interest  in  any  Edge  Act  corporation,  agreement 
corporation  or  foreign  bank,  if  the  cost  of  such  acquisition  exceeds  $1 
million. 

(b)  See  (a)  above. 

(c)  No  filing  fees.  Unable  to  determine  any  other  cost  of  filing  to  the 
submitting  bank. 

(d)  The  purpose  of  this  report  is  to  provide  an  analysis  tool  in  deter- 
mining the  soundness  of  the  investments  by  national  banks  in  foreign  coun- 
tries. The  application  to  the  Board  of  Governors  is  also  received  and  re- 
viewed. The  report  consists  of  a  single  page.   (See  attached  formi. 

(e)  Information  contained  in  this  report  is  not  made  available  to  the 
general  public  or  persons  outside  of  bank  regulatory  agencies. 

(f)  Report  hgs  not  been  reviewed  since  inception  date  April  5.  3!>71 

(g)  No  proposed  changes. 

Form  CC  7610-02— Report  of  International  Activity— (form  CC  7610-02)  : 

(a)  Reports  of  International  Activity  (form  CC  7010-22).  This  report  is 
required  within  30  days  of  the  occurrence  of  any  of  the  following  interna- 
tional activities  in  accordance  with  12  CFR  20. 

1.  The  relocation  or  opening  of  a  branch  of  a  national  bank  in  a 
foreign  country,  or  in  a  dependency  or  insular  possession  of  the  United 
States. 

2.  The  acquisition  by  a  national  bank  of  any  interest  in  an  Edge  Act 
corporation,  agreement  corporation  or  foreign  bank. 

3.  The  suspension  of  operations  or  final  closing  of  any  branch  of  a 
national  bank  in  a  foreign  country,  or  in  a  dependency  or  insular  pos- 
session of  the  U.S.  or  foreign  country;  or  the  suspension  of  operations 
or  final  closing  of  any  foreign  bank  in  which  a  national  bank  holds  an 
interest. 

(b)  See  (a)  above. 

(c)  Xo  filing  fees.  Unable  to  compute  any  other  costs  to  the  submitting 
bank. 

(d)  The  purpose  of  this  report  is  to  keep  abreast  and  maintain  accurate 
information  on  the  foreign  activities  of  national  banks.  The  report  consists 
of  a  single  page,  (see  attached  form). 

(e)  Information  contained  in  this  report  is  not  made  available  to  the 
general  public  or  to  persons  outside  of  bank  regulatory  agencies. 

(f)  Form  has  not  been  reviewed  since  inception  date  April  5,  1971. 

(g)  Xo  proposed  changes. 

Foreign  Exchange  Reports — (forms  FC-1,  FC-2.  FC-la,  and  FC-2a)  : 

(a)  The  submission  of  these  reports  is  required  by  the  Department  of  the 
Treasury  under  the  provisions  of  31  CFR  128.  All  banks  and  banking  insti- 
tutions, including  bank  holding  companies  in  the  United  States,  and  the 
agencies,  branches,  and  subsidiaries  located  in  the  U.S.  of  foreign  banks 
or  banking  institutions,  who  for  their  own  account  have  positions  in  speci- 
fied foreign  currencies,  are  required  to  report  on  these  forms. 

(b)  12  CFR  20.5  requires  that  copies  of  tbese  reports  be  submitted  by 
each  national  bank  to  the  Comptroller  of  the  Currency  at  weekly  and  monthly 
intervals. 

(c)  Xo  filing  fees.  Other  costs  in  preparing  reports  by  the  submitting  bank 
are  undeterminable. 

(d)  The  report  is  designed  to  provide  statistical  information  for  the 
Treasury  Department  as  well  as  to  aid  bank  supervisory  agencies  in  moni- 
toring the  trading  and  investment  activities  of  U.S.  banks  in  specified  foreign 
countries. 

(e)  Information  contained  in  these  reports  is  not  made  available  to  the 
general  public  or  to  persons  outside  of  regulatory  agencies  or  the  Depart- 
ment of  Treasury. 
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I  f  i  Monthly  forms  were  reviewed  in  June/July  197">.  After  consultation 
with  bankers,  the  participating  agencies.  Treasury  Department,  Comptroller 
of  the  Currency,  and  Board  of  Governors  of  the  Federal  Reserve,  with 
approval  of  O.M.B.  revised  the  monthly  form  to  include  a  maturity  dis- 
tribution of  the  items  reported.  Clearance  from  O.M.B.  was  received  in 
mid  August  1975.  and  the  new  forms  will  go  into  effect  October  31,  1975. 
g     Xo  proposed  changes  other  than  the  above  are  envisioned  at  this  time. 

2(b)  The  submission  of  a  separate  Report  of  International  Activities  to 
the  Comptroller  of  the  Currency  regarding  the  temporary  suspension  of 
operations  of  a  branch  of  a  national  bank  or  foreign  bank  in  which  a  na- 
tional bank  holds  an  interest  is  in  process  of  being  eliminated  via  a  change 
to  12  CFR  20.4  requiring  that  banks  simply  forward  to  this  Office  a  copy  of 
any  notice  of  temporary  suspension  which  they  have  submitted  to  the  Fed- 
eral Reserve. 

3{  a  i  The  persons  concerned  with  reduction  and  simplification  of  reporting 
burdens  in  the  past  five  years  have  been  regular  staff  members  of  the  Inter- 
nal ionai  Division  of  this  Office.  The  process  of  acquiring  adequate  analytical 
and  statistical  data  in  the  simplest  form  is  considered  to  be  an  integral  part 
of  each  staff  member's  normal  responsibilities.  Any  changes  in  report  forms 
or  instructions  are  generally  preceded  by  consultation  with  bankers  as  well 
as  with  other  Federal  regulatory  and  supervisory  agencies. 

(b)  The  process  of  reduction  and  simplification  of  data  requirements 
always  requires  coordination  between  the  most  knowledgeable  individuals 
concerned.  Most  times  this  requires  inter-agency  discussion  as  well  as 
input  from  the  banks  involved.  Any  simplification  of  the  present  process 
could  affect  the  quality  of  the  product  S£  well  as  its  usefulness  to  all 
concerned. 

VIII. 

1.1  Form  F-l.  12  CFR  §  11.41— Form  for  Registration  of  Securities  of  a 
Until:  Pursuant  to  §  12(b)  or  §  12(g)  of  the  Securities  Exchange  Act  of  1934 
I  "Exchange  Act"')  : 

<  a  i  Required  to  l>e  filed  by  any  national  bank  having  more  than  $1  million 
in  assets  and  a  class  of  equity  securities  held  by  500  or  more  persons.  Any 
national  bank  may.  at  its  option,  register  a  class  of  securities  even  if  it  is 
not  subject  to  the  provisions  of  the  Fxchange  Act. 

(b)  Filed  once.  not.  later  than  120  days  after  the  end  of  the  fiscal  year 
in  which  the  jurisdictional  requirements  are  met. 

mi  Filing  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

(6.)  Document  is  placed  in  a  public  file  for  public  use.  It  is  used  by  the 
Office  to  administer  the  registration  requirements  of  §  12  of  the  Securities 
Exchange  Act  of  1934. 

(e)  Information  is  public  once  the  F-l  has  become  "effective,"  60  days 
after  filing. 

(f )  Format,  instructions  and  content  were  reviewed  and  proposed  revisions 
published  by  March  0.  1975.  Final  version  was  adopted  on  July  11,  1!»7.">. 
published   in   the   Fe/lernl   Register  on   July   17.   1975.   and   went   into  effect 

September  30,  1975. 

I  -j  i    No  changes  are  presently  proposed.   However,  changes  may  be  pro- 
posed within  00  days  after  the  Securities  and  Exchange  Commission  makes 
any  revisions  in  Its  conn. arable  document. 
1.2    Form  F-2.  12  CFR  §  11,12    Annual  Report  of  Bank: 

aired  to  be  filed  by  banks  which  have  filed  an  F-l  which  has  be- 
come "effective." 

It  is  required  to  be  tiled  annually,  within  90  days  after  fiscal  year-end. 

(c)  No  filing  fees  are  required  Cost  estimates  of  preparation  are  not 

-.I)  Document  La  placed  in  a  public  tile  for  public  use.  In  effect,  it  an- 
nually updates   (be   F   1.   It  is  used  by  the  Office  to  administer,  in  pari,   the 

riodic  reporting  requirements  of  the  Securities  Exchange  Act  of  1934. 

Document  i<  public  once  it  goes  in  the  file. 

if  i  Same  as  Item  if»  forPonnF-1. 
(s)  Same  as  Item  (g)  of  Form  F-l. 
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1.3  Form  F-3,  12  CFR  §  11.43— Current  Report  of  Bank: 

(a)  Required  to  he  tiled  by  banks  which  have  filed  an  F-l  which  has  be- 
come "effective." 

(b)  Filed  within  10  days  after  the  end  of  every  month  in  which  one  or 
more  "material"  events  affecting  the  bank  or  its  operations  occur. 

(c)  No  filing  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

(d)  Document  is  placed  in  a  public  file  for  public  use.  In  conjunction  with 
other  documents  in  the  public  file,  it  gives  the  Office  and  the  public  an  up- 
to-date  picture  of  the  bunk  and  its  operations.  It  is  used  by  the  Office  to 
administer,  in  part,  the  periodic  reporting  requirements  of  §  13  of  the  Se- 
curities Exchange  Act  of  19(34. 

le)  Document  is  public  once  it  goes  in  the  file. 

(f)  Same  as  Hem  (f)  of  Form  F-l, 

(g)  Same  as  Item  (g)  of  Form  F-l. 

1.4  Form  F-4.  12  CFR  §  11,44— Quarterly  Report  of  a  Bank: 

(a)  Required  to  be  filed  by  banks  which  have  filed  an  F-l  which  has 
become  "effective." 

(b)  Filed  within  30  days  after  the  end  of  each  of  the  first  three  quarters 
of  the  fiscal  year. 

(c)  No  filing  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

(d)  Document  is  placed  in  a  public  file  for  public  use.  In  conjunction  with 
other  documents  in  the  public  file,  it  gives  the  Office  and  the  public  a  quar- 
terly update,  in  summary  form,  of  the  bank's  income,  per-share  earnings  and 
general  financial  condition.  It  is  used  by  the  Office  to  administer,  in  part. 
the  periodic  reporting  requirements  of  §  13  of  the  Securities  Exchange  Act 
of  1934. 

(e)  Document  is  public  once  it  goes  in  the  file. 

(f )  Same  as  Item  (f )  of  Form  F-l. 

(g)  Same  as  Item  (g)  of  Form  F-l. 

1.5  Form  F-5,  12  CFR  §  11.51 — Proxy  Statement;  Statement  Where  Manage- 
ment Does  Not  Solicit  Proxies: 

(a)  Required  to  be  filed  by  banks  which  have  filed  an  F-l  which  has 
become  "effective." 

(b)  Required  to  be  filed  in  advance  of  any  solicitation  of  proxies  or  any 
meeting  of  shareholders.  It  must  be  filed  at  least  10  days  prior  to  its  distribu- 
tion to  shareholders  if  only  the  annual  election  of  directors  or  selection  of 
auditors  are  to  be  voted  upon.  If  any  other  matters  are  noticed  for  the  meet- 
ing, it  must  be  filed  at  least  15  days'  prior  to  distribution  to  shareholders. 

Any  additional  "soliciting  material'  distributed  after  the  proxy  statement 
must  be  filed  at  least  two  business  days  prior  to  its  distribution  to  share- 
holders. Any  instructions  to  solicitors  must  be  filed  at  least  five  days  prior 
to  their  dissemination.  Any  soliciting  material  in  the  nature  of  speeches, 
press  releases  or  radio  and  television  scripts  must  be  filed  no  later  than 
the  date  of  use  or  publication.  The  bank's  Annual  Report  to  Shareholders 
much  be  filed  not  later  than  the  date  of  distribution  to  shareholders,  or  the 
date  preliminary  copies  of  management's  proxy  statement  (statement  where 
management  does  not  solicit  proxies)  are  filed  with  the  Office,  whichever 
date  is  later. 

(c)  No  filing  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

(d)  Document  is  placed  in  a  public  file  for  public  use.  Copies  distributed 
by  the  bank  to  its  shareholders  are  presumably  used  by  such  shareholders 
to  make  informed  decisions  in  matters  submitted  for  their  vote.  It  is  used 
by  the  Office  to  administer  the  certain  reporting  requirements  of  §  14  of  the 
Securities  Exchange  Act  of  1934. 

(e)  Document  is  public  once  it  goes  in  the  file. 

(f )  Same  as  Item  (f )  of  Form  F-l. 

(g)  Same  as  Item  (g)  of  Form  F-l. 

1.6  Form  F-7,  12  CFR  §  11.61— Initial  Statement  of  Beneficial  Ownership  of 
Securities: 

(a)  Required  to  be  filed  by  each  director,  officer  and  10%  (or  more)  share- 
holder. F-7  is  reported  here  only  because  some  banks  make  a  practice  of 
preparing  and  submitting  the  F-7  on  behalf  of  the  persons  affected. 
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(li)  It  must  be  filed  by  or  on  behalf  of  the  reporting  persons  within  10 
d.;ys  after  the  F-l  becomes  effective,  and  thereafter  within  10  days  after 
any  person  becomes  a  reporting  person. 

(C)  No  filling  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

td)  Document  is  placed  in  a  public  file  for  public  use.  It  is  used  by  the 
Office  to  administer,  in  part,  §  16  of  the  Securities  Exchange  Act  of  1934 
relating  to  insiders'  securities  transaction. 

{v)   Document  is  public  once  it  goes  in  the  file. 

I  f)  Same  as  Item  (f)  of  Form  F-l. 

(g)  Same  as  Item  (g)  of  Form  F-l. 

1.7  Form  F-8,  12  CFR  §  11.62 — Statement  of  Changes  in  Beneficial  Owner- 
ship of  Securities: 

(a  i  Filed  by  those  persons  who  have  previously  filed  an  F-7,  if  they  still 
maintain  an  "insider"  relationship  to  the  bank.  If  such  relationship  has 
terminated,  the  filing  requirement  remains  effective  for  six  months  there- 
after. Like  the  F-7.  the  F-8  is  reported  here  because  some  banks  prepare 
and  submit  the  report  on  behalf  of  the  persons  affected. 

(b)  Unless  an  exemption  applies,  the  document  is  required  to  be  filed 
wit  bin  10  days  after  the  end  of  the  month  in  which  any  significant  change 
in  ownership  of  securities  occurs. 

(c)  Xo  filing  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

(d)  Document  is  placed  in  a  public  file  for  public  use.  It  is  used  by  the 
Office  to  administer,  in  part.  §  16  of  the  Securities  Exchange  Act  of  11)34 
relating  to  insiders'  securities  transactions. 

(e)  Document  is  public  once  it  goes  in  the  file. 

(f)  Same  as  Item  (f )  of  Form  F-l. 
i  g  )  Same  as  Item  (g)  of  Form  F-l. 

1.8  Forms  F-9A.  B,  C  and  D,  12  CFR  §  11.71— Financial  Statements: 

•  a)  Required  to  be  filed  by  banks  which  have  filed  an  F-l  which  has 
become  "effective." 

(b)  Document (s)  must  be  filed,  in  whole  or  in  part,  whenever  any  other 
form  calls  for  financial  statements. 

(c)  Xo  filing  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

(d)  Document  is  placed  in  a  public  file  or  public  use.  It  is  always  used 
in  conjunction  with  another  form,  and  details  the  format  to  be  followed  in 
the  presentation  of  financial  statements.  It  is  used  by  the  Office  to  administer. 
In  part,  the  relevant  financial  reporting  requirements  of  the  Securities  Ex- 
change Act  of  1934. 

(e)  Information  is  public  once  it  goes  in  the  file. 
( f »    Same  as  Item  (f )  of  Form  F-l. 

(jr)    Same  as  Item  (g)  of  Form  F-l. 

1.9  Form  F-10.  12  CFR  §11.46— Form  for  Registration  of  Additional  Class  of 
Securities  Pursuant  to  §  12 (h)  or  §  12(g)  of  the  Securities  Exchange  Act  of  1984: 

(a)  Filed  by  banks  which  have  filed  an  F-l  which  has  become  "effective." 
It  is  an  optional  short  form  registration  form  which  is  used  for  registering 
an  additional  class  of  securities  of  the  bank. 

(  !m  ir  is  filed  when  an  additional  class  of  securities  of  the  bank  is  to  be 
registered,  within  120  days  after  the  end  of  the  fiscal  year  in  which  the  addi- 
tional  class  became  "registrable." 

(c)  Xo  filing  fees  are  required.  Cost  estimates  of  preparation  are  net 
available. 

Kli  Document  is  placed  in  a  public  file  for  public  use.  Information  sup- 
plements that  contained  in  the  F-l  and  in  all  periodic  reports  filed  to  that 
time.  It  is  used  by  the  Office  to  administer,  in  pari,  the  registration  provi- 
sions of  $  12  of  the  Securities  Exchange  Act  of  1984. 

i  e  >   1  document  is  public  oilce  it  goes  in  the  file. 

( f  i    Same  :is  Item  (f)  Of  Form  F   1. 

i  tri    Same  as  Item  (g)  of  Form  F    1. 
Lin     Form   V  12,  12  CFR  g  11.63 — Statement  to  be  Filed  Pursuant  to  $  11.5 
(m  i  of  I  m  Pari  U: 

cm  Filed  by  banks  which  have  filed  an  F-l  which  has  become  "effec- 
tive" and  by  certain  other  persons. 
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(1»)  Filed  by  a  bank  tody  if  and  when  it  makes  a  recommendation  to  its 
shareholders  regarding  a  pending  tender  offer. 

(c)  No  tiling  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

(d)  Document  is  placed  in  a  public  file  for  public  use.  It  is  used  by  the 
Office  to  administer,  in  part,  the  reporting  requirements  of  §§13  and  14  of 
the  Securities  Exchange  Act  of  1934. 

(e)  Document  is  public  once  it  goes  in  the  file. 

(f)  Same  as  Item  (f)  of  Form  F-l. 

(g)  Same  as  Item  (g)  of  Form  F-l. 

1.11  Form  F-20.  12  CFR  §  11.45 — Amendment  of  Registration  Statement  or 
Periodic  Report  of  Bank: 

(a)  Filed  by  banks  which  have  filed  an  F-l  which  has  become  "effective." 

(b)  Filed  as  a  "cover  sheet"  with  any  amendment  to  the  foregoing  docu- 
ments. 

(c)  No  filing  fees  are  required.  Cost  estimates  of  preparation  are  not 
available. 

(d)  Document,  containing  amendatory  material,  is  placed  in  a  public  file 
for  public  use.  It  is  used  by  the  Office  to  provide  a  consistent  format  for 
amendments  to  the  foregoing  documents. 

(e)  Information  filed  under  cover  of  Form  F-20  is  public  once  it  goes  in 
the  file. 

(f )  Same  as  Item  (f )  of  Form  F-l. 

(g)  Same  as  Item  (g)  of  Form  F-l. 

Addendum 

In  addition  to  the  foregoing  reports  and  statements,  banks  which  have  filed 
an  F-l  which  has  become  "effective"  are  required,  in  conjunction  with  most  of 
the  reports  and  statements,  to  file  certain  exhibits,  depending  on  the  nature  and 
content  of  the  filing.  Banks  which  seek  to  "deregister"  any  class  of  securities 
because  the  jurisdictional  criteria  of  the  Securities  Exchange  Act  of  1934  no 
longer  apply  must  file  some  type  of  written  notification  to  that  effect.  There 
is  no  "form"  or  "format"  for  this,  and  a  simple  letter  will  do.  Banks  which 
seek  an  exemption  from  any  of  the  registration  or  reporting  requirements  pur- 
suant to  any  of  the  statutory  exemptions  found  in  the  Securities  Exchange  Act 
of  1934  should  file  an  appropriate  request  with  supporting  documents.  There  is 
not  "form"  or  "format"  for  this  procedure. 

2. (a)  There  have  been  no  significant  increases  in  the  number  of  forms  in  the 
last  five  years.  However,  the  content,  both  in  the  type  of  disclosure  and  the 
amount,  has  been  expanded.  The  latest  and  most  significant  expansion  occurred 
on  September  30,  1975,  when  the  revised  12  CFR  Part  11  went  into  effect.  This 
revision  was  made  pursuant  to  the  mandate  of  §  12(i)  of  the  Securities  Exchange 
Act  of  1934,  as  amended,  which,  in  part,  requires  the  federal  banking  agencies 
to  have  regulations  which,  insofar  as  relevant,  are  "substantially  similar"  to 
those  of  the  Securities  and  Exchange  Commission. 

A  staff  summary  of  significant  changes  in  12  CFR  Part  11  generated  by  the 
amended  §  12 (i)  is  attached  for  reference.  Parts  of  this  summary  detail  the 
expanded  disclosure  requirements. 

(b)  Rather  than  significant  reductions  there  have  been  significant  expansions 
in  disclosure  in  the  past  five  years,  as  mentioned  in  paragraph  (a)  above.  The 
recent  revisions  of  12  CFR  Part  11  mentioned  in  paragraph  (a)  do  reflect 
certain  corrections  and  clarifications  to  make  the  reports  and  statements  more 
comprehensible  and  relevant. 

3.  (a)  Reduction  or  simplification  of  reporting  burdens  over  the  past  five  years, 
as  mentioned,  has  not  been  the  major  thrust  of  recent  amendments  to  the  securi- 
ties laws.  To  the  extent  that  the  Depository  Institutions  Amendment  of  1974 
allow  the  Comptroller  of  the  Currency  to  deviate  from  the  requirement  that 
the  Office's  regulations  under  the  Securities  Exchange  Act  of  1934  be  "substan- 
tially similar"  to  those  of  the  Securities  and  Exchange  Commission,  by  way  of 
public  explanation  in  the  Federal  Register,  any  reductions  or  simplifications  are 
initiated  in  the  Securities  Disclosure  Division.  This  is  a  reverse  procedure  of 
sorts,  in  that  a  decision  may  be  made  not  to  include  a  particular  SEC  regulation 
or  form,  and  thereby  a  passive  reduction  or  simplification  is  effected. 
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As  mentioned,  the  recent  revision  of  12  CFR  Part  11  did  give  the  Securities 
Disclosure  Division  the  opportunity  to  correct  and  clarify  the  regulations  and 
forms. 

The  personnel  of  the  Securities  Disclosure  Division  were  and  are  expected, 
in  the  course  of  past  and  future  rei "isions  of  12  CFR  Fart  11.  to  continue,  insofar 
as  possible;  their  normal  duties  in  the  Division. 

(b)  The  process  of  reduction  and  simplification  of  data  requirements  could 
be  improved  by  a  comprehensive  review  of  all  securities  laws  and  regulations 
by  the  SEC  and  by  the  banking  agencies  to  determine  which  types  of  disclosure 
(not  '"how  much")  are  required  in  the  public  interest  and  for  rhe  protection  of 
investors,  taking  into  account  the  highly-regulated  nature  of  the  banking  in- 
dustry and  its  bent  toward  depositor  protection. 

There  exists  currently  a  Task  Force  of  high-level  executives  from  these  agen- 
cies which  has  begun  to  address  some  aspects  of  the  problem. 

There  may  be  some  merit  to  the  proposition  that  despite  its  experience  in  se- 
curities regulation,  the  SEC  with  its  regulatory  and  disclosure  policies  might 
not  be  the  most  appropriate  arbiter  of  disclosure  standards  for  all  industries. 
Admittedly,  the  banking  agencies  are  not  required  to  adopt  all  SEC  regulations 
and  forms  under  relevant  provisions  of  the  Securities  Exchange  Act  of  1034, 
since  they  have  the  option  under  §12 (i)  of  that  Act  of  explaining  publicly  why 
a  particular  SEC  rule  or  form  is  not  a  good  idea.  However,  such  legislation  first 
and  foremost  effectively  prevents  the  banking  agencies  from  writing  their  own 
regulations  from  scratch,  from  a  banking  prespective.  More  often  than  not,  SEC 
regulations  and  forms,  at  least  in  the  past,  have  been  adopted  in  toto  by  the 
banking  agencies  by  the  mere  substitution  of  the  word  "bank"  for  the  word 
"issuer"  and  the  name  of  the  banking  agency  for  the  word  "Commission"  or 
"SEC."  This  does  little  to  promote  in-depth  investigation  of  the  effect  and  rele- 
vance of  disclosure  regulations  by  the  banking  agencies. 

On  the  other  hand,  the  promulgation  and  enforcement  of  effective,  precise  and 
qualitatively  sound  disclosure  regulations  by  the  banking  agencies  may  require 
a  considerable  expansion  in  personnel  and  budget  for  the  agencies. 

In  sum,  any  significant  reduction  and  simplification  of  data  requirements  in 
the  field  of  securities  disclosure  is  not  likely  to  be  accomplished  without  a  basic 
re-evaluation  of  the  philosophy  and  framework  of  Federal  securities  regulation 
and  the  place  of  the  banking  agencies  in  such  a  framework. 

IX. 

1.1  Bank  Liquidity  Analysis  8022-04: 

a.  All  national  banks. 

b.  Four  times  annually. 

c.  Preparation  cost  estimates  not  available. 

d.  Input  to  Comptroller  of  Currency  management  information  system. 

e.  Aggregate  data  only  made  available  outside  of  agency. 

f.  June,  1975.  Charter  numbers  added.  Elimination  or  reduction  not 
feasible. 

g.  Possible  clarification  of  accompanying  instructions. 

1.2  Report  of  Condition   (consolidating  domestic  subsidiaries)  80220".: 

a.  All  national  banks. 

b.  Four  times  annually. 

c.  Preparation  cost  estimates  not  available. 

(1.  Input  to  the  Comptroller  of  the  Currency  management  information 
systems;  and  for  management  information  systems  of  the  Federal  Reserve 
Hoard  and  the  FDIC.  Certain  segments  of  information  of  the  public  per- 
suant  tol2U.S.C.  101. 

e.  All  data  is  made  available  to  the  general  public. 

f.  September,  197.",.  Call  number  updated.  Elimination  or  reduction  not 
feasible. 

g.  Possible  revision  of  format,  including  ^designation  of  supporting  sched- 
ules, and  addition  of  supplemental  schedules  for  banks  with  total  assets  of 
$100  million  or  more. 

1.3  Report  of  Condition  (consolidating  domestic  subsidaries)  Printers  copy 
8022  00: 

a.  All  national  banks. 

b.  Pour  times  annually. 

c.  Preparation  cost  estimates  not  available.  Also  involves  publication  fee 
depending  on  local  newspaper  rates. 
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d.  For  transmission  to  newspapers  for  public  disclosure  pursuant  to  12 
USC  161. 

e.  All  data  is  made  available  to  general  public. 

f.  September,  1975.  Call  number  updated.  Elimination  or  reduction  not 
feasible. 

g.  Possible  revision  of  format,  face  only,  corresponding  to  contemplated 
changes  to  Form  8022-05. 

1.4  Consolidated  Report  of  Condition   (including  domestic  and  foreign  sub- 
sidiaries)    8022-18 : 

a.  All  national  banks. 

b.  Four  times  annually. 

c.  Preparation  cost  estimates  not  available. 

d.  Input  to  the  Comptroller  of  the  Currency  management  information 
system :  and  for  management  information  systems  of  the  Federal  Reserve 
Board.  The  information  is  published  in  newspapers  for  the  information  of 
the  public  pursuant  to  12  USC  161. 

e.  All  data  is  made  available  to  the  general  public. 

f.  September,  1975.  Call  number  updated.  Elimination  or  reduction  not 
feasible. 

g.  Possible  revision  of  format  corresponding  to  contemplated  changes  in 
Form  8022-05. 

1.5  Consolidated  Report  of  Condition  (including  foreign  and  domestic)  Print- 
er's copy  8022-19 : 

a.  All  banks. 

b.  Four  times  annually. 

c.  Preparation  cost  estimates  not  available.  Also  involves  publication  fee 
depending  on  local  newspaper  rates. 

d.  For  transmission  to  newspapers  for  public  disclosure  pursuant  to  12 
USC  161. 

e.  All  data  is  made  available  to  the  general  public. 

f.  September,  1975.  Call  number  updated.  Elimination  or  reduction  not 
feasible. 

g.  Possible  revision  of  format,  face  only,  corresponding  to  contemplated 
changes  to  Form  8022-18. 

1.6  Consolidated  Report  of  Income    (including  domestic  subsidiaries)    8022- 
14: 

a.  All  national  banks. 

b.  Once  annually. 

d.  Preparation  cost  estimates  not  available. 

d.  Input  to  Comptroller  of  the  Curency  and  Federal  Reserve  Board  man- 
agement information  systems. 

e.  All  data  is  made  available  to  the  public. 

f.  December,  1974.  Call  number  updated.  Elimination  or  reduction  not 
feasible. 

g.  Possible  revision  of  format,  including  redesignation  of  supporting  sec- 
tions and  change  in  frequency  of  report  to  four  times  annually,  and  inclu- 
sion of  supplemental  tables  for  banks  with  total  assets  of  $100  million  or 
more. 

1.7  Schedule  B  of  Supplement  A  to  Domestic  Offices  Report  of  Condition : 

a.  All  national  banks. 

b.  Twice  annually. 

c.  Preparation  cost  estimates  not  available. 

d.  Input  to  the  Comptroller  of  the  Currency  and  Federal  Reserve  Board 
management  systems. 

e.  All  data  is  made  available  to  the  general  public. 

f.  September,  1975.  No  changes  made.  Elimination  or  reduction  not  feasible. 

g.  No  changes  proposed. 

1.8  Schedule  K  of  Supplement  to  Domestic  Offices  Report  of  Condition- 

a.  All  national  banks. 

b.  Twice  annually. 

c.  Prepartion  cost  estimates  not  available. 

d.  Input  to  the  Comptroller  of  the  Currency  and  Federal  Reserve  Board 
management  information  systems. 

e.  All  data  is  made  available  to  the  general  public. 

f .  September,  1975.  No  changes  made.  Elimination  or  reduction  not  feasible. 
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g.  Subsections  Kl.  K2.  and  K3  would  be  desingated  separate  supporting 
schedules  under  proposed  revisions  to  Form  8022-05. 

1.9  Loans  to  Executive  Officers,  section  of  Supplement  A  to  Domestic  Offices 
Report  of  Condition : 

a.  All  national  banks. 

b.  Four  times  annually. 

c.  Preparation  cost  estimates  not  available. 

d.  Input  to  the  Comptroller  of  the  Currency  and  Federal  Reserve  Board 
management  information  systems. 

e.  All  data  is  made  available  to  the  general  public. 

f.  September,  1975.  No  changes  made.  Elimination  or  reduction  not  feasi- 
ble. 

g.  Xo  changes  proposed. 

1.10  Supplemental  Schedule  on  Loan  Commitments  on  Supplemental  R  to  Do- 
mestic Offices  Report  of  Condition  : 

a.  All  national  banks. 

b.  Twice  annually. 

c.  Preparation  cost  estimates  not  available. 

d.  Input  to  the  Comptroller  of  the  Currency  and  Federal  Reserve  Board 
management  information  systems. 

e.  All  data  is  made  available  to  the  general  public. 

f.  June,  1975.  Xo  changes  made.  Elimination  or  reduction  not  feasible. 

g.  No  changes  proposed. 

2a.  The  last  major  revision  of  the  Condition  and  Income  Report  forms  was  made 
in  1969.  These  revisions  involved  the  introduction  of  accrual  accounting  princi- 
ples, and  the  revision  of  Report  line  items  occasioned  by  the  implementation  of 
accrual  accounting  by  the  Xational  banks  affected.  Currently,  a  joint  effort  in- 
volving the  Comptroller  of  the  Currency,  the  Federal  Reserve  Board,  and  the 
Federal  Deposit  Insurance  Corporation  is  being  undertaken  to  solicit  banking 
community  comments  on  the  proposed  introduction  of  changes  in  the  frequency 
and  content  of  bank  reports,  beginning  with  reports  for  December  1975. 

In  recent  years  a  full  set  of  supporting  schedules  for  the  Report  of  Condition 
has  been  required  only  for  the  second  and  fourth  calls.  In  the  proposed  revision, 
a  full  set  of  supporting  schedules  would  be  required  with  each  call  i.e.,  four 
times  a  year. 

Several  significant  accounting  changes  are  incorporated  in  the  proposed  revi- 
sions to  the  Report  of  Condition,  for  example,  the  bad  debt  reserve  set  up  pur- 
suant to  IRS  rulings  would  be  broken  into  three  parrs  namely,  the  "valuation 
portion",  the  "contingency  reserve"  portion,  and  the  "deferred  income  tax"  por- 
tion. Unearned  income  on  loans  wrould  be  netted  against  gross  loans  in  the  loan 
schedule.  The  account  referred  to  on  the  current  Report  of  Condition  as  "capital 
notes  and  debentures"  would  be  re-labelled  subordinated  notes  and  debentures, 
given  a  new  line  number  and  suspended  between  "total  liabilities"  and  "equity 
capital".  Also  considerable  amount  of  additional  detail  would  be  secured  in  the 
loan  schedule. 

Several  significant  changes  involving  the  Report  of  Income  are  also  being  pro- 
posed. The  proposed  revisions  would  entail  semi-annual  Reports  of  Income  for 
all  insured  banks  and  quarterly  Reports  of  Income  for  "large  banks"  i  large  banks 
are  tentatively  defined  as  those  with  total  assets  of  $100  million  or  over  as  of 
June  30,  197;*)).  These  significant  changes  Include;  a  breakdown  between  interest 
expenses   on   time   deposits   in   denominations  of  $100,000  or   more   and    interest 

expense  on  all  other  deposits;  a  "reserve  for  h»an  losses"  relating  only  to  "valua- 
tion" reserves  in  line  with  the  Changes  in  accounting  for  loan  loss  reserves  di.s- 
CUSSed  above  in  Connection  with  the  Report  of  Condition. 

In  addition  to  the  changes  discussed  above,  there  are  proposed  a  series  of  sup- 
plements to  the  Reports  of  Condition  and  Report  of  income  of  "large  banks". 
Those  relating  to  the  Report  of  Condition  include  a  three-period  loan  maturity 
breakdown;  a  supplement  Indicating  data  on  loan  commitments  for  domestic 
offices  of  the  reporting  bank;  a  four  part  maturity  distribution  of  all  time  deposits 
in  denominations  of  $100,000  and  over  issued  by  domestic  offices  of  the  reporting 
bank;  a  consolidated  balance  sheet  for  foreign  branches  and  subsidiaries  of 
reporting  hanks,  especially  designed  for  such  foreign  operations;  a  maturity  dis- 
tribution of  assets  and  liabilities  of  foreign  branches  and  subsidiaries;  a  presen- 
tation   of    total    assets,    selected    assets,    total    liabilities    and    selected    liabilities 

carried  on  the  hooks  of  foreign  branches  and  subsidiaries,  by  geographic  location 
of  customer,  prepared  on  a  domestic  only  and   foreign  and  domestic  basis;  :i 
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supplement  indicating  the  weighted  average  interest  rates  on  investment  securi- 
ties cross-classified  by  type  of  security  and  by  maturity. 

Supplements  relating  to  the  Report  of  Income  would  include:  information  on 
interest  income  reduction  that  occurred  during  the  report  period  due  to  the 
presence  of  so  called  '•non-current  loans"  ;  a  summary  of  loan  los*  experience  and 
for  a  reconciliation  of  valuation  reserve;  an  abbreviated  income  and  expense 
statement  for  foreign  branches  and  subsidiaries  for  the  report  period. 

2b.  1.  Submission  of  the  Bank  Liquidity  Analysis  Report  ((X'  sO22-04 )  on  a 
monthly  schedule  was  discontinued  following  the  preparation  of  the  Report  for 
June  30,  1970.  Thereafter,  banks  were  required  to  submit  liquidity  data  with 
Reports  of  Condition  at  the  time  of  each  call. 

2.  Schedule  B  of  Supplement  A  ro  Domestic  Offices  Report  of  Condition  was 
adopted  for  second  call  of  1974,  gathering  in  summary  form  information  on  se- 
curities maturities  that  was  formerly  reported  on  an  individual  security  issue 
basis. 

3a.  Reduction  or  simplification  of  reporting  burdens  over  tlie  pa<r  live  years 
resulted  mainly  from  the  active  participation  of  the  Comptroller  and  bis  Depu- 
ties, and  other  executives  from  the  Office  of  the  Chief  National  Bank  Examiner, 
the  Department  of  Banking  and  Economic  Research,  and  the  Statistics  Division. 
in  interagency  conferences  with  their  counterparts  in  the  FED  and  FDIC,  and 
input  from  representatives  of  the  banking  community. 

b.  The  process  of  reduction  and  simplification  of  data  requirements  probably 
could  be  improved  with  the  successful  implementation  of  the  National  Bank 
Surveillance  System  (NBSSi  as  recommended  in  a  special  study  recently  con- 
ducted for  the  office  of  the  Comptroller  of  the  Currency  bv  the  firm  of  Haskins 
and  Sells. 

X. 

Form  CC  9030-01,  Report  of  Security  Devices : 

(A)  Only  National  banks  must  file.  Separate  report  filed  for  each  office; 

(B)  Initial  Report  3-15-69  and  thereafter  as  requested  by  Comptroller; 

(C)  No  filing  fee.  Forms  provided  by  Comptroller  of  the  Currency.  Cost 
related  to  No.  of  times  prepared ; 

(D)  Data  sent  to  FBI.  U.S.  Attorney  and  Justice  Department ; 

(E)  Made  available  in  general  compiled  data  ; 

(F)  1-69; 

(G)  None. 

Form  CC  9030-02.  Report  of  Crime  : 

( A j  Only  National  banks  must  file  : 

(B)  Each  time  a  robbery,  burglary,  non-bank  employee  larceny  is  per- 
petrated or  attempted  at  a  banking  office  operated  by  a  bank  ; 

(C)  No  filing  fee.  Forms  provided  by  Comptroller  of  the  Currency.  Cost 
related  to  No.  of  times  prepared ; 

(D)  Data  sent  to  FBI,  U.S.  Attorney  and  Justice  Department ; 

(E)  Made  available  in  general  compiled  data  ; 

(F)  1-69: 

(G)  None. 

Form  CC  9030-22.  Bank  Liquidity  Analysis  : 

(A)  Prepared  by  every  National  bank  : 

(B)  Four  times  per  year  with  Call  Report  on  an  individual  bank  on  a  30- 
day  basis  if  liquidity  is  low; 

'(C)  No  filing  fee.  Forms  provided  by  Comptroller  of  the  Currency  ; 

(D)  Internal  use: 

(E)  Released  through  Office  publications  ; 

(F)  1-74: 

(G)  Continually  updated. 

Form  CC  9030-26.  Application  to  Acquire  an  Operating  Subsidiary  : 

(A)  All  National  banks  and  District  banks  ; 

(B)  Whenever  a  National  bank  wishes  to  acquire  an  operating  subsidiary  ; 

(C)  No  filing  fee ;  Form  provided  to  all  banks.  Cost  related  to  time  spent  in 
its  preparation : 

(D)  To  determine  compliance  with  12  C.F.R.  7.7376  ; 

(E)  Internal  data  ; 

(F)  12-72; 

(G)  None. 

Form  CC  9030-29.  Statement  of  Interest  of  Directors  and  Principal  Officers  : 
(A)   Only  National  bank  directors  and  principal  officers  must  file  ; 
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(  B)  Each  director  or  principal  officer  must  file  this  form  with  the  National 
bank  within  30  days  after  assuming  that  position  and  thereafter  upon  the 
occurrence  of  any  material  change  ; 

(C)   No  filing  fee.  Form  provided  to  all  banks.  Cost — preparation; 
I  D )    To  determine  compliance  with  12  C.F.R.  23  ; 

t  E)    Maintained  by  bank  and  reviewed  by  a  National  bank  examiner  ; 
(E)    4-75; 
(G)   None. 
3.    (a)    Field  personnel  review  or  use  data  submitted  on  various  forms,  and 
submit  employee  suggestions  for  revision,  elimination  and/or  changes.  Wash- 
ington personnel  who  design  the  forms  periodically  revise,  update  and  eliminate 
various  (Hies. 

(b)  The  processes  of  determining  data  requirements  and/or  their  reduction  or 
simplification  might  be  improved  by  establishing  a  Forms  Control  Committee, 
made  up  of  persons  outside  the  user  area,  to  (1)  determine  real  need  for  any  new 
forms  and  (2)  periodically  review  forms  to  substantiate  their  current  useful- 
ness. 

E.  Competition 

K-l  What,  if  any,  statutes  that  affect  competition  and  efficient  t»  e- 
f  or /nance  ( including  innovation)  of  individual  banks  and  the  banking 
system  ought  to  be  repealed  or  amended  in  order  to  better  serve  the 
purpose  of  maintaining  or  improving  competition?  What  changes  do 
you  recommend? 

The  congressional  policy  of  encouraging;  competition  is  embodied  in 
the  Clayton  and  Sherman  Acts,  and,  in  recognition  of  the  special  na- 
ture of  banking,  the  Bank  Merger  Act  of  1966.  Competition  is  also 
affected,  however,  by  other  statutes,  such  as  the  McFadden  Act  and 
the  Bank  Holding  Company  Act,  which  limit  the  geographic  availabil- 
ity to  the  public  of  banking  services.  The  following  comments  represent 
our  views  after  many  years  of  experience  with  these  statutes. 

(a)  The  Bank  Merger  Act  of  1066  (12  U.S.C.  §  1828(c) )  wasenacted 
in  reaction  to  the  decision  in  U.S.  v.  Philadelphia.  National  Bank,  et  ah, 
374  U.S.  321  (1963).  which  held,  for  the  first  time,  that  commercial 
banking  is  subject  to  the  proscriptions  of  section  7  of  the  Clayton  Act. 
We  recommend  that  the  Congress  now  examine  the  Bank  Merger  Act 
after  almost  ten  years  of  operation.  From  our  extensive  experience  with 
applying  the  act  and  making  determinations  on  merger  applications 
involving  national  banks  and  from  court  appearances  where  the  act 
was  operative,  Ave  submit  for  the  consideration  of  the  Congress  the  fol- 
lowing recommendations  which  should  serve  the  purpose  of  improving 
competition  in  the  financial  industry. 

The  automatic  injunction  provision  of  the  Bank  Merger  Act,  which 
provides  that  the  commencement  of  court  action  shall  stay  the  effec- 
tiveness of  the  banking  agencies'  approval  unless  the  court  shall  other- 
wise specifically  order,  should  be  repealed.  This  provision  was  designed 
to  avoid  the  difficulties  in  divesting,  or  -'unscrambling"  the  assets  of  a 
merging  bank.  Our  experience  has  indicated,  however,,  that  such  dives- 
titure Ls  not  as  'liili'-nli  as  originally  anticipated.  In  many  cases,  banks 
and  I  he  Depart  ment  of  Justice  have  entered  into  consent  decrees,  before 
trial,  under  which  branches  were  Spun  oil'  and  assets  sold  in  oider  to 
restore  the  competitive  situation  desired  by  the  Department.  See,  e.g., 
fr.S.  v.  National  Bank  and  Trust  Co.  of  ('<  nival  Pennsylvania,  et  at., 
(VII  Trade  Cases,  89,  L99,  ffl[78  and  375  (1970).  In  the  cases  where  a 
court  has  ordered  divestiture  after  merger  was  consummated,  there 
were  no  insuperable  difficulties  in  compliance  with  the  order.  See 
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I'n/ted  States  v.  Third  National  Bank  of  Nashville,  et  ah,  390  U.S.  171 

1(1968)  ;  and  United  States  v.  Marshall  and  lisle  y  Bank  Stock  Corp., 
et  al,  CCH  Trade  Cases,  87,  910,  ^72,  995  (1970). 
The  automatic  injunctive  provision,  in  addition  to  being  unneces- 
sary has  been  particularly  detrimental  to  small  banks  which  do  not 
have  the  resources  for  protracted  and  expensive  litigation.  If  banks 
Ido  intend  to  contest  a  merger  action,  the  stay  prevents  them  from 
banking  improvements,  obtaining  new   branches,  hiring  personnel 
and  the  like,  as  such  activities  might  change  the  book  values  used  in 
■  the  stock  exchange  or  might  not  fit  in  with  the  development  of  the 
^merged  institution.  In  all  these  cases,  the  improvement  of  competition 
lis  impeded  and  this  results  in  less  effective  service  to  the  community. 
Another  beneficial  amendment  to  the  Bank  Merger  Act  would  be 
a  requirement  to  consider  other  financial  insitutions  in  evaluating  the 
(competitive  effects  of  a  bank  merger.  The  recent  approval  by  the  Sen- 
late  Banking  Committee  of  the  Financial  Institutions  Act  of  1975 
f  (S.  1267)  is  only  the  latest  sign  that  the  trend  toward  increased  com- 
petition among  different  kinds  of  financial  institutions  is  in  the  public 
i  interest  and  is  inevitable.  Indeed,  at  the  present  time,  savings  and  loan 
!  associations,  savings  banks,  and  credit  unions  compete  with  banks  for 
f  deposits,  loans,  and  other  financial  services,  such  as  sale  of  travelers' 
t  checks.  In  addition,  small  loan  and  finance  companies  compete  with 
fbanks  for  increasingly  important  consumer  loans.  While  many  dis- 
trict court  decisions  subsequent  to  the  Philadelphia  National  Bank 
case  have  recognized  that  competition  among  various  types  of  financial 
institutions  exists,  Congress  should  specifically  address  the  issue.  In 
that   connection,   we   propose   that   12   U.S.C.    §  1828(c)  (5)  (B)    be 
amended  to  read  as  follows  : 

(B)  Any  other  proposed  merger  transaction  whose  effect  in  any 
section  of  the  country  may  be  substantially  to  lessen  competition,  or 
tend  to  create  a  monopoly,  or  which  in  any  other  manner  would  be  in 
restraint  of  trade,  among  all  competing  banks  and  nonbank  financial 
institutions,  unless  it  finds  that  the  anticompetitive  effects  of  the  pro- 
posed transactions  are  clearly  outweighed  in  the  public  interest  by  the 
probable  effect  of  the  transaction  in  meeting  the  convenience  and  needs 
of  the  community  to  be  served. 

Finally,  the  Bank  Merger  Act  requires  that  three  copies  of  each 
bank  merger  application  be  sent  to  the  United  States  Attorney  Gen- 
eral who  must  advise  the  appropriate  regulatory  agency  within  thirty 
(30)  days  on  the  competitive  factors.  At  times,  the  Department  of  Jus- 
tice has  waited  as  long  as  one  hundred  (100)  days  to  respond  with 
their  comments.  In  order  to  expedite  consideration  of  these  applica- 
;ions,  we  recommend  an  amendment  providing  that,  if  the  report  on 
competitive  impact  is  not  received  by  the  regulatory  agency  in  thirty 
(30)  days,  the  Department  of  Justice  is  barred  from  objecting  to  the 
transaction.  At  the  present  time,  it  is  our  opinion  that  there  should 
lot  be  changes  in  the  Bank  Merger  Act  other  than  those  we  have 
'ccommended. 

(b)  Banking  competition  is  seriously  inhibited  at  the  present  time 
)y  archaic  limitations  on  the  location  of  bank  service  outlets.  The  Mc- 
?adden  Act  and  the  Bank  Holding  Company  Act  are  the  principal 
!ederal  statutes  which  impose  these  anticompetitive  restrictions. 

62-745 — 76— bk.  I— — 2y 
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As  previously  discussed  in  our  answers  to  questions  C  5  and  C  G, 
the  MeFadden  Act,  by  limiting  national  bank  branches  to  the  bank's 
home  state  and  subjecting  them  to  the  location  restrictions  imposed 
by  state  law  on  state  banks,  is  seriously  deficient  in  our  contemporary 
economy,  particularly  in  interdependent  metropolitan  areas  such  as  the 
Washington,  D.O.  area,  the  St,  Louis,  Missouri-East  St.  Louis.  Illinois 
area,  and  the  greater  Xew  York  City  areas.  It  is  particularly  disturb- 
ing that  these  restrictions  arc  being  extended  by  some  courts  and  others 
to  the  newly-emerging  field  of  electronic  banking  services.  State  loca- 
tion restrictions  incorporated  in  the  Lank  Holding  Company  Act  like- 
wise limit  banking  services. 

As  we  have  noted  in  our  answer  to  question  C  5,  these  outdated 
restrictions  deprive  the  public  of  convenient  banking  services  and  the 
benefits  of  increased  competition  among  financial  institutions,  includ- 
ing operating  efficiency.  It  is.  therefore,  the  legislators  of  a  previous 
and  different  era  who  effectively  decide  what  facilities  will  be  avail- 
able to  the  banking  public.  We  believe,  however,  that  these  statutes 
should  be  amended  so  that  the  public  may  decide  through  the  competi- 
tive market  what  banking  services  at  what  locations  are  desirable. 

We  commend  to  the  Congress'  attention  a  revision  of  the  MeFadden 
Act  to  permit  national  banks  to  establish  interstate  branches  in  metro- 
politan areas  which  include  two  or  more  states. 

To  avoid  confusion  on  the  subject  of  electronic  banking  outlets,  we 
would  urge  that  Congress  immediately  amend  the  MeFadden  Act  to 
exclude  customer-bank  communication  terminals  from  the  operation 
of  the  act.  This  revision  could  be  easily  accomplished  by  an  amend- 
ment specifioallv  excluding  CBCTs  from  the  definition  of  the  word 
''branch"  at  12  U.S.C.  §  36(f) . 

An  amendment  to  the  Bank  Holding  Company  Act  permitting; 
interstate  or,  at  least,  metropolitan  area  banking  would  also  benefit 
competition. 

Immediate  aetion  to  enhance  competition  can  be  taken  by  the  passage 
of  H.R.  4008  (04th  Cong.),  now  pending  before  the  House  Banking 
Committee.  This  bill  would  expedite  the  purchase  by  a  bonk  holding 
company  of  a  bank  or  other  bank  holding  company  facing  financial 
difficulty.  In  addition  to  eliminating  the  waiting  periods  now  in  the 
Bank  Holding  Company  Act,  the  proposal  would  permit  acquisition 
across  state  lines  in  emergency  situations. 

Relaxing  state  barriers  to  this  extent  would  serve  two  important 
purposes.  It  would  provide  a  maximum  number  of  potential  bidders, 
thus  assuring  the  highest  possible  price  for  the  benefit  of  shareholders 
of  the  troubled  bank  and  the  FDIC.  In  addition,  a  wider  range  of 
potential  bidders  would  permit  selection  of  the  least  anticompetitive 
combination.  While  we  endorse  this  provision,  we  believe  that  it  could 
l>o  substantially  strengthened  by  the  following  amendments: 

We  see  no  reason  why  the  across-state-line  provision  should  be  lim- 
ited to  acquisition   by  holding  companies.  In   many  instances,  e.g., 
mult]       I     SMSAs,  a  medium-sizeol  bank  might  be  a  more  logical 
tier  for  a  small  troubled  bank  than  a  holding  company.  In  th<  e 

situations,  acquisitions  by  all  OUt-of  State  bank  might  be  much  more 

feasible.  Thus,  we  recommend  that  an  enabling  amendment  be  made. 

"•  *'>  rtv  Rank  Holding  Company  Ad  and  to  the  Bank  Merger  Act 
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to  give  banks  the  same  opportunities  as  bank  holding  companies  in 
acquiring  troubled  institutions. 

Second,  we  see  no  compelling  reason  to  retain  the  bill's  prohibition 
against  acquisition  of  troubled  banks  by  local  one-bank  holding  com- 
panies in  states  which  do  not  allow  multi-bank  holding  companies. 
H.R.  4008  would  create  the  anomalous  situation  of  an  out-of-state 
holding  company's  being  able  to  take  over  a  bank  where  a  company 
inside  the  state  would  be  forbidden.  It  is  our  opinion  that  in  these 
problem  cases,  the  banks  and  regulators  should  be  able  to  have  the 
choice  of  banks  and  bank  holding  companies  close  to  the  troubled 
bank.  In  addition,  fairness  would  seem  to  dictate  that  there  not  be 
discrimination  against  bank  or  holding  company  in  the  national  policy 
on  these  types  of  transactions.  Therefore,  we  recommend  that  the  last 
qualifying  phrase  of  section  2  beginning  with  the  word  "unless"  be 
removed  from  H.R.  4008. 

The  provision  which  would  limit  across-state-line  acquisitions  to 
those  involving  troubled  banks  with  assets  of  $500  million  or  more 
may  need  further  consideration.  The  committee  must  find  the  right 
balance  between  minimum  interference  with  state  prerogatives  and 
maximum  utility  of  the  emergency  procedure.  In  no  event  do  we  be- 
lieve that  the  threshold  number  in  this  proposed  legislation  should  be 
more  than  $500  million. 

We  note  that  the  bill  does  not  require  that  the  State  Banking  Com- 
mission or  the  Comptroller  of  the  Currency  certify  to  the  Board  of 
Governors  the  existence  of  an  emergency  in  order  to  invoke  its  pro- 
visions. While  it  seems  unlikely  that  the  Board  of  Governors  would 
invoke  the  provisions  without  such  a  certification  from  the  chartering 
supervisor  who  would  have  the  most  intimate  knowledge  of  the 
troubled  bank's  conditions,  we  recommend  that  this  be  made  explicit 
in  the  legislation. 

Thus  far  in  our  answer  we  have  emphasized  the  geographic  limits 
which  the  law  imposes  on  bank  competition.  A  second  distinct  type  of 
limitation  affects  the  kinds  of  businesses  which  banks  or  bank  holding 
companies  may  enter,  thus  restricting  inter-industry  competition.  The 
most  important  limitation,  for  this  Office,  is  section  16  of  the  Glass- 
Steagall  Act,  12  U.S.C.  §  24  (Seventh) . 

We  have  noted  in  our  response  to  other  questions,  especially  C  5  and 
C  6,  our  conviction  that  the  Glass-Steagall  Act  is  sorely  in  need  of 
change.  Its  prohibitions,  where  they  are  clearly  understandable,  are 
often  no  longer  necessary  for  the  protection  of  bank  depositors  or 
stockholders.  Thus,  for  example,  we  urge  amendment  of  12  U.S.C.  §  24 
(Seventh)  to  permit  banks  to  invest  in  revenue  bonds. 

In  other  instances  the  Glass-Steagall  prohibitions  are  unclearly 
stated  so  that  they  impede,  but  do  not  prevent,  development  of  new 
bank-related  services,  For  example,  a  clarifying  amendment  would 
have  allowed  the  establishment  of  automatic  investment  service,  with- 
out extensive  and  expensive  litigation. 

The_ Glass-Steagall  Act  limitations  have  restricted  or  delayed  banks' 
entry  into  businesses  which  should  logically  ensue  from  changes  in  the 
economy  and  in  banking.  Problems  have  arisen  over  banks*  providing 
messenger  services,  electronic  data  processing  services  and  travel  serv- 
ices. In  all  instances,  the  new  services  relate  directly  to  financial  serv- 
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ices  necessary  to  the  business  of  banking.  To  allow  banks  to  provide 
these  new  services,  provides  each  industry  with  new  competition  which 
can  be  of  benefit  to  consumers.  Yet  the  provisions  of  12  U.S.C.  §  '2A- 
I Seventh)  have  been  interpreted  by  the  courts  to  impede  or  block 
banks'  entry  into  these  lines  of  business.  We,  therefore,  support  a  re- 
view of  the  competitive  effects  of  such  judicially  imposed  limits  on 
banks'  lines  of  commerce. 

E-2  (a)  What  proa  duns  are  used  to  evaluate  the  competitive  im- 
pacts of  hank  mergers  and  new  cjvartersf  (b)  Furnish  or  describe  any 
useful  memoranda  or  studies  prepared  by  or  for  your  agency  on  this 
matter,  (c)  Describe  who  in  your  agency  is  responsible  for  evaluating 
competitive  impacts  of  bank  mergers  and  new  charters  and  also  with 
respect  to  any  new  regulations ;  include  information  on  such  persons 
/■(!(  rant  background  (academically  and  in  experience)  ?:nd  what,  if 
ony,  other  responsibilities  they  have  concurrently. 

(a)  The  consideration  of  an  application  to  organize  a  national  bank 
is.  to  a  large  extent,  based  upon  competitive  factors  throughout  the 
entire  process  of  investigation  and  evaluation. 

When  an  application  is  received  in  this  office,  members  of  the  ap- 
plicant group  are  encouraged  to  discuss  the  proposal  with  the  appro- 
priate Regional  Administrator,  at  which  time  there  is  a  general  review 
of  competitive  factors. 

The  Regional  Administrator  also  schedules  an  on-site  investigation 
by  examiners  to  analyze  the  factors  on  which  a  iinal  decision  is  to  be 
based.  A  general  canvass  of  businesses  in  the  area  is  made  to  ascertain 
the  services  which  existing  banks  offer,  e.g.,  financing  of  inventory  and 
sales.  [Other  members  of  the  public  are  also  interviewed  to  determine 
the  adequacy  of  existing  bank  services.] 

As  the  competitive  climate  is  of  paramount  importance,  the  follow- 
ing specific  questions  are  investigated  by  examiners  and  their  conclu- 
sions are  forwarded  to  Washington  : 

(1)  Since  an  efficient  check  collection  system  is  in  the  public 
interest,  do  any  of  the  banks  in  the  proposed  trade  area  practice 
nonpar  banking  ? 

(2)  Do  the  relationships  of  loans  to  deposits  suggest  that  exist- 
ing banks  may  not  have  participated  fully  in  supporting  the  eco- 
nomic growth  of  the  community  or  trade  area? 

(3)  What  is  the  makeup  of  the  competing  banks'  loan  port- 
folios 1  Have  they  relied  heavily  upon  credit  that  is  supported  by 
government  guarantees  or  insurance  and  which  often  is  indicative 
of  an  unwillingness  to  assume,  leadership  in  meeting  public  and 
community  needs? 

(4)  J)o  existing  banks  provide  a  full  complement  of  services 
aha  convenient  facilit  Les? 

(5)  Were  these  services  and  facilities  provided  only  recently  in 
response  to  this  or  other  charter  applical  ions? 

i  6)  Do  compel  ing  banks  have  active  and  vigorous  management 
with  depth  in  evidence  and  supported  by  training  programs  and 
modern  employee  benefits  \ 

(7)  Do  existing  banks  have  a  growth  history  as  evidence  of 
their  recognition  and  response  to  t  he  challenge  01  serving  the  pub- 
lic and  the  community? 
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Potential  competitors  in  the  area  are  given  the  opportunity  to  state 
their  opinions,  as  the  applicants  must  publish  a  notice  of  the  applica- 
tion in  a  newspaper  of  general  circulation  in  the  community  in  which 
the  new  bank  will  be  located.  In  addition,  the  Kegional  Administra- 
tor's office  notifies  all  banks  in  the  market  area  of  the  filing  of  the  appli- 
cation. If  a  hearing  is  requested,  the  Regional  Administrator  will  con- 
duct a  heaiing  at  which  applicants  and  protestants  have  an  oppor- 
tunity to  make  oral  presentations  as  well  as  file  written  comments.  A 
transcript  is  made  of  the  hearing  by  a  court  reporter. 

A  full  report  of  information  elicited  at  the  regional  level  is  for- 
warded to  Washington.  Although  all  Washington  personnel  who  re- 
view the  application  keep  in  mind  competitive  factors,  a  senior  econo- 
mist is  specifically  charged  with  appraising  the  competitive  impact. 

Finally,  the  Comptroller  of  the  Currency  reviews  and  evaluates  the 
application  file  and  makes  a  decision  as  to  whether  a  new  bank  in  the 
proposed  location  would  or  would  not  promote  healthy  banking  com- 
petition in  the  relevant  market  area. 

In  the  case  of  bank  merger  applications  where  the  resulting  bank  is 
to  be  a  national  bank,  the  procedures  are  similar  to  those  of  new  bank 
application  investigations.  Field  investigations  are  made  by  exam- 
iners and  publication  of  notice  of  the  transaction  in  a  local  newspaper 
is  required. 

The  merger  application  file  is  reviewed  in  Washington  by  the  law 
department,  as  well  as  by  a  staff  economist,  for  competitive  impact. 
Advisory  opinions  concerning  the  effect  on  competition  are  submitted 
by  the  other  bank  regulatory  agencies  and  the  Department  of  Justice, 
and  are  evaluated  by  the  Comptroller's  staff.  The  Comptroller  con- 
siders all  these  views  on  competition  before  acting  on  the  merger  ap- 
plication. His  decision  is  supported  by  a  written  statement  in  every 
case. 

(b)  The  following  monographs  were  prepared  under  the  sponsor- 
ship of  the  Comptroller  of  the  Currency,  and  are  collected  in  Studies 
in  Banking  Competition  and  the  Banking  Stt^ucture"  Washington : 
Office  of  the  Comptroller  of  the  Currency,  1966 : 

Part  One  :  Merger  Policy  :  The  Philadelphia  Case  : 

Comments  on  the  Philadelphia-Girard  Decision :  Bank  Mergers  and  Pub- 
lic Policy,  by  David  C.  Motter 

Private  Competition  and  Public  Regulation,  by  Victor  Abramson 

Concentration  Ratios  and  Competition,  by  Deane  Carson  and  Paul  M.  Hor- 
vits  (from  the  September  1963  issue  of  The  National  Banking  Review) 

The  Philadelphia  National  Bank  Case :  A  rejoinder,  by  Emanuel  Celler 

The  Philadelphia  National  Bank  Case:  A  Reply,  by  Victor  Abramson 
(From  the  December  1963  issue  of  The  National  Banking  Review) 

The  Philadelphia  Bank  Merger  Decision  and  its  Critics,  by  Edward  S. 
Herman 

The  Philadelphia-Girard  Decision :  Some  Further  Comments,  by  Thomas 
Gale  Moore 

The  Philadelphia  Case :  Replies  to  the  Rejoinders,  by  Victor  Abramson, 
Dean  Carson,  David  C.  Motter  and  Bernard  Shull  (From  the  March  1964 
issue  of  The  National  Banking  Review) 

Commercial  Banking  as  a  "Line  of  Commerce",  by  Bernard  Shull  (From 
the  December  1963  issue  of  The  National  Banking  Review) 
Part  Two  :  Branch  Banking : 

Branch  Banking  and  the  Structure  of  Competition,  by  Bernard  Shull  and 
Paul  Horvits  ( From  the  March  1964  issue  of  The  National  Banking  Review ) 

The  Impact  of  Branch  Banking  on  Bank  Performance,  by  Paul  M.  Hor- 
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vitz  and  Bernard  Shull   (From  the  December  1964  issue  of  The  National 
Banking  Review) 

Bank  Entry  and  the  Tublic  Interest :  A  Case  Study,  by  David  C.  Motter 
and  Deane  Carson   (From  the  June  1964  issue  of  The  National  Banking 
Review ) 
-Part  Three  :  New  Bank  Entry  : 

Banking  formation  and  the  Public  Interest,  by  David  C.  Motter   (From 
the  March  1965  issue  of  The  National  Banking  Review) 

Bank  Entry  Regulation :  Its  Impact  and  Purpose,  by  Sam  Peltzman  (From 
the  December  1965  issue  of  The  National  Banking  Review) 
Part  Four  :  Bank  Competition  and  Bank  Regulation  : 

The  Banking  Competition  Controversy,  by  Franklin  R.  Edwards   (From 
the  September  1965  issue  of  The  National  Banking  Review) 

The  Framework  of  Commercial  Bank  Regulation :  An  Appraisal,  by  Don- 
ald Jacobs  (From  the  March  1964  issue  of  The  National  Banking  Review) 
Part  Five  :  Bank  Costs  and  the  Banking  Structure  : 

Economies  of  Scale  and  Marginal  Costs  in  Banking  Operations,  by  George 
J.  Benston  (From  the  June  1965  issue  of  The  National  Banking  Review) 

References  is  also  made  to  the  merger  decisions  which  are  reprinted 
in  the  Annual  Reports  of  the  Comptroller  of  the  Currency  (1962- 
11)74)  and  which  are  useful  in  studying  the  competitive  analyses  of  the 
Comptroller's  Office. 

Our  Department  of  Research  and  Analysis  is  attempting  to  develop 
a  model  which  will  measure  accurately  the  potential  for  bank  deposit 
growth  in  a  given  bank  market.  We  hope  first  to  test  the  model  assum- 
ing various  competitive  alternatives.  Other  tests  will  be  run  comparing 
results  predicted  by  the  model  with  those  predicted  by  administrative 
memoranda  and  actual  results  in  a  sampling  of  merger  and  new  char- 
ter cases. 

(c)  At  the  investigative  level,  staff  examiners  are  responsible  for 
factual  input.  They  are  familiar  with  the  market  area  in  question  and 
so  are  uniquely  qualified  to  elicit  this  information.  The  examiner 
would  typically  have  five  to  eight  years  experience  on  the  force  before 
making  this  type  of  investigation. 

The  Regional  Administrator,  who  reviews  the  reports  based  on  the 
investigation,  is  a  senior  official  who  has  a  general  knowledge  of  the 
economy  and  the  financial  structure  of  the  region  for  which  he  is  re- 
sponsible. Traditionally,  Regional  Administrators  are  chosen  from  the 
examiner  force.  Approximately  80  percent  of  all  examiners  have  col- 
lege degrees  and  many  have  taken  advanced  education  courses  in 
banking. 

Tn  Washington,  the  investigation  report  is  reviewed  by  senior  econo- 
mists, in  the  case  of  new  bank  applications,  and  by  both  economists 
and  lawyers  in  the  case  of  bank  merger  applications.  All  the  reviewing 
economists  have  Ph.D.  degrees  and  previous  experience  in  the  study 
of  bank  competition.  The  lawyers  have  J.D.  degrees  and  almost  all 
lawvers  have  attended  institutes  of  continuing  education  in  fields  re- 
lated to  banking. 

Before  promulgation,  staff  lawyers  review  all  new  regulations  and 
carefully  consider  competitive  impact.  This  responsibility  is  one  among 
their  several  duties  which  included  drafting  and  interpretation  of 
regulations,  investigation  of  consumer  complaints  raising  legal  ques- 
tions, and  providing  general  legal  advice  to  the  Office.  Similarly, 
economists  who  review  merger  applications  also  perform  economic 
analv^os  of  the  operations  of  this  Office  and  of  the  activities  of  na- 
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tional  banks  in  addition  to  providing  general  economic  guidance  and 
expertise  to  the  Comptroller. 

E-3  What  kinds  of  continuing  analyses  are  made  of  the  state  of 
competition  in  the  banking  industry  and  in  particular  banking  mar- 
kets f  What  information  does  the  supervisory  process  generate  on  the 
state  of  competition  in  banking  markets  and  the  quality  of  services 
offered? 

Continuous  information  on  the  state  of  competition  in  the  banking 
industry  and  in  particular  banking  markets  comes  to  this  Office  from 
several  sources.  One  source  is  the  review  and  analysis  of  every  banking 
structure  application  received  by  the  Comptroller — merger  applica- 
tions, charter  applications,  and  branch  applications.  In  addition,  we 
supply  competitive  factor  advisory  opinions  on  mergers  to  the  Federal 
Reserve  and  the  FDIC  in  cases  where  those  agencies  have  decision- 
making responsibility.  This  Office  also  reviews  applications  for  bank 
holding  company  acquisitions  in  order  to  present  an  advisory  opinion 
to  the  Board  of  Governors  of  the  Federal  Reserve  System.  Each  year, 
the  number  of  such  applications  being  reviewed  runs  into  the 
thousands.  A  key  factor  in  determining  the  Office  conclusion  with  re- 
gard to  each  application  is  our  assessment  of  the  state  of  competition 
and  the  quality  of  banking  services  currently  offered  within  the 
relevant  banking  market  or  sub-market.  In  general,  our  Office  posi- 
tion is  to  create,  through  our  action  on  structural  applications,  the 
maximum  degree  of  competition  consistent  with  the  maintenance  of 
the  liquidity,  solvency,  and  continuity  of  the  national  banking  system. 

A  second  major  source  of  information  is  the  bank  examination  proc- 
ess. By  the  nature  of  an  examination,  the  examiner  must  assess  the 
competitive  position  of  the  bank.  In  doing  so,  he  also  must  draw  con- 
clusions about  the  state  of  competition  in  the  banking  market  in  which 
that  bank  operates. 

A  third  major  source  of  information  is  the  body  of  research  studies 
that  deals  with  banking  competition  and  banking  performance.  Some 
studies  have  been  generated  within  this  Office  (see  our  answer  to  ques- 
tion E.2(b) ),  while  others  are  done  by  other  banking  agencies,  by  the 
academic  community,  and  by  bank  trade  associations.  Research  studies 
in  this  area  are  reviewed  by  our  staff  both  for  the  information  they 
may  reveal  about  particular  banking  markets  and  for  those  conclusions 
that  may  have  broader  applicability  in  the  determination  of  overall 
Office  policy  in  connection  with  structural  applications. 

E—lf,  Give  specific  examples  of  wh-at  affirmative  action  your  agency 
has  taken  in  the  last  ten  years  to  encourage  competition  in  areas  where 
it  was  deficient. 

The  Comptroller  of  the  Currency  has  taken  affirmative  action  in 
the  last  ten  years  to  encourage  competition  in  areas  where  competition 
has  been  deficient  by  providing  national  banks  with  every  legitimate 
means  for  becoming  a  more  viable  part  of  the  economic  community. 

For  example,  the  Comptroller's  Office  has  stated  by  appropriate 
regulation  or  interpretation  that  national  banks  may  provide  to  the 
banking  public  a  wide  range  of  bank-related  services,  including  dis- 
persing travel  information  (12  C.F.R,  §7.7475)  ;  offering  automatic 
investment  services  for  high  quality  corporate  stock ;  permitting  every- 
day business  transactions  to  be  made  close  to  a  money  source,  i.e., 
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customer-bank  communication  terminals  ("CBCT" — 12  C.F.R 
§7.7491)  ;  making  trust  services  more  readily  available  to  widely  dis- 
persed customers  by  permitting  the  establishment  of  trust  information 
offices  apart  from  the  main  banking  office;  and  making  available  to 
local  business  concerns  convenient  and  needed  data  processing  serv- 
ices (12  C.F.R.  §7.3500).  The  Comptrollers  experience  with  these 
regulatory  questions  is  discussed  in  the  answer  to  Question  C  5. 

In  the  last  ten  years  the  Comptroller  also  has  taken  the  position  that 
branch  location  restrictions  placed  on  state  banks  by  state  statutory 
law  are  anticompetitive  and  usually  serve  only  to  safeguard  a  monop- 
oly of  an  existing  bank  in  a  given  area  over  services  and  customers  who 
are  retained  only  because  of  inconvenience  in  distance  to  the  next  near- 
est banking  facility.  We  have  maintained  consistently  over  the  last 
decade  that  such  restrictions  only  tend  to  stagnate  services  available 
to  the  banking  public  (e.g.,  limited  consumer  or  "small"  loans;  shorter 
banking  hours;  less  modern  facilities)  and  that,  rather,  the  fewer  the 
restrictions  on  branching  for  banks,  the  more  responsive  banks  will 
become  to  the  needs  of  the  public.  See,  e.g.,  First  National  Bank  in 
Plant  City  v.  Dickinson,  396  U.S.  122  (1969) ;  and  First  National  Bank 
of  Logan  v.  Walker  Bank  &  Trust  Co.,  385  U.S.  252  (1966)— in  which 
the  Supreme  Court  took  the  stance  that  national  banks  should  be 
restricted  by  various  and  inconsistent  state  branching  statute  restric- 
tions simply  because  they  are  located  within  a  particular  state ;  Seattle 
Trust  &  Savings  Bank,  et  al.  v.  The  Bank  of  California,  N.A.,  492  F.2d 
48  (1974)— in  which  the  court  permitted  a  California  national  bank  to 
establish  a  branch  in  the  State  of  Washington ;  Dunn  v.  First  National 
Bank  of  Cartersville,  345  F.  Supp.  853  (N.D.  Ga.  1972),  appeal,  dis- 
missed, CA  72-320  (5th  Cir.  Jan.  10,  1973) ;  Driscoll  v.  Northwestern 
National  Bank,  484  F.2d  173  (8th  Cir.  1973) ;  and  Jackson  v.  First 
National  Bank  of  Valdosta,  246  F.  Supp.  134  (M.D.  Ga.  1965)— all 
cases  m  which  the  courts  permitted  national  banks  to  establish  "exten- 
sions   to  their  main  offices  rather  than  separate  branch  facilities  as  a 
means  of  providing  more  convenient  customer  services  in  states  where 
branching  is  not  permitted;  First  National  Bank  of  Southaven  v. 

£Tfj  ?3^.F*  SupP*  682  (N-D-  Miss-  197l)>  *1Td  per  curiam.,  467  F.2d 
944  (5th  Cir.  1972)  ;  The  Ramapo  Bank  v.  Camp,  425  F.2d  333  (3rd 
Cir.)  cert,  denied,  400  U.S.  828  (1970) ;  and  Merchant  and  Miners 
Banky.  Saxon,  Civ.  No.  1042,  W.D.  Mich.,  E.D.  (July  13,  1966)— all 
cases  in  which  the  courts  permitted  national  banks  to  relocate  their 
main  offices  and  establish  a  branch  in  the  place  of  the  main  office  in 

?t  g£  If6  branchinS  is  prohibited  in  the  relocation  situs  (see  12 
U.o.L*.   oO). 

Each  new  bank  chartered  by  the  Comptroller  of  the  Currcncv  also 
encourages  competition  in  its  market  area  by  providing  an  alternative 
source  of  banking  services  and  encouraging  greater  efforts  from  other 
financial  institutions  to  meet  the  public  needs.  From  January  1   1965 

n°Jn^y  Vi197,5'  lhZ  °ffice  haS  aPPr0Ved  468  applications  for  de 
novo  national  bank  charters. 

Branch  application  approvals  also  stimulate  competition  in  the  ptib- 
Sft^f  **  brandies  bring  new  sen  ices  not  previously 
available.  Tins  Office  has  approved  7,689  applications  to  establish  new 
branches  for  the  years  1965  through  1974.  ^<iuiihn  ik  w 
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Mergers  are  another  important  mechanism  by  which  competition  is 
stimulated  through  the  creation  of  additional  consumer  options,  the 
provision  of  new  or  increased  services,  or  the  advent  of  better 
management. 

In  the  two  most  recent  decisions  handed  down  on  this  subject  the 
U.S.  Supreme  Court  continued  its  tradition  of  supporting  the  Comp- 
troller's findings  that  mergers  are  "procompetitive"  ( U.S.  v.  Marine 
B '(incorporation,  418  U.S.  602  (1974)  ;  U.S.  v.  Citizens  &  Southern  Na- 
tional Bank,  43  U.S.  L.W.  4779  (June  17, 1975) ) . 
See  also  the  following  bank  merger  cases : 

U.S.  v.  Connecticut  National  Bank,  et  at.,  362  F.  Supp.  240, 270- 
272  findings  231  thru  240.  (D.  Conn.  1973)  rev'd  and  remanded 
on  other  grounds  418  U.S.  656  (1974)  ; 

U.S.  v.  Trans-Texas  Bancorp  oration,  Inc.,  et  al.,  1972  Trade 
Cases,  §  74,257  (W.D.  Texas  1972)  aff'd.,  per  curiam  412  U.S.  946 
(1973) ;  U.S.  v.  United  Virginia  Bankshares,  Inc.,  et  al.,  347  F. 
Supp.  891, 895  (E.D.  Va.  1972) ; 

U.S.  v.  First  National  Bancorp  oration,  Inc.,  et  al.,  329  F.  Supp. 
1003  (D.  Colo.  1971)  aff'd  per  curiam,  410  U.S.  577  (1973) ;  U.S. 
v.  Idaho  First  National  Bank,  et  al.,  315  F.  Supp.  261  (D.  Idaho 
1970) ;  U.S.  v.  First  National  Bank  of  Maryland,  et  al.,  310  F. 
Supp.  157  (D.  Md.  1970);  U.S.  v.  First  National  Bank  of  Jack- 
son et  al.,  301 F.  Supp.  1161  (S.D.  Miss.  1969) ; 

U.S.  v.  Crocker-Anglo  National  Bank,  et  al,,  277  F.  Supp.  133 
(N.D.Cal.1967). 

F.  Multiplicity  of  Kegulatory  Agencies 

F-l  (In  answering  this  question,  references  to  recent  serious  prob- 
lems :  U.S.  National,  San  Francisco  National,  Beverly  Hills  National, 
Bank  of  the  Commonwealth,  Sharpsburg  Bank,  Orangeburg  Bank, 
Franklin  National  and  Security  National,  would  be  particularly  help- 
ful.) Describe  the  processes  by  which  cooperation  and  coordination 
among  the  federal  bank  regulatory  authorities  is  achieved,  (a)  Give 
specific  and  important  examples  of  successful  cooperation  and  coordi- 
nation, (b)  Give  specific  and  important  examples  of  cases  in  which 
lack  of  cooperation  and  coordination  was  a  serious  impediment  to 
execution  of  your  duties,  (c)  Give  significant  examples  of  any  "com- 
petition in  laxity"  among  the  agencies  in  regulatory  and  examination 
procedures,  (d)  Describe  the  processes  of  cooperation  and  coordina- 
tion with  state  supervisory  and  examination  authorities. 

(a)  Cooperation  and  coordination  between  the  Federal  Bank  regu- 
latory authorities  is  good  despite  occasional  policy  differences.  The 
Comptroller  of  the  Currency,  with  relation  to  the  F.D.I.C,  has  a 
Deputy  Comptroller  for  F.D.I.C.  Affairs.  The  Deputy  acts  as  the 
Comptroller's  representative  at  the  F.D.I.C.  and,  frequently,  performs 
line-like  responsibilities  within  that  agency.  Of  course,  the  Comp- 
troller himself  sits  as  a  member  of  the  Board  of  Directors  and,  in  the 
absence  of  a  designated  Chairman,  acts  as  interim  Chairman. 

In  legislative  matters,  the  agencies  will  often  aid  one  another  in 
drafting  proposals  for  Congressional  consideration.  Also,  later  inter- 
pretation of  statute  law  is  discussed  at  times.  For  example,  when  banks 
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were  precluded  in  the  1060's  from  many  activities  involving  lotteries, 
representatives  of  the  three  regulators  met  to  decide  the  roles  which 
were  not  prohibited,  i.e.,  acting  as  depositories  as  opposed  to  "ware- 
housing agents." 

Tn  1964  a  procedure  of  coordination  was  adopted  for  the  exchange 
of  information  among  the  bank  regulatory  agencies  including  the 
Federal  Home  Loan  Bank  Board.  The  exchange  was  to  occur  if  any 
rule,  regulation  or  policy  by  any  one  agency  might  conflict  with  any 
rule,  regulation  or  policy  of  another  agency.  Ten  working  days  was 
to  be  allowed  prior  to  adoption  of  the  change.  This  was  to  allow  for 
comment.  In  1065  this  procedure  was  amended  with  the  formation  of 
the  Coordinating  Committee  on  Bank  Regulation.  The  Committee  was 
established  with  a  rotating  chairmanship.  The  meetings  provide  a 
forum  for  discussion  of  matters  of  concern  such  as  interest-rate  ceil- 
ings as  they  relate  to  Individual  Retirement  Accounts,  corporate  sav- 
ings accounts,  the  results  of  the  Fair  Housing  pilot  survey  and  the 
penalty  revision  for  certificates  of  deposit  in  case  of  death. 

The  agencies  work  particularly  closely  when  a  problem  bank  devel- 
ops. In  the  cases  of  Franklin  National  and  U.S.N.B.  of  San  Diego, 
decisions  were  made  in  close  coordination.  Due  to  restrictive  branch- 
ing laws,  merger  partners  are  often  difficult  to  locate.  At  times,  the 
Comptroller  has  granted  charters  to  facilitate  acquisition.  This  was 
the  case  with  two  state  banks  in  the  last  two  years:  Elk  Creek  State 
Bank  and  Tri-City  Bank.  In  these  situations,  this  Office  and  the 
F.D.I.C.  or  Board  of  Governors  of  the  Federal  Reserve  System  main- 
tain the  closest  communication  in  order  to  insure  rapid  resolution. 

(b)  Though  differences  occur,  such  as  interpreting  whether  a  cus- 
tomer-bank communications  terminal  constitutes  a  branch,  there  are 
no  "serious"  impediments  to  the  execution  of  the  duties  of  the  Comp- 
troller of  the  Currency.  Also,  it  is  worth  noting  that  the  agencies 
differ  in  mission — not  simply  in  constituency.  The  F.D.I.C.  is  an  in- 
surer— neither  of  the  other  two  are.  The  Comptroller  is  a  primary 
regulator — neither  of  the  other  two  is  so  intended.  The  Comptroller 
alone  can  grant  charters  for  new  banks.  The  Federal  Reserve  has 
monetary  and  data-gathering  responsibilities  not  shared  by  the  other 
two.  Therefore,  the  three  agencies  are  very  far  from  being  triplicates 
with  only  varying  groups  of  banks  to  regulate. 

(c)  This  Office  gives  little  weight  to  the  shopworn  phrase  of  "com- 
petition in  laxity."  While  having  appeal  as  a  rhetorical  tool,  it  lacks 
substance  as  an  argument.  Although  serious  differences  of  statutory 
interpretation  and  regulatory  approach  arise  infrequently,  when  diver- 
gence does  occur  it  adds  the  kind  of  innovation  all  too  lacking  in  many 
regulatory  environments.  Rather  than  having  stultified  its  constitu- 
ency, the  present  system  has  produced  a  dynamic  and  healthy  industry. 
Consistency  in  regulation  is  a  goal  which  increasingly  is  coining  under 
examination.  As  the  general  view  nppeai-s  to  be  turning  toward  greater 
innovation  and  flexibility,  a  move  toward  a  less  innovative  and  less 
flexible  approach  would  be  ironic.  An  article  by  Peter  Sehuck  of  Con- 
sumer's Tnion  in  the  September  1975  issue  of  Harper's  discusses  the 
problems  engendered  by  monolithic,  regulators.  The  dual  banking 
svslern  and  federal  regulatory  approach  thus  far  lets  spared  banking 
this  fate. 
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I 'ruler  the  sponsorship  of  James  J.  Saxon,  the  Comptroller's  Office 
conducted  a  comprehensive  review  of  laws  and  regulations  affecting 
the  operations  of  national  banks,  the  results  of  which  were  published 
in  September  19G2  as  the  report  of  a  specially  appointed  Advisory 
Committee  on  Banking,  entitled  "National  Banks  and  the  Future." 
In  his  forward  to  the  edition  of  the  Comptrollers  Manual  for  Na- 
tional Banks  issued  at  the  end  of  his  term,  Comptroller  Saxon  evalu- 
ated in  perspective  this  and  the  efforts  which  followed. 

This  Manual  reflects  the  continuing  results  of  some  five  years  of  endeavor  to 
transform  the  regulation  of  the  National  Banks  into  a  responsive  and  meaning- 
ful instrument  of  public  policy.  We  began  our  task  after  several  decades  in  which 
little  had  been  done  to  adapt  public  policies  and  banking  practices  to  the  chang- 
ing needs  and  requirements  of  our  vigorously  expanding  economy. 

*****  *  * 

Life  has  been  breathed  into  the  body  of  bank  regulation  through  the  joint 
efforts  of  this  Office  and  of  the  National  Banks.  The  results  which  have  been 
achieved  are  as  much  the  product  of  renewed  banking  initiative,  seeking,  in 
response  to  public  need  and  demand,  to  assure  the  performance  of  all  financial 
functions,  as  of  our  own  efforts  to  adapt  banking  regulation  to  the  needs  of 
today — and,  so  far  as  wTe  can  see,  to  the  requirements  of  tomorrow.  It  is  our 
earnest  hope  that  the  regulation  of  National  Banks  will  continue  to  be  a  living 
instrumentality,  and  not  the  stale  embodiment  of  policies  which  had  their  proper 
place  in  other  times  and  under  other  conditions. 

Succeeding  Comptrollers  have  continued  to  probe  the  system  of 
national  bank  regulation  for  weakness  and  inadequacies  in  meeting  the 
country's  financial  needs.  Often  this  process  of  reevaluation  has  led 
to  the  relaxation  or  elimination  of  traditional  regulatory  restrictions 
in  the  interests  of  increased  competition  and  improved  services.  If 
some  would  choose  to  designate  as  a  "competition  in  laxity"  this  at- 
tempt to  identify  and  discard  archaic  and  outmoded  laws  which 
unnecessarily  shackle  the  banking  industry,  then  they  surely  must 
oppose  as  well  the  work  of  the  Committee  and  the  fundamental  pur- 
poses of  the  F.I.N.E.  study.  Again,  it  is  precisely  because  Congress  has 
established  a  heterogeneous  rather  than  a  homogeneous  regulatory 
structure  that  federal  bank  regulation  has  progressed  as  far  as  it  has. 

Regarding  examination  procedures,  the  separation  of  the  agencies 
allows  experimentation  with  methodologies.  From  the  recommenda- 
tions of  the  Haskins  and  Sells  study,  the  Comproller  is  beginning  to 
implement  new  concepts.  Utilizing  a  computer,  the  Office  will  track 
banks  by  the  use  of  key  ratios.  The  system  can  also  be  used  as  a  man- 
power utilization  tool,  through  the  production  of  data  indicating  the 
need  for  a  limited  exam  in  a  specific  area.  Additionally,  examination 
techniques  themselves  will  undergo  substantial  revision.  The  empha- 
sis will  be  not  just  acting  as  borrower  analysts  through  examining  loan 
portfolios,  but  on  being  bank  analysts  studing  bank  systems  and  pro- 
grams to  a  greater  extent.  This  sort  of  experimentation  does  not  pre- 
clude sharing  experience  gained;  however,  unification  of  effort  would 
not  add  to  the  sum  of  information  and  might  actually  lessen  it  by 
Jimiting  the  number  of  experimenters. 

(d)  The  Comptroller  of  the  Currency,  as  a  primary  regulator,  has 
less  contact  with  state  supervisors  than  its  sister  Federal  agencies. 
Close  coordination  in  terms  of  setting  examination  dates  is  common 
in  situations  in  which  there  is  a  holding  company  or  group  of  affiliated 
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banks  which  are  suspected  of  switching  assets  or  other  unsound  prac- 
tices. Exchange  of  information  is  particularly  useful  in  this  area.  As 
mentioned  above,  this  Office  stands  read}7  to  assist  a  state  troubled  with 
a  failing  bank  through  its  charatering  or  merger  authority.  Addi- 
tionally, the  Comptroller  in  recent  years  has  worked  closely  with  the 
(  onference  of  State  Bank  Supervisors  in  implementing  significant 
policy  changes,  such  as  the  Comptroller's  ruling  on  customer-bank 
communication  terminals. 

F-2  (a)  Give  examples  of  differences  in  approach  and  procedures 
of  the  federal  banking  regulatory  agencies  concerning  the  competitive 
impacts  of  bank  mergers  and  new  charters,  (b)  Give  examples  of  co- 
operation and  coordination  among  the  agencies,  (c)  Give  examples  of 
Jack  of  cooperation  and  u competition  in  laxity"  in  matters  of  bank 
mergers  and  neio  charters,  (d)  How  often  and  under  what  circum- 
stances has  your  agency  overruled  recommendations  by  the  Depart- 
ment of  Justice  f 

(a)  Except  possibly  in  the  case  of  holding  company  expansion, 
chartering  normally  is  not  associated  with  competitive  problems.  By 
its  very  nature,  de  novo  entry  stimulates  competition. 

Since  1966,  when  the  Bank  Merger  Act  was  passed,  all  three  federal 
bank  regulatory  agencies  have  concerned  themselves  with  the  competi- 
tive aspects  of  bank  mergers.  Before  that  time,  and  dating  back  to 
1918,  mergers  and  consolidations  of  commercial  banks  into  or  with 
national  banking  associations  had  been  under  the  sole  supervision  of 
the  Comptroller  of  the  Currency.  With  the  passage  of  the  Bank 
Merger  Act,  the  Board  of  Governors  of  the  Federal  Keserve  System 
and  the  Federal  Deposit  Insurance  Corporation,  along  with  the  Anti- 
trust Division  of  the  Department  of  Justice,  became  involved  in  the 
competitive  aspects  of  all  bank  mergers  with  the  authority  to  approve 
or  deny  those  mergers  which  fell  within  their  jurisdiction,  which,  in 
turn,  depended  principally  upon  the  nature  of  the  receiving,  resulting 
or  buying  bank. 

The  approach  of  each  of  the  three  Federal  banking  agencies  to  bank 
mergers  is  essentially  the  same.  When  the  resulting  bank  in  a  merger 
transaction  is  a  national  association,  only  the  Comptroller  of  the  Cur- 
rency has  jurisdiction  to  approve  or  deny;  when  the  resulting  bank  is 
a  state-chartered  bank,  the  Board  of  Governors  of  the  Federal  Reserve 
System  and  the  Federal  Deposit  Insurance  Corporation  share  their 
authority  with  the  respective  state  bank  supervisors.  The  role  of  the 
Antitrust  Division  appears  to  l>e  the  same  in  all  bank  merger  cases;  it 
reports  only  on  the  competitive  aspects  of  each  case  as  it  is  presented, 
without  consideration  of  the  needs  and  convenience  of  the  community 
to  be  served. 

This  office  investigates  extensively  the  facts  surrounding  each  merg- 
er The  Comptroller  adheres  to  the  standards  laid  down  by  the  antitrust 
laws  and  the  convenience  and  needs  of  the  community  as  set  out  in  the 
Bank  Merger  Act  and  cases  thereunder.  Included  in  the  analysis  are 
any  procompetitive  effects  of  the  transact  ion  which  arc  considered  as 
part  of  community  convenience and  needs.  . 

(b)  Advisory  opinions  on  competitive  effects  are  given  the  decid- 
ing a^encv  by  its  sister  agencies.  Additionally,  there  is  a  free  exchange 
of  information.  An  example  of  cooperation  between  bank  regulatory 
agencies  is  the  FDIC's  furnishing  the  Office  of  the  Comptroller  of  the 
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Currency  with  its  computer  print-outs  of  bank  and  branch  deposit 
totals.  These  can  be  very  helpful  in  market  analysis  for  bank  mergers. 
In  emergency  situations,  cooperation  is  particularly  noticeable.  The 
Comptroller  of  the  Currency  and  the  Board  of  Governors  of  the  Fed- 
eral Reserve  System,  for  example,  worked  together  in  rescuing  every 
depositor,  and  perhaps  the  shareholders,  of  Security  National  Bank  of 
Hempstead,  New  York. 

(c)  As  stated  in  our  answer  to  question  F  1(c),  the  Comptroller  of 
the  Currency  does  not  subscribe  to  the  belief  that  there  is  "competition 
in  laxity"  among  the  agencies. 

(d)  In  using  the  word  "recommendations,''  the  question  is  some- 
what confusing.  The  Department  of  Justice  does  not  make  "recom- 
mendations"' on  bank  merger  applications.  Further,  the  Comptroller 
of  the  Currency  does  not  "overrule" — only  courts  overrule.  However, 
advisory  opinions  on  the  competitive  effects  of  bank  merger's  are  re- 
ceived from  the  Antitrust  Division  of  the  Department  of  Justice  pur- 
suant to  statute.  In  bank  holding  company  acquisitions,  although  the 
Bank  Holding  Company  Act  is  silent,  the  Antitrust  Division  supplies 
its  views  or  comments  to  the  Board  of  Governors  of  the  Federal  Re- 
serve System.  Advisory  opinions  on  competitive  factors  supplied  by  the 
Antitrust  Division  and  the  bank  regulatory  agencies  look  only  to  the 
competitive  aspects  involved  and  not  to  convenience  and  needs  of  the 
community  to  be  served  or  other  banking  factors  in  the  statute  which 
must  be  evaluated  in  each  case.  The  fact  that  the  merger  might  be  pro- 
competitive  overall  and,  therefore,  perfectly  legal  must  also  be  con- 
sidered in  the  weighing  process  required  by  the  statute. 

Since  passage  of  the  Bank  Merger  Act  in  1966,  the  Department  of 
Justice  has  sued  national  banks  55  times  on  the  grounds  that  a  merger 
approved  by  the  Comptroller  would  "substantially  lessen  competition 
or  tend  to  create  a  monopoly."  Thirty-eight  of  those  actions  were  left 
unresolved  when  the  defendant  banks  abandoned  plans  to  merge.  In 
ten  suits,  the  Comptroller's  decision  was  upheld,  and  one,  in  1967, 
ended  with  the  litigated  judgment  that  the  merger  was  unlawful.  The 
six  remaining  cases  are  now  pending.  Additionally,  during  the  last 
ten  years,  Justice  has  raised  objections  to  what  it  considered  "sig- 
nificantly adverse"  mergers  18  times  without  filing  suit. 

G.  Bank  Holding  Companies  2 

G-3  What  has  experience  indicated  about  the  effects  of  expansion 
into  nonbanking  activities  on:  (a)  Competition,  innovation^  and  the 
efficiency  of  the  hanking  system;  (b)  Competitors  not  affiliated  with 
holding  companies,  both  in  banking  and  in  the  other  activities:  (c) 
Bank  soundness.  Horc  and  to  what  extent  do  nonbanking  affiliates  add 
strength  to  the  holding  company?  To  what  extent  does  the  separate 
corporate  existence  of  nonbank  affiliates  provide  protection  to  banking 
affiliates?  Are  banks  in  holding  companies  adequately  protected  from 
problems  arising  in  affiliate*?  If  not.  what  should  be  done?  Should 
they  be  protected.  If  not.  what  procedures  should  be  folio  ' 

(a),  (b)  The  use  of  the  adjective  "nonbanking"  in  this  question  is 
unfortunate.  vYe  are  aware  of  no  activities  in  which  banks  themselves 


2  Questions   Gl.   G2   and   G10.  covering:  the  bank  holding  company  movement,  were  di- 
rected only  at  the  Federal  Reserve  Board. 


454 

engage  or  in  which  holding  companies  engage  pursuant  to  approval  of 
'the  Federal  Reserve  Beard  under  section  4(c)  (8)  of  the  Bank  Holding 
Company  Act  which  are  not  either  (a)  historically  a  part  of  the  bank- 
ing business  or  (b)  closely  related  to  rinaneial  services,  or  (c)  both.  If 
^uch  an  activity  historically  has  not  been  conducted  by  the  majority  of 
banks,  the  phrase  "nontraditional  banking  activity"  would  be  a  more 
appropriate  term. 

Since  1966,  the  major  corporate  mechanism  that  has  been  usetl  by 
banking  organizations  to  expand  into  new  areas  of  activity  has  been 
the  bank  holding  company.  The  1970  amendments  to  the  Bank  Holding 
Company  Act  gave  to  the  Board  of  Governors  of  the  Federal  Reserve 
System  regulatory  authorit}7  over  one-bank  holding  companies.  The 
Board  already  held  responsibility  for  the  regulation  of  multi-bank 
holding  companies. 

The  Board  has  determined  that  the  1970  legislation  does  not  require 
geographic  restrictions  on  activities  of  the  non-bank  subsidiaries  of 
bank  holding  companies.  Consequently,  a  significant  amount  of  multi- 
state  operations  is  carried  on  by  bank  holding  company  subsidiaries. 
This  development  has  generated  the  major  competitive  effect  of  the 
bank  holding  company  movement.  Major  banking  organizations  are 
able  to  set  up  operations  in  the  sales  finance  area,  the  mortgage  bank- 
ing area,  and  the  leasing  area,  among  others,  in  states  other  than  the 
head  office  state  of  the  major  bank  subsidiary.  The  effect  has  been  to 
increase  significantly  the  degree  of  competition  in  a  number  of  finan- 
cial markets  through  the  entry  of  new  competitors.  The  added  degree 
of  competition  has  benefited  the  public  through  providing  additional 
sources  of  financial  services  and  through  the  pressures  thus  created 
to  maintain  a  cost  of  services — price  of  services  relationship  that  is 
beneficial  to  the  public  interest. 

The  same  mechanism  has  fostered  additional  innovation  in  particu- 
lar markets,  both  banking  and  financially  related,  that  might  not 
otherwise  have  occurred.  The  degree  of  innovation  found  among  the 
participants  in  any  market  is  rather  closely  related  to  the  degree  of 
competition  within  that  market.  In  the  same  way,  the  average  effi- 
ciency of  operations  of  participants  in  particular  financial  markets  has 
been  increased.  In  our  market  system,  we  rely  upon  competition  to 
force  suppliers  of  goods  and  services  to  strive  constantly  to  attain  the 
highest  degree  of  efficiency. 

Existing  suppliers  of  certain  financial  services  offered  by  banks 
or  by  bank  holding  company  subsidiaries  have  claimed  to  be  adversely 
affected  by  the  advent  of  competition  from  the  banking  industry. 
Litigation  on  the  lawfulness  of  these  activities  has  occurred  in  the 
fields  of  insurance,  leasing,  data  processing,  and  travel  services,  among 
others.  The  findings  of  the  courts  in  this  series  of  cases  have  been 
mixed.  However,  no  such  group  of  suppliers  of  services  has  been  able 
to  demonstrate  thai  the  public  interest  has  been  harmed  by  the  entry 
of  holding  company  subsidiaries  into  these  activities.  While  it  is  diffi- 
cult to  quantify  the  results,  the  view  that  the  public  interest  has  been 
benefited  by  Such  entry  is  consistent  with  economic  analysis. 

The  holding  company  mechanism  has  fostered  diversification  of 
activity  for  banking  organization*  Such  diversification,  if  properlv 
planned,  can  add   resiliency  and  strength  to  the  entire  corporate 
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family  Thus,  the  general  position  of  this  'Office  has  been  that  we  would 
favor  the  affiliation  of  a  national  bank  with  another  corporate  entity 
only  when  such  affiliation  appeared  likely  to  strengthen  the  condition 
of  the  bank.  When  such  affiliation  appeared  likely  to  weaken,  in  any 
sense,  the  condition  of  the  bank,  this  Office  has  opposed  such  affiliation. 

As' an  additional  note,  even  without  recourse  to  the  holding  com- 
pany mechanism,  the  National  Bank  Act  contains  an  ''incidental 
powers"  clause  (12  U.S.C.  24(7))  that  allows  considerable  flexibility 
regarding  the  appropriate  functions  of  national  banks  themselves. 
To  a  considerable  degree,  it  is  this  clause  that  has  made  it  legally 
possible  for  banks  to  meet  newly  emerging  financial  needs  of  the  pub- 
lic— needs  that  were  not  even  dreamed  of  when  the  Act  was  written. 
We  think  that  the  flexibility  given  to  national  banks  under  the  in- 
cidental powers  clause  has  inured  to  the  benefit  of  the  public.  See  our 
answer  to  question  C  5  for  more  detailed  discussion  of  this  issue. 

The  separate  corporate  existence  of  nonbank  affiliates  provides, 
within  limits,  a  legal  screen  between  the  bank  and  these  affiliates.  How- 
ever, cases  in  recent  year.-,  such  as  that  of  Beverly  Hills  National  Bank, 
appear  to  demonstrate  that  difficulties  with  a  holding  company  or  its 
nonbank  subsidiaries  can  redound  to  the  detriment  of  a  bank.  Thus, 
bank  regulators  should  expand  their  view  of  the  entire  corporate 
family  as  an  entity.  Such  an  expanded  view  is  consistent  with  the 
plans  of  this  Office  to  broaden  its  surveillance  of  all  affiliates  of  na- 
tional banks.  This  action  will  help  to  lessen  the  possibility  that  prob- 
lems arising  in  particular  affiliates  will  lead  to  problems  for  the 
bank. 

G-h  What  have  been  the  impacts  on  bank  management — generally 
as  well  as  in  specific  terms  of  management  personnel  and  management 
systems — of  the  growth  and  diversification  of  bank  holding  com- 
panies? 

The  formation  of  a  bank  holding  company  has  had  a  generally 
positive  impact  on  bank  management  in  that  it  has  resulted  in  greater 
availability  of  expertise.  The  bank  manager  of  today  must  be  both  a 
specialist  and  a  generalist.  He  frequently  is  required  to  be  knowledge- 
able in  mortgage  lending,  international  banking,  oil  and  gas  leasing, 
and  factoring,  but  must  maintain  a  broad  perspective  and  general 
knowledge  as  an  administrator.  The  bank  holding  company  adds 
greatly  to  his  ability  to  manage  by  furnishing  experts  in  many  diverse 
areas.  Many  holding  companies  today  retain  knowledgeable  manage- 
ment staff  to  offer  guidance  and  assistance  to  the  subsidiary  bank 
manager. 

The  bank  holding  company  provides  a  position  benefit  to  consumers 
of  financial  services  as  well.  These  consumers  are  now  offered  expertise 
from  more  than  one  source  as  a  result  of  bank  holding  companies' 
diversification  into  new  areas  of  financial  service.  Some  consumers  are 
offered  expertise  for  the  first  time  as  the  result  of  the  establishment  of 
a  service  by  a  bank  holding  company. 

While  the  overall  effect  of  the  bank  holding  company  has  been  posi- 
tive, it  has  had  a  negative  effect  on  bank  management  at  non  holding 
company  banks  for  competent  personnel  is  drawn  to  the  bank  holding 
companies.  During  their  initial  stages  of  development,  many  bank 
holding  companies  were  managed  by  senior  officials  of  their  principal 
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banks.  The  expansion  and  diversification  of  bank  holding  companies 
ultimately  forced  affiliated  bank  management  to  follow  one  of  three 
courses.  In  many  cases  these  officials  moved  into  the  bank  holding 
company,  leaving  a  void  in  bank  management.  In  other  cases,  they 
chose  to  remain  in  the  bank,  forcing  the  bank  holding  company  to  seek 
competent  managers  for  itself  from  the  outside.  The  availability  of 
competent  administrators  who  possess  a  banking  background  as  well 
as  a  thorough  understanding  of  the  problems  inherent  in  managing 
a  diverse  bank  holding  company  severely  restricted  outside  manage- 
ment possibilities.  As  a  third  alternative,  bank  management  main- 
tained a  dual  role  in  both  entities;  however,  in  choosing  to  do  this 
many  managers  found  themselves  spread  so  thin  that  their  perform- 
ance in  both  capacities  suffered. 

The  development  of  the  bank  holding  company  has  resulted  in  the 
formulation  of  management  systems  which  greatly  have  aided  the  sub- 
sidiary banks.  Of  particular  note  are  those  systems  implemented 
through  the  use  of  computers.  The  availability  of  the  computer  to  the 
small  unit  subsidiary  bank  allows  the  subsidiary  to  avail  itself  of  this 
advanced  technology.  The  bank  manager  under  the  bank  holding  com- 
pany umbrella  has  numerous  analytical  tools  which  are  not  available 
in  a  simple  bank  arrangement.  This  area  of  management  systems  is 
similar  to  the  management  personnel  area,  as  the  bank  manager  has  ex- 
pertise available  through  a  bank  holding  company  which  is  not  avail- 
able to,  or  is  too  costly  for  a  unit  bank. 

Again,  the  general  impact  of  bank  holding  companies  on  bank  man- 
agement has  been  positive  when  bank  managers  employ  all  the  tools 
the  holding  companies  offer.  The  bank  manager  who  solicits  the  ex- 
pertise from  available  bank  holding  company  experts  and  utilizes  man- 
agement systems  to  aid  in  his  job  can  improve  significantly  the  per- 
formance of  his  managerial  duties. 

G-5  Is  it  desirable  and  feasible  to  insulate  the  bank(s)  in  a  holding 
eompany  from  the  risks  of  the  other  entities  in  the  holding  company? 
What  would  be  your  view  of  a  statute  making  hank  holding  companies 

legally  responsible  for  all  obligations  of  subsidiary  banks  and  forbid- 
ding subsidiary  banks  from  assuming,  directly  or  indirectly,  responsi- 
bility for  the  debts  of  affiliates? 

Were  a  bank  to  be  insulated  from  the  risks  undertaken  by  other  affiil- 
iates  within  a  bank  holding  company,  the  threat  to  bank  stability  clear- 
ly would  be  reduced.  However,  advantages  gained  by  a  bank  through 
holding  company  affiliation  significantly  outweigh  any  disadvantages. 
Although  such  a  bank  faces  the  possibility  of  being  drawn  too  deeply 
into  the  deterioration  of  an  affiliate,  its  stability  distinctly  is  strength- 
ened by  the  increased  flexibility  and  the  capacity  to  share  risks  which 
it  acquires  I  tiroiigh  holding  company  membership. 

oe  the  late  L960's  we  have  witnessed  a  proliferation  of  bank* 
.•entered  holding  companies.  This  type  of  company  generally  has  been 
organized  for  the  purpose  of  trading  upon  the  good  reputation  of  the 
flagship  hank.  If  these  hanks  were  to  be  prohibited  from  supporting 
their  holding  companies,  both  nominally  and  financially,  it  i-  likely 
that  the  viability  of  all  bank  affiliates  would  be  irreparably  damaged. 
We  premise  this  conclusion  on  the  understanding  that  the  knowleage- 
able  invest  im.r  public  would  tend  to  repose  litt  le  confidence  in  the  finan- 
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cial  durability  of  bank  holding  companies  if  those  companies  were  un- 
able to  rely  on  their  principal  asset  base. 

One  possible  result  of  bank  insulation,  which  some  may  consider 
a  benefit,  would  be  the  return  of  bank  management  to  the  traditional 
philosophy  of  direct  operation  through  the  bank  rather  than  through 
the  bank  holding  company.  We  believe,  to  the  contrary7,  that  such  a 
shift  ultimately  would  prove  detrimental  to  the  national  banking  sys- 
tem by  reducing  the  competitiveness  now  fostered  by  the  bank  holding 
company  movement,  Accelerated  capital  growth,  especially,  would  be 
stymied,  since  easier  access  to  capital  markets,  now  available  through 
bank  holding  companies,  no  longer  would  be  afforded. 

In  determining  the  feasibility  of  bank  insulation  it  is  helpful  to 
examine  the  insulation  currently  provided  under  existing  Federal  laws. 
Two  significant  restrictions  come  to  mind.  First,  the  flow  of  funds 
within  a  bank  holding  company  is  limited  under  12  U.S.C.  371c  to  10 
percent  of  a  bank's  capital  and  surplus  for  loans  to  any  one  affiliate  and 
20  percent  of  its  capital  and  surplus  for  loans  to  all  affiliates.  Second, 
under  the  provisions  of  12  U.S.C.  56  and  59,  a  bank  holding  company 
has  no  power  to  deplete  the  capital  of  its  subsidiary  national  banks  be- 
low a  Federally  determined  level  of  adequacy. 

It  is  difficult  to  conceive  of  a  more  thoroughgoing  insulation  which 
also  would  not  impair  the  fundamental  operations  of  a  bank  holding 
company.  We  reiterate  that  a  bank  holding  company  and  its  banks  are 
closely  identified  with  each  other  in  the  mind  of  the  public.  Even 
though  separateness  might  be  a  legal  reality,  the  public  might  not  ac- 
cept the  distinction.  Thus,  for  the  same  reason,  i.e.,  loss  of  public  con- 
fidence, that  insulation  would  not  be  desirable,  it  also  would  not  be 
feasible. 

A  statute  making  bank  holding  companies  legally  responsible  for 
all  obligations  of  subsidiary  banks  also  has  little  to  recommend  it,  Such 
a  law  ignores  the  fact  that  bank  holding  companies  generally  do  not 
have  sizable  assets  of  their  own  apart  from  those  which  they  hold 
through  the  bank  subsidiaries.  Therefore,  it  would  make  little  sense  to 
expect  a  bank,  which  is  the  mainstay  of  its  parent,  to  rely  upon  that 
company  in  the  event  it  could  not  meet  its  own  obligations.  Such  a  law 
also  overlooks  the  fact  that,  at  present,  bank  holding  companies  nor- 
mally provide  a  backstop  for  their  banks  through  common  directors 
and  officers  who  consider  the  strengths  and  weaknesses  of  both  entities 
in  undertaking  obligations. 

If  the  same  statute  were  to  forbid  banks  from  assuming,  directly  or 
indirectly,  responsibility  for  the  debts  of  affiliates,  it  could  doom  a  bank 
involuntarily  to  serious  troubles  or  collapse.  At  the  risk  of  belaboring 
the  public  conception  of  the  relationship  between  a  bank  and  its  affil- 
iates in  a  holding  company,  we  emphasize  that  a  faltering  affiliate  can 
engender  a  serious  loss  of  public  confidence  in  the  bank.  If  a  bank  has 
no  power  to  attempt  a  rescue  of  such  an  affiliate,  it,  in  effect,  may  have 
no  power  to  direct  its  own  destiny. 

G-6  What  is  the  present  state  of  Jaw  and  of  practice  with  respect 
to  examination  and  other  supervision  and  regulation  of  parent  holding 
companies  and  their  nonbank  subsidiaries?  Describe  the  examination 
and  supervision  of  (a)  transactions  between  a  parent  holding  com- 
pany and  its  nonbank  affiliates,  (b)   transactions  between  a  parent 
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company  and  honking  subsidiaries,   (c)   transactions  between  banks 
with  a  holding  company,  (d)  transactions  between  noiibank  affiliates. 

Although  the  Comptroller  of  the  Currency  is  authorized  to  examine 
bank  holding  companies  and  their  nonbanking  subsidiaries  which  are 
affiliated  with  national  banks,  as  outlined  in  our  answer  to  question 
G  9.  this  Office  has  no  power  to  regulate  or  supervise  the  e  entities. 
Since  all  regulatory  or  supervisory  actions  in  this  field  under  present 
law  must  be  undertaken  by  the  Federal  Reserve  Board,  we  believe  that 
the  answer  to  the  first  part  of  this  question  more  properly  is  left  to 
that  agency.  We  refer  the  Committee  to  our  answers  to  questions  B  24 
( e)  and  G  ".  as  they  appear  to  provide  the  information  sought  by  parts 
(b)  and  (c)  of  this  question. 

G-7  (a)  What  are  the  procedures  used  to  evaluate  and  improve 
bank  and  bank  holding  company  supervision?  (b)  Is  sufficient  infor- 
mation available  to  the  regulatory  agencies  relating  to  possible  prob- 
lems in  bank  holding  company  affiliates  that  might  affect  the  sound  n  89 
of  the  holding  company  and  its  bank(s)?  (c)  Are  there  sufficient 
personnel,  in  terms  of  numbers  and  training,  to  evaluate  the  informa- 
tion that  is  available?  (d)  When  and  to  what  extent  are  affiliates  ex- 
aminedf  (e)  In  what  respects  does  the  examination  and  supewision 
of  a  bank  within  a  holding  company  differ  from  the  examination  and 
supervision  of  an  independent  bank? 

(a)  The  supervisory  system  is  under  constant  review  and  appraisal. 
Continuous  efforts  are  made  to  adapt  the  examination  process  and 
bank  supervision  to  changing  conditions  and  technology  in  the  bank- 
ing industry.  Of  particular  note  in  the  area  of  re-evaluation  and  ap- 
praisal are  the  Comptroller  of  the  Currency's  formation  of  special 
divisions  within  the  Washington  Office  to  deal  with  changes  in  the  in- 
dustry. The  movement  of  the  banks  into  the  field  of  international 
banking  led  to  the  establishment  of  an  international  division  in  the 
Office  severaj  years  ago  to  both  deal  with  the  examination  function  and 
with  the  necessary  specialized  training.  Other  areas,  such  as  electronic 
data  processings  haVe  received  emphasis  as  banks  developed  sophisti- 
cation in  data  processing. 

The  growth  and  diversification  of  bank  holding  companies  have 
brought  an  expansion  of  supervisory  functions  to  encompass  the  ex- 
amination of  both  bank  and  non-bank  subsidiaries  and  affiliates  as  well 
as  the  bank  holding  company  itself,  Full  examinations  are  performed 
on  bank  holding  companies  in  conjunction  with  the  examination  of 
their  subsidiary  banks  when  there  is  a  need  for  information  on  bank- 
holding  companies  and  their  inter-company  transact  i< 

The  recently  completed  review  of  the  Comptroller  of  the  Currency's 
Office  by  Haskins  &  Sells  included  an  evaluation  of  bank  and  bank 
holding  company  supervision.  The  study  resulted  in  the  following 
recommendations : 

1.  Streamlining  the  examination  and  supervision  of  the  nation's 
more  than  4.000  national  banks,  including  their  more  than  1.VO0O 
domestic  branches  and  640  overseas  branches  in  77  foreign 
countries : 

2.  Establishing  an  early  warning  system,  to  be  known  as  the 
National  Bank  Surveillance  System,  to  identify  changing  situa- 
tions in  the  banking  industry  and  in  individual  banks; 
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3.  Realigning  certain  responsibilities  between  the  main  office 
in  Washington  and  the  fourteen  Regional  Offices,  thus  permitting 
the  main  office  to  concentrate  on  overall  policy  decisions;  and, 

4.  Reconstituting  the  organizational  structure  of  the  Wash- 
ington Office,  initially  by  creating  a  senior  policy-making  group 
charged  with  identifying  strategic  objectives  of  the  Office  and 
implementing  the  steps  required  to  attain  these  objectives. 

The  implementation  of  Haskins  and  Sells  recommendations  will 
take  place  over  the  next  nine  to  eighteen  months. 

(1))  With  the  proliferation  of  bank  holding  companies  and  national 
bank  subsidiaries  of  bank  holding  companies  has  come  the  need  for 
the  Comptroller  of  the  Currency  to  have  access  to  information  relat- 
ing to  affiliates  of  national  banks.  As  of  December  2,  1974,  the  Comp- 
troller of  the  Currency  has  requested  every  national  bank  which  is  a 
subsidiary  of  a  bank  holding  company  which  files  annual  reports  on 
Form  10K  with  the  Securities  and  Exchange  Commission  to  maintain 
one  copy  of  the  most  recent  such  annual  report  at  the  main  office  of  the 
bank  for  review  by  national  bank  examiners.  The  S.E.C.  has  required 
that  the  financial  statement  in  the  Form  10K  be  certified  by  an  inde- 
pendent public  accountant,  In  most  cases,  the  reporting  requirements 
just  described,  together  with  information  derived  from  affiliate  exami- 
nation reports,  provide  a  sufficient  data  base  to  keep  the  Comptroller's 
Office  fully  apprised  of  the  possible  problems  in  bank  holding  com- 
pany affiliates  which  would  have  a  detrimental  effect  on  the  holding 
company  and  its  banks. 

(c)  The  Comptroller  of  the  Currency  maintains  a  continuous  re- 
cruitment program  which  is  designed  to  meet  the  manpower  needs  of 
the  office.  As  a  result,  the  office  employs  sufficient  personnel  to  evaluate 
the  available  information.  With  increased  sophistication  in  recruiting 
techniques  and  availability  of  well-qualified  applicants,  the  bureau 
can  be  highly  selective  in  choosing  its  employees. 

It  is  our  belief  that  the  staff  of  the  bureau  is  adequate,  both  in  terms 
of  quality  and  quantity,  to  evaluate  and  improve  bank  supervision. 

Because  no  area  of  bank  regulation  remains  constant,  training  and 
self-development  constitute  a  continuous  process  throughout  an  em- 
ployee's career.  The  bureau  is  continually  trying  to  improve  and  make 
its  training  programs  responsive  to  identified  needs  in  such  areas  as 
statistical  and  financial  analysis. 

At  the  present  time,  the  Office  is  undertaking  a  major  review  of  all 
of  its  training  programs  affecting  supervision  of  banks.  A  task  force 
of  16  highly  qualified  examiners  and  two  professional  training  special- 
ists is  analyzing  and  evaluating  existing  programs  and  future  train- 
ing needs.  Career  plans  are  being  developed  to  identify  and  ensure 
that  employees  receive  the  most  timely  and  effective  training  at  the 
various  stages  of  their  career.  Existing  training  programs  will  be  con- 
tinued or  redesigned  and  new  programs  will  be  developed  to  ensure 
that  personnel  have  the  management  and  technical  skills  necessary  to 
be  responsive  to  present  and  future  changes  in  bank  supervision. 

(d)  Affiliates  are  examined  simultaneously  with  national  banks 
when  there  is  reason  to  believe  that  there  may  be  problems  in  the  trans- 
actions between  banks  and  affiliates.  When  both  bank  and  non-bank 
affiliates  are  examined,  examiners  apply  the  same  evalaution  stand- 
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ards  as  are  applied  to  the  bank.  Examiners  conducting  examinations 
of  non-bank  affiliates  have  been  trained  to  deal  competently  with  prob- 
lems inherent  in  the  specific  non-bank  affiliates  operations,  i.e.,  mort- 
gage banking  or  leasing.  The  procedures  for  examination  of  affiliates 
are  of  sufficient  scope  to  appraise  their  assets,  to  disclose  fully  the 
relationships  among  affiliates,  and  to  determine  the  effect  of  these 
relationships  on  the  bank. 

(e)  Examination  and  supervision  do  not  differ  between  holding 
company  banks  and  independent  banks,  except  to  the  extent  that  banks 
within  a  holding  company  often  require  extra  analysis  to  disclose  all 
inter-company  relationships. 

G-8  Apart  from  such  present  law  and  practice,  is  there  any  special 
legal  or  regulatory  treatment  which  is  or  should  he  given  holding 
company  hanks  as  distinct  from  other  hanks? 

No  special  legal  or  regulatory  treatment  is  necessary  to  insure  ade- 
quate supervision  of  holding  company  banks.  However,  we  refer  the 
Committee  to  our  answers  to  question  G  7  and  G  9  for  discussion  of 
present  examination  procedures  and  recommendations  for  more  effec- 
tive regulation  of  holding  companies  and  their  affiliates. 

G-9  With  respect  to  the  present  law  and  practice,  which  aspects  do 
you  consider  most  in  need  of  change,  and  which  most  likely  to  change? 
Describe  the  changes  desired  or  expected. 

Under  12  U.S.C.  481  the  Comptroller  of  the  Currency  has  adequate 
authority  to  examine  bank  holding  companies  and  most  other  entities 
affiliated  with  any  national  bank.  As  described  in  greater  detail  in  our 
answer  to  question  G7,  this  Office  recently  has  implemented  some 
new  reporting  procedures  to  maintain  a  closer  watch  on  national  bank 
affiliate  activities  and  is  prepared  to  conduct  throughgoing  inspections 
when  circumstances  warrant.  However,  under  12  U.S.C.  330  state- 
chartered  banks  which  are  members  of  the  Federal  Reserve  System 
specifically  are  exempt  from  the  provisions  of  §  481.  As  is  evident  under 
the  present  state  of  the  law,  it  is  an  arduous  process  for  this  Office  to 
ascertain  transactional  relationships  among  all  national  bank  affiliates 
when  some  sister  banks  within  the  same  bank  holding  company  are  un- 
approachable directly.  Therefore,  we  believe  it  is  only  sensible  that  the 
Comptroller's  authority  to  examine  national  bank  affiliates  be  broad- 
ened to  encompass  state  member  banks  as  well,  if  he  is  to  carry  out 
his  statutory  responsibilities  to  insure  (lie  safety  and  soundness  of  the 
national  banking  system. 

One  additional  significant  change  which  we  would  desire  to  see  is  a 
reassignment  of  regulatory  authority  among  the  several  Federal  bank- 
ing agencies  with  respect  to  bank  holding  companies.  As  we  have  stated 
in  Our  answer  (o  question  (x  5.,  a  bank  holding  company  generally  is  as 
Strong  as  its  flagship  hanks  and  shares  common  identity  and  assets 
with  those  subsidiaries.  Under  present  hiw  both  the  Comptroller  of 
the  Currency  and  the   Federal  Reserve  possess  authority  to  examine 

a  hank  holding  company  hut  the  Comptroller  has  no  authority,  to  issue 
cease  and  desist  orders,  to  approve  or  disapprove  applications,  or  to 

other  supervisory  measures  against,  a  holding  company.  On  the 
other  hand,  were  the  Comptroller  also  responsible  for  ongoing  super- 
vision of  the  holding  company,  he  would  be  better  prepared  to  detect 
and  deter  potentially  troublesome  situations  early  in  their  develop- 
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ment.  Viewed  in  this  light,  delegation  of  exclusive  supervisory  author- 
ity over  bank  holding  companies  to  the  Board  of  Governors  of  the 
Federal  Reserve  System  seems  to  defeat  the  public  interest  in  preven- 
tive Government  regulation.  The  realignment  of  supervisory  authority 
could  be  accomplished  even  though  the  authority  to  issue  regulations 
remained  with  a  single  agency. 

In  short,  we  suggest  that  legislation  be  adopted  to  authorize  the  Fed- 
eral regulatory  agency  which  is  responsible  for  supervising  the  activi- 
ties of  the  principal  bank  or  banks  within  a  certain  bank  holding  com- 
pany to  serve  as  the  principal  supervisor  of  that  holding  company  as 
well.  In  this  way  a  bank  holding  company  would  be  subjected  to  super- 
visory procedures  which  are  compatible  with  those  already  applied  to 
the  activities  of  its  most  important  subsidiaries  and  which  allow  for 
implementation  of  a  coordinated  and  more  effective  monitoring  system. 


RESPONSES  BY  THE  BOARD  OF  GOVERNORS  OF  THE 
FEDERAL  RESERVE  SYSTEM  TO  THE  FINE  STUDY 
QUESTIONNAIRE 
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[The  letters  that  appear  below  were  also  addressed  and  sent  to  the  Honorable 
Fernand  J.  St  Germain,  Chairman,  Subcommittee  on  Financial  Institutions 
Supervision,  Regulation  and  Insurance! 

Chairman  of  the  Boaed  of  Goverxors, 

Fedeeal  Reserve  System, 
Washington,  D.C,  August  <21, 1975. 
Hon.  Hexey  S.  Reuss, 

Chairman,  Committee  on  Banking*  Currency  and  Housing,  House  of 
Representatives,  Washington,  B.C. 
Deae  Me.  Chaiemax  :  Your  letter  of  August  13,  1975,  sent  jointly 
with  Chairman  St  Germain,  requests  the  Board's  response  to  a  ques- 
tionnaire prepared  in  connection  with  the  announced  study  of  Fi- 
nancial Institutions  in  the  Nation's  Economy  (FINE)  being  con- 
ducted by  your  Committee,  in  conjunction  with  Chairman  St  Ger- 
main's Subcommittee. 

Preparation  of  responses  to  the  questionnaire  is  underway.  How- 
ever, in  view  of  the  length  and  nature  of  the  questionnaire,  it  appears 
that  preparation  of  answers  fully  responsive  to  the  questions  pre- 
sented will  carry  beyond  the  submission  date  specified  in  your  letter.  I 
have  directed  the  staff  to  proceed  expeditiously  with  this  preparation 
and  to  advise  your  staff  at  an  appropriate  time  of  our  probable  com- 
pletion date. 

Sincerely  yours. 

Aethue  F.  Burns. 

Chaiemax  of  the  Board  of  Goverxors, 

Federal  Reseeve  System, 
Washington,  D.C.,  October  1, 1975. 
Hon.  Henry  S.  Reuss, 

Chairman,  Committee  on  Banking,  Currency  and  Housing,  House  of 
Representatives,  Washington,  D.C. 
Dear  Mr.  Chairmax  :  I  am  pleased  to  reply  further  to  the  letters 
of  August  13  in  which  you  and  Chairman  St  Germain  jointly  inquired 
about  the  Board's  response  to  a  questionnaire  prepared  in  connection 
with  the  study  of  Financial  Institutions  in  the  Nation's  Economy 
(FINE)  being  conducted  by  your  Committee  and  Chairman  St  Ger- 
main's Subcommittee. 

I  am  enclosing  the  Board's  replies  to  the  items  in  sections  C.l,  2.  3 
and  5,  E.2  and  3,  and  F.2  of  the  questionnaire,  dealing  with  bank  reg- 
ulations and  statutory  limitations,  bank  competition,  and  multiplicity 
of  bank  regulatory  agencies. 

The  Board's  staff  is  still  working  on  responses  to  the  remaining  sec- 
tions of  the  questionnaire.  We  will  send  our  comments  relating  to  those 
sections  as  soon  as  possible. 
Sincerely  yours, 

Arthur  F.  Burxs. 

Chairmax  of  the  Board  of  Goverxors, 

Fedeeal  Reserve  System, 
Washington,  D.C,  November  5, 1975. 
Hon.  Hexey  S.  Reuss, 

Chairman,  Committee  on  Banking,  Currency,  and  Housing,  House  of 
Representatives,  Washington,  D.C. 
Dear  Mr.  Chairman  :  I  am  pleased  to  reply  further  to  the  letter 
of  August  13  in  which  you  and  Chairman  St  Germain  jointly  requested 
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• 
the  Board's  response  to  a  questionnaire  prepared  in  connection  with 
the  study  of  Financial  Institutions  in  the  Nation's  Economy  (FINE) 
being  conducted  by  your  Committee  and  Chairman  St  Germain's 
Subcommittee.  By  letter  dated  October  1,  I  submitted  the  Board's  re- 
plies to  the  items  in  sections  C.l,  2,  3  and  5,  E.2  and  3,  and  F.2  of  the 
questionnaire,  dealing  with  bank  regulations  and  statutory  limitations, 
bank  competition,  and  multiplicity  of  bank  regulatory  agencies. 

Enclosed  with  this  letter  are  the  Board's  replies  to  the  remaining 
items  in  sections  C  and  E.  Also  enclosed  is  the  Board's  response  to 
section  D  concerning  reporting  requirements  imposed  by  the  Federal 
Reserve  on  banks  and  bank  holding  companies. 

Finally,  I  am  enclosing  the  Board's  replies  to  questions  numbered 
20  and  29  from  your  letter  of  August  6,  concerning  matters  relating 
to  Governor  Holland's  testimony  on  July  16  before  your  Commit- 
tee. Our  responses  to  the  remainder  of  your  questions  were  enclosed 
with  my  letter  of  September  8. 

The  Board's  staff  is  still  working  on  responses  to  the  remaining  por- 
tions of  the  August  13  FINE  Study  questionnaire  (i.e.,  sections  A,  B, 
F.l  and  G).  We  will  send  our  comments  relating  to  these  sections  as 
soon  as  possible. 

Sincerely  yours, 

Arthur  F.  Burns. 

Chairman  of  the  Board  of  Governors, 

Federal  Reserve  System, 
Washington.  D.C,  December  11, 1075. 
Hon.  Henry  S.  Reuss, 

flta/mum,  Committee  on  Banking.  Currency  and  Housing,  House  of 
Re jrrescntativps,  Washington,  D.C. 
Dear  Mr.  Chairman  :  I  am  enclosing  the  Board's  responses  to  those 
sections  of  your  questionnaire  of  August  13  that  concern  foreign  bank- 
ing matters  most  directly.  The  Board  will  be  submitting  responses 
to  the  remaining  questions  in  the  near  future. 
Sincerely  yours, 

Arthur  F.  Burns. 

Chairman  of  the  Board  of  Governors, 

Federal  Reserve  System, 
Washington,  D.C,  March  2, 1976. 
Hon.  Henry  S.  Reuss, 

C  It  <i',i  nun..  Commit  tee  on  Hanking,  Currency,  and  Hous-ing,  House  of 
Representatives,  Washingto-n,  D.C. 

"Dear  Mr.  Chairman  :  T  am  pleased  to  submit  further  Board  re- 
sponses to  a  questionnaire  related  to  the  study  of  Financial  Institu- 
tions and  the  Nation's  Economy  (FINE)  being  conducted  by  your 
Committee  and  Chairman  St  Germain's  Subcommittee. 

The  Board  replied  earlier  to  the  questions  contained  in  sections 
1.2(7^1,  C,  D,  E,  and  F.2.  The  Board's  replies  to  the  remaining  items 
in  sections  A  and  F,  and  to  all  of  sections  B  and  C  are  enclosed  with 
this  fetter.  This  completes  the  Board's  answers  to  this  questionnaire. 

I  hope  that  the  Board's  responses  have  been  helpful  to  you.  Please 
let  me  know  if  I  can  be  of  any  further  assistance. 
Sincerely  yours, 

Arthur  F.  Burns. 


RESPONSES  BY  THE  BOARD  OF  GOVERNORS  OF  THE 
FEDERAL  RESERVE  SYSTEM  TO  THE  QUESTIONNAIRE 
FOLLOW: 

Question  No.  A.l. 

What  are  the  important*  unreconciled  conflicts  between  maintain  iig 
both  bank  soundness  and  a  freely  competitive,  adaptive  financial  sys- 
tem? Have  such  conflicts  tended  to  become  more  important,  or  more 
obvious  in  recent  years?  Shoulel  the  balance  between  these  conflicting 
considerations,  as  reflected  in  present  laio  and  regulatory  practice,  be 
altered?  If  so,  what  steps  should  be  taken,  either  through  legislation 
or  through  chunges  in  regulation  under  existing  statutes,  to  produce  a 
better  reconciliation? 

Answer.  The  U.S.  banking  system  is  a  competitive  and  adaptive  one, 
more  competitive  than  the  banking  systems  of  other  nations.  The 
regulatory  framework  within  which  the  banking  industry  functions, 
while  constraining  bank  behavior  in  certain  directions,  has  provided 
an  environment  within  which  competition  and  innovation  have  flour- 
ished, particularly  in  the  past  ten  to  fifteen  years. 

Examples  of  the  banking  industry's  recent  adaptations  to  the  chang- 
ing needs  and  opportunities  of  the  financial  markets  are  the  expansion 
of  U.S.  banks  into  foreign  markets  and  the  growth  of  the  Eurodollar 
market,  the  bank  holding  company  movement  and  the  expansion  of 
banking  organizations  into  new  lines  of  business,  the  increased  use  of 
floating-rate  loans,  and  the  expansion  of  the  markets  for  Federal 
funds  and  large  negotiable  certificates  of  deposit.  In  addition,  in  the 
next  few  years  there  should  continue  to  be  innovations  in  the  use  of 
various  types  of  electronic  funds  transfers — including  increased  use  of 
automated  clearing  houses  and  the  development  of  point-of-sale  de- 
vices for  effecting  fund  transfers. 

In  some  respects  regulation,  properly  designed,  enhances  competi- 
tion. For  example,  in  considering  a  proposed  acquisition  of  a  bank  by 
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a  bank  holding  company  under  its  jurisdiction,  the  Board  is  required. 
by  the  Bank  Holding  Company  Act  as  amended  in  1970,  to  consider 
the  possibility  that  the  proposed  acquisition  might  "lessen  competition 
or  tend  to  create  a  monopoly."  The  Act  is  even  more  specific  in  cases 
of  proposed  non-banking  acquisitions  by  bank  holding  companies.  The 
proposed  acquisition  must 

reasonably  be  expected  to  produce  benefits  to  the  public, 
such  as  greater  convenience,  increased  competition,  or  gains 
in  efficiency,  that  outweigh  possible  adverse  effects,  such  as 
undue  concentration  of  resources,  decreased  or  unfair  compe- 
tition, conflicts  of  interest,  or  unsound  banking  practices. 

Thus,  the  maintenance,  or  improvement,  of  the  competitive  environ- 
ment is  a  continuing  concern  of  the  Board  in  its  administering  of  the 
Act  (see  answers  to  questions  in  Section  E).  Finally,  the  capital  con- 
straints and  portfolio  restrictions  imposed  on  banks  by  regulation  and 
enforced  by  bank  examination,  although  not  contributing  directly 
toward  improved  competition,  do  not  necessarily  interfere  with  com- 
petition and  innovation  across  a  broad  range  of  banking  activities. 
Such  constraints  leave  banks  free  to  manage  their  own  affairs  as  long 
as  they  avoid  excessive  risk,  and  by  limiting  risk  exposure  in  this  way, 
regulation  provides  a  sounder  environment  within  which  banking  com- 
petition can  function. 

Although  regulation  in  certain  respects  has  improved  competition, 
there  remain  specific  regulatory  and  legislative  inhibitions  to  a  freely 
competitive  and  innovative  banking  system  that  have  been  introduced 
on  the  grounds  that  they  protect  banking  soundness.  First,  there  are 
the  statutory  and  regulatory  limits  on  the  interest  that  can  oe  paid  on 
deposits,  including  the  prohibition  of  interest  or  demand  deposits. 
These  limits  were  imposed,  initially  in  1933,  to  prevent  "excessive" 
competition  between  banks  and  to  prevent  the  shifting  of  funds  to 
money  center  banks  for  the  purpose  of  stock  speculation.  Interest 
ceilings  on  time  and  savings  deposits  were  extended  to  savings  insti- 
tutions in  1966,  and  these  ceilings  (except  for  large  denomination 
CDs)  presently  provide  for  differentials  between  banks  and  thrift 
institutions  to  compensate  thrifts  for  their  lesser  asset  and  liability 
powers,  and  to  help  provide  for  an  adequate  flow  of  funds  into  home 
mortgages. 

The  restrictions  on  deposit  interest  rates,  however,  have  important 
adverse  effects  on  the  competitive  structure  and  efficiency  of  the  finan- 
cial system.  Especially  during  recent  periods  of  high  interest  rates, 
deposit  interest  ceilings  contributed  to  disintermediation — wherein 
depositors  seek  higher  rates  on  market  instruments — thereby  weaken- 
ing individual  financial  institutions,  especially  thrifts,  and  leading  to 
serious  disruptions  in  the  flow  of  mortgage  credit.  In  addition,  deposit 
interest  ceilings,  and  especially  the  prohibition  of  demand  deposit  in- 
terest, have  substantially  inhibited  price  competition  among  similar 
depository  institutions  in  the  provision  of  certain  deposit  services.  In 
the  important  demand  deposit  area,  competition  has  tended  to  take 
the  form  of  nonprice  services  and  concessions. 

The  Board  has  stated  its  support  both  for  statutory  changes  that 
would  permit  all  banks  and  thrift  institutions  to  offer  interest-bearing 
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NOW  accounts  and  for  a  phased  withdrawal  of  interest  ceilings  on 
time  and  savings  deposits,  as  per  the  proposed  legislation  entitled  the 
Financial  Institutions  xVct  of  1975.  However,  the  removal  of  interest 
ceilings  needs  to  be  combined  with  broader  asset  and  liability  powers 
for  thrift  institutions,  as  proposed  in  the  Act,  in  order  to  maintain 
thrifts'  competitive  position  vis-a-vis  banks.  Moreover,  a  phased  with- 
drawal of  Regulation  Q  ceilings  is  necessary  to  allow  financial  institu- 
tions time  to  adjust  toward  paying  market  rates  on  deposits,  thus  pro- 
tecting against  an  increased  possibility  of  individual  bank  of  thrift 
institution  failure. 

Another  conflict  between  soundness  and  competition  arises  in  con- 
nection with  the  regulators'  effort  to  protect  the  banking  system  as  a 
whole  from  the  disruptive  effects  of  individual  bank  failures.  In  a 
competitive  situation,  every  individual  bank  would  be  subject  to  the 
discipline  of  the  market  in  the  sense  that  its  stockholders,  uninsured 
creditors,  and  managers  would  suffer  the  consequences  of  loss  due  to 
inadequate  management.  Theoretically,  the  rest  of  the  banking  system, 
the  payments  mechanism,  and  each  bank's  own  loan  and  deposit  cus- 
tomers should  be  insulated  from  the  adverse  repercussions  of  the  fail- 
ure of  any  one  bank.  However,  the  insulation  that  now  exists  is  inade- 
quate, and  as  a  consequence  the  regulators  have  intervened  actively 
tp  assist  banks  in  financial  difficulty. 

A  third  area  of  unresolved  conflict  between  soundness  and  competi- 
tion is  in  the  area  of  bank  market  entry.  State  chartering  laws  and, 
in  particular,  state  restrictions  on  the  geographical  area  within  which 
banks  may  establish  branches  have  been  aimed,  traditionally,  at  pre- 
venting "overbanking".  thus  maintaining  a  sound  banking  system. 
However,  entry  restrictions  often  prevent  direct  competition  between 
banks  to  the  detriment  of  depositors  and  borrowers  alike. 

Many  of  the  functions  of  banks  can  be  performed  by  Customer-Bank 
Communication  Terminals,  and  other  electronic  devices,  at  lower  cost 
than  if  new  brick-and-mortar  branches  were  built.  Hence,  the  private 
and  social  consequences  of  banks  over-estimating  their  market  demand 
are  lessened.  Furthermore,  modern  regulatory  tools,  including  the 
examination  process,  help  to  prevent  banks  from  over-extending  them- 
selves. Therefore,  the  restriction  of  new  market  entry  by  banks  is  not 
an  important  element  in  maintaining  the  overall  soundness  of  the 
banking  system. 

Although  each  state  retains  authority  to  charter  new  banks  and  set 
geographical  boundaries  for  branching,  at  the  Federal  level  enact- 
ment of  the  Financial  Institutions  Act  of  1975  would  effectively  pro- 
mote new  market  entry  in  banking  by  allowing  federally-chartered 
thrift  institutions  to  compete  on  a  more  nearly  equal  footing  with 
banks  in  the  provision  of  deposit  and  loan  services.  In  essence,  the 
proposed  Act  Avould  allow  thrifts  to  become  new  market  entrants  in 
providing  demand  deposit,  consumer  loan,  and  other  services.  The 
likely  result  would  be  an  improvement  in  the  competitive  environment 
for  the  provision  of  financial  services.  But  for  that  competition  to  be 
fairest  and  most  efficient,  there  needs  to  be  a  homogenization  of  all  the 
major  regulations  applying  to  financial  institutions.  The  most  im- 
portant of  these  would  be  the  extension  of  Federal  Reserve  reserve  re- 
quirements to  all  depository  institutions.  This  the  Federal  Reserve 
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has  already  advocated,  not  only  for  reasons  of  competitive  equity, 
but  also  to  provide  a  firmer  base  for  the  conduct  of  monetary  policy. 
(See  answers  to  question  A.2  (8)  for  further  discussion  of  the  Financial 
Institutions  Act  and  increased  competition  between  thrifts  and  banks) . 

Question.  No.  A.2. 

Give  your  appraisals  of  the  following  recent  or  current  develop- 
ments as  they  relate  to  the  efficiency,  competitiveness,  and  soundness 
of  the  nation* s  financial  system  and  particularly  the  banking  system  : 

(1)  Liability  management,  the  qroxoth  of  the  Federal  funds  market, 
and  changes  in  bank  asset  liquidity. 

Answer.  During  the  first  15  years  following  World  AVar  II.  com- 
mercial banks  in  the  United  States  were  generally  passive  takers  of 
deposits.  This  posture  reflected  the  very  high  level  of  portfolio  liquid- 
ity of  the  banking  system  that  grew  out  of  the  Great  Depression  and 
World  War  II  financing.  Banks  did  not  have  to  seek  funds  to  finance 
loan  expansion  because  deposit  growth  and  their  own  portfolio 
liquidity  provided  the  necessary  resources  to  satisfy  their  expansion 
in  loans. 

By  the  late  1950s,  portfolio  liquidity  had  been  greatly  reduced  and 
bankers  were  becoming  increasingly  aware  that  their  share  of  total 
deposit  growth  at  all  financial  institutions  was  declining.  The  latter 
development  reflected  not  only  increasing  competition  from  nonbank 
thrift  institutions  for  the  interest-bearing  deposits  of  households,  but 
also  the  growing  sophistication  of  corporations  in  the  management  of 
their  own  liquid  assets.  Businesses  were  reducing  to  a  minimum  their 
demand  balances  as  they  shifted  the  excess  to  money  market  assets 
such  as  Treasury  bills,  bankers  acceptances,  and  commercial  paper. 
Throughout  this  period,  bankers  generally  did  not  offer  time  deposits 
to  corporations,  fearing  that  to  do  so  would  result  in  no  new  funds  to 
themselves  but  simply  the  transfer  of  existing  demand  deposits  to 
interest-bearing  deposits.  The  large  shift  of  business  funds  to  money 
market  assets  made  clear  to  bankers  that  the  choice  facing  corpora- 
tions was  not  between  non-interest-bearing  and  interest-bearing  de- 
posits at  banks  but  between  nonearning  assets  at  banks  and  earning 
-  elsewhere. 

Thus,  by  the  beginning  of  the  1960s,  managers  of  large  banks 
clearly  understood  the  necessity  of  competing  for  deposit  funds,  not 
only  against  each  other  but  also  against  nonbank  institutions  and  the 
money  market.  Their  success — initially  through  the  large  negotiable 
certificate  of  deposit  (CD) — soon  led  to  the  view  that  banks  could 
control  their  own  rates  of  growth  by  varying  the  offering  rates  on 
their  deposits.  This  soon  gave  way  to  a  broader  view,  now  referred  to 
as  "liability  management.*' 

"Liability  management"  means  bank  use  of  money  market-type  de- 
'  and  non-deposit  liabilities  to  obtain  funds  for  additional  loans 
and  investments  when  bank-  management  feeis  it  is  profitable  to  do  so; 
labilities  now  include  lame  denomination  tbk  ( 'I  >>.  boj  - 

rowii  lurodollars  from  banks'  own  foreign  branches  and  others, 

Federal  funds  borrowings  from  banks  and  others,  and  borrowing  from 
(and  a  jsei  sales  to)  banks' own  affiliates,  with  the  latter  funds  provided 
by  market  borrowing  by  such  affiliates  as  well  as  by  the  holding  com- 
pany parent. 
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"Liability  management"  has  also  been  defined  more  narrowly  as  a 
tool  for  liquidity  purposes.  In  its  extreme  version,  liability  manage- 
ment suggests  a  greatly  reduced  need  to  hold  liquid  assets — with  their 
frequently  lower  yield — since  liquidity  (cash)  presumably  can  be 
purchased,  if  and  as  needed,  by  varying  offering  rates  on  bank  liabili- 
ties. As  a  result,  portfolio  liquidity  of  many  banks  has  been  reduced  in 
the  last  10  to  15  years  as  liability  management  has  become  more  widely 
practiced. 

These  developments  have  increased  the  efficiency  and  competitive- 
ness of  the  banking  and  financial  systems  of  the  United  States.  They 
permit  lenders  to  mobilize  funds  rapidly  and  provide  an  increasing 
number  of  choices  for  asset  holders.  However,  the  zeal  with  which 
liability  management  has  been  used  by  some  banks  has  presented  cer- 
tain problems. 

Specifically,  many  bank  managers  behaved  as  if  they  could  borrow 
without  limit  whenever  they  needed  to  do  so.  Although  imperfect  in 
its  operation,  the  credit  market  can  become  quite  cautious  about  lend- 
ing to  individual  banks  that  have  acquired  high-risk  assets  and  face 
a  continuing  roll-over  of  a  large  volume  of  maturing  liabilities.  As  the 
market  finds  cases  of  excessive  exposure,  other  banks  that  have  been 
heavy  users  of  borrowed  funds  can  also  become  suspect  and  thus  can 
have  difficulty  in  rolling  over  their  managed  liabilities.  Additionally, 
any  loss  or  other  adversity  suffered  by  a  bank  in  the  normal  course  of 
business  could  affect  investor  confidence  and  lead  to  a  "run"  by  the 
holders  of  such  largely  uninsured  bank  liabilities  as  Federal  funds 
and  large  denomination  CDs.  The  greater  is  the  bank's  reliance  on 
such  volatile  purchased  money,  the  greater  the  potential  for  incurring 
losses  when  liquidating  assets  if  short-term  liabilities  either  cannot 
be  rolled  over  or  can  be  rolled  over  only  at  excessive  interest  rates. 
Finally,  increased  reliance  on  short-term  purchased  money  may  have 
aggravated  the  mismatch  between  the  maturity  structures  of  banks' 
assets  and  liabilities,  exposing  banks  to  greater  risk  of  losses  associ- 
ated with  rising  interest  rates.  Specifically,  during  periods  of  rising 
rates,  increased  costs  in  rolling  over  short-term  liabilities,  while  earn- 
ings on  fixed-rate  longer  term  assets  remain  unchanged,  may  lead  to 
declines  in  operating  income.  To  the  extent  that  earnings  on  bank 
portfolios  are  responsive  to  changes  in  the  cost  of  funds,  such  risks 
associated  with  rising  interest  rates  are  reduced  (see  answer  to 
A.2.(2)). 

Developments  during  1973-74  emphasize  the  need  for  careful  moni- 
toring by  regulatory  authorities  of  banks'  liability  management  prac- 
tices. However,  any  substantial  curtailment  of  banks'  use  of  money 
market  instruments  would  mean  simply  that  the  current  purchasers 
of  bank  liabilities  would  shift  to  nonbank  liabilities,  leading  to  a  con- 
traction in  the  importance  of  the  banking  system  in  the  total  financing 
of  economic  activity.  While  such  a  diminution  in  banks'  roles  as  finan- 
cial intermediaries  may  reduce  the  potential  for  individual  bank  fail- 
ures, it  would  also  result  in  the  loss  of  much  of  the  benefit  of  banks' 
accommodation  of  individuals,  businesses,  and  governments  having  no 
better  financing  alternatives. 

A  further  discussion  of  liability  management  and  liquidity  is  pro- 
vided in  the  answers  to  A.2(2)  and  A.2(9) . 
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(%)  Increased  interest  rate  volatility  and  <h  rdopment  of  protec- 
tions against  it,  such  as  -floating -rate  loans. 

Answer.  In  recent  years,  many  lenders  have  found  themselves  in 
an  unprofitable  position  during  periods  of  rising  interest  rates,  by 
having  a  preponderance  of  fixed-rate  loans  with  maturities  longer 
than  their  relatively  short-term  interest-bearing  liabilities.  That  is, 
when  interest  rates  have  risen,  and  the  maturing  short-term  obliga- 
tions have  been  refunded  at  higher  rates,  the  average  cost  of  lenders' 
funds  has  quickly  exceeded  the  return  on  the  loans  on  the  books.  This 
problem  has  been  especially  severe  at  times  for  thrifts,  because  the 
limitations  on  their  loan  and  deposit  powers  have  contributed  to  a 
mismatch — at  times  serious — between  the  maturity  structures  of  their 
assets  and  liabilities. 

Banks  have  attempted  to  protect  themselves  against  "interest-rate 
risk",  both  by  varying  the  rate  on  loans  in  parallel  with  market  rates, 
and  by  making  short-term  loans  with  interest  rates  subject  to  renego- 
tiation upon  renewal.  These  actions  are  designed  to  maintain  a  specific 
"spread"  of  loan  rates  over  the  cost  of  funds.  Available  data  indicate 
that  virtually  all  of  these  floating-rate  loans  have  been  made  to  busi- 
nesses. Benefits  similar  to  those  associated  with  variable-rate  business 
loans  would  be  gained  by  both  banks  and  thrifts  if  the  variable-rate 
principle  were  extended  to  residential  mortgages.  Variable-rate 
mortgages,  with  specific  disclosure  and  other  borrower  protection 
requirements,  could  also  benefit  borrowers  by  making  more  funds 
available  for  mortgage  loans. 

Floating-rate  loans  shift  the  traditional  risk  of  fluctuating  interest 
rates  toward  the  borrower.  For  the  fixed-rate  loans,  lenders  bear  all 
the  risk  of  rising  rates  and  borrowers  bear  much  of  the  risk  of  falling 
rates.  However,  borrowers  often  have  been  able  to  refund  their  loans 
at  lower  interest  rates  without  serious  prepayment  penalty  (which  is 
often  limited  by  State  law),  thereby  reducing  borrowers'  interest  rate 
risk.  Thus,  most  of  the  interest  rate  risk  has  fallen  on  lenders  and  the 
floating-rate  loan  has  been  designed  to  shift  that  risk. 

As  a  result  of  variable-rate  loans,  lenders  have  become  more  willing 
to  make  loans  in  an  environment  in  which  the  interest  rate  outlook  is 
either  uncertain  or  in  which  lenders  expect  rates  to  rise,  When  rates 
do  rise,  however,  borrowers  have  found  the  burden  of  their  debt  service 
increasingly  difficult  to  bear.  Thus,  the  floating-rate  loan  has  made 
credit  more  available  but  riskier  for  the  borrower.  To  the  extent  rising 
rates  increase  the  cost  of  credit  to  the  borrower,  they  may  impair  the 
borrower's  viability  and,  therefore,  increase  the  bank's  risk  of  loss  of 
loan  principal.  However,  under  either  a  fixed-rate  or  variable-rate 
loan  agreement,  the  bank  can  always  renegotiate  the  payment  schedule 
for  a  borrower  in  financial  difficulty. 

On  balance,  the  floating-rate  loan  innovation  appears  to  have  the 
potential  for  increasing  the  efficiency  and  competitiveness  of  the  bank- 
ing system  while,  at  the  same  time,  improving  bank  soundness.  First, 
floating-rate  loans  have  placed  an  emphasis  on  management's  ability 
to  manage  net  interest  "spreads"  between  borrowing  and  lending  rates. 
Banks  operating  most  efficiently  will  offer  the  lower  spreads,  and, 
eventually,  competition  will  force  spreads  down  to  the  true  costs  of 
financial  intermediation.  Second,  the  floating  rate  loan  improves  bank 
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soundness  by  reducing  interest  rate  risk  for  banks,  as  discussed  above. 
In  particular,  floating-rate  loans  allow  banks  to  continue  to  borrow 
short  and  lend  long,  while  providing  a  hedge  against  changes  in  the 
cost  of  short-term  liabilities.  Third,  many  loans  would  not  be  made 
if  they  were  not  made  on  a  floating-rate  basis,  especially  in  cases  where 
the  borrower  and  lender  have  different  forecasts  for  interest  rates.  All 
these  advantages  are  gained,  of  course,  with  the  offsetting  considera- 
tion that,  with  floating-rate  loans,  borrowers  carry  most  of  the  risk 
of  changing  interest  rates. 

(3)  The  decline  in  bank  capital  relative  to  assets,  and  particularly 
Hsk  assets.  Include  an  analysis  of  the  proper  role  of  subordinated  debt. 

Ansioer.  The  decline  in  bank  capital  relative  to  assets  has  occurred 
at  a  time  when  the  banking  system  has  boon  undergoing  significant 
I  changes.  While  these  changes  account  in  large  measure  for  the  pace 
I  of  the  decline  in  capital  ratios,  they  complicate  an  evaluation  of  its 
I  significance  and  have  heightened  even  further  the  concern  among 
bank  supervisors  with  the  adequacy  of  bank  capital.  And  recently. 
that  concern  has  taken  on  a  new  dimension  in  view  of  the  need  for 
banks  to  be  in  a  sound  position  to  provide  their  share  of  the  increase 
i  in  credit  needed  to  finance  economic  recovery. 

Capital  ratios  of  banks  generally  have  been  dropping  since  the  early 
1060s.  Over  the  past  decade  nlone.  the  ratio  of  canity  capital  and 
>  reserves  to  total  assets  fell  by  about  one-fourth  and  the  ratio  of  capital 
to  risk  assets  fell  more  than  one-third,  to  levels  of  6.45  and  8.64  per 
cent,  respectively,  at  the  end  of  1974  (See  Table).  If  subordinated 
notes  and  debentures  are  included  in  the  measure  of  capital,  the  de- 
clines are  only  slightly  less,  since  relatively  few  banks  have  added 
such  debt  to  their  capital  structures  and  then  generally  in  moderate 
amounts.  Capital  ratios  of  large  banks  are  lower  than  those  of  smaller 
banks  and  have  declined  more  rapidly:  also,  wide  disparities  among 
individual  bank  ratios  prevail  in  all  size  groups. 

As  noted  below,  the  decline  in  average  capital  ratios  does  not  mean 
that  the  banking  system  as  a  whole  has  become  undercapitalized. 

SELECTED  CAPITAL  RATIOS  FOR  ALL  COMMERCIAL  BANKS,  1960-75 
(In  percent] 

Equity  capital/      Equity  capital/        Total  capital/  Total  capital/ 

Yearend  total  assets  risk  assets  total  assets  risk  assets 

I960 

1961.. 

1962.... 

1963 

1964 

1965... 

1966 

96/ 

.9b8._ 

969 

970... 

971 

972 

973 

974... 

975  (June  30) 

Note:  Equity  capital  is  defined  to  include  the  reserve  for  losses  on  loans  and  securities.  Total  capital  equals  equity 
:apital  as  defined  above,  plus  subordinated  notes  and  debentures.  Total  assets  includes  consolidated  foreign  and  domestic 
issets.  Risk  asset?  equals  total  assets  less  cash  and  due  from  banks,  less  U.S.  Treasury  and  Government  agency  securities* 
tatios  are  based  on  aggregate  data  for  all  commercial  banks. 
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8.96 

15.87 

8.98 

15.91 

8.90 

16.03 

8.92 

16.07 

8.82 

14.95 

8.84 

14.98 

8.91 

14.14 

8.96 

14.22 

8.57 

13.  39 

8.81 

13.77 

8.39 

12.44 

8.82 

IX  08 

8.26 

12.10 

8.68 

12.72 

7.97 

11.83 

8.41 

12.48 

7.62 

11.00 

8.02 

11.59 

7.90 

11.21 

8.27 

11.73 

7.62 

10.86 

7.96 

11.35 

7.25 

10.26 

7.68 

10.87 

6.79 

9.55 

7.29 

10.26 

6.49 

8.93 

6.93 

9.53 

6.45 

8.64 

6.86 

9.18 

6.73 

9.14 

7.14 

9.69 
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Ratios  at  banks  with  ample  capital  have  been  allowed  to  decline, 
while  major  supervisory  attention  has  been  focused  on  bolstering 
capital  positions  at  those  banks  where  capital  cushions  had  become 
thin.  More  recently,  the  slowdown  in  the  economy  and  observance  of 
more  conservative  loan  and  investment  policies  have  helped  to  arrest 
the  decline  in  capital  ratios  and,  during  the  first  half  of  1975,  capital 
ratios  appear  to  have  improved  to  levels  prevailing  in  1973. 

The  prolonged  decline  in  capital  ratios  was  associated  in  part  with 
a  dramatic  shift  in  the  market  posture  of  commercial  banks,  particu- 
larly larger  banks,  to  a  more  competitive  and  expansionist  orienta- 
tion. The  resulting  acceleration  in  asset  growth,  in  part  due  to  general 
inflation  in  more  recent  years,  tended  to  outstrip  the  growth  in  capital 
accounts  at  many  banks. 

Following  the  introduction  of  the  negotiable  CD  as  a  money  market 
instrument  in  early  1961,  banks  became  increasingly  aggressive  and 
innovative  in  competing  for  funds — by  introducing  new  deposit  and 
other  instruments  to  attract  funds  from  a  wider  range  of  customers ; 
by  opening  a  large  number  of  new  bank  offices ;  by  forming  bank  hold- 
ing companies  that  enabled  them  to  gain  access  to  more  flexible  financ- 
ing arrangements;  and  by  extending  the  scope  of  their  operations 
abroad.  At  the  same  time  banks  began  to  innovate  and  compete  more 
aggressively  in  finding  ways  to  put  additional  funds  to  work — as 
illustrated  by  their  entrance  into  direct  lease  financing,  the  introduc- 
tion of  new  lending  arrangements  tailored  more  closely  to  the  needs 
of  their  customers,  the  provision  of  a  broader  range  of  financial  serv- 
ices, and  geographical  expansion  of  operations,  both  in  foreign  and 
domestic  markets,  facilitated  in  part  through  holding  company  expan- 
sion. As  a  result,  total  bank  assets,  particularly  risk  assets  and  espe- 
cially at  large  banks,  expanded  at  a  rapid  pace,  allowing  commercial 
banks  to  increase  substantially  their  share  of  the  total  flow  of 
funds  in  credit  markets. 

These  changes  in  banking  have  benefited  the  consumer  of  financial 
services  by  increasing  the  convenience  and  variety  of  the  services 
rendered.  In  addition,  the  increased  concentration  of  credit  flows 
through  the  commercial  banking  system  may  have  contributed  to  a 
more  efficient  allocation  of  the  nation's  credit  resources  to  the  extent 
commercial  banks  have  specialized  skills  in  evaluating  credit  risk  and 
offer  a  broader  range  of  financing  arrangements  than  other  financial 
institutions. 

On  the  other  hand,  these  developments  also  have  had  some  adverse 
implications,  particularly  with  respect  to  bank  soundness.  Along  with 
the  attenuation  of  their  capital  cushions  available  for  absorption  of 
losses,  banks  over  Ibis  period  were  assuming  other  increased  risks. 
The  rapid  expansion  in  bank-  assets  was  achieved  at  the  cost  of  some 
sacrifice  in  asset  quality,  a  decline  in  liquidity,  placing  heavier  reliance 
on  the  use  of  potentially  volatile  purchased  money,  and  acceptance  of 
the  potential  hazards  or  increased  foreign  operations.  There  have  been, 
of  course,  sonic  countervailing  developments  over  this  period — par- 
ticularly the  increased  diversifications  of  assets  made  possible  through 
mergers  and  holding  company  acquisitions,  and  advances  in  the  art  of 
risk  evaluation  and  bank  management.  However,  the  sharp  increase  in 
loan  loss  experience  in  recent  years,  together  with  the  solvency  and 
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liquidity  problems  encountered  by  some  large  banks,  suggests  that 
recent  banking  developments  may  have  been  carried  so  far  in  some 
cases  that  their  adverse  aspects  came  to  outweigh  their  beneficial 
aspects. 

The  decline  in  average  capital  ratios  at  commercial  banks  carries  no 
necessary  implications  regarding  the  present  adequacy  of  bank  capi- 
tal positions.  While  there  is  no  accepted  standard  for  determining  pre- 
cisely the  minimum  capital  needed  by  an  individual  bank,  or  even  for 
groups  of  banks  or  for  banks  generally,  there  is  a  broad  measure  of 
agreement  as  to  what  that  minimum  should  cover.  A  bank  should  have 
sufficient  capital  to  enable  it  to  remain  viable  through  periods  of  ad- 
versity; that  is,  to  absorb  the  unexpected  losses  that  such  periods 
might  entail  and  still  retain  a  sufficient  margin  of  protection  to  give 
the  appearance  of  strength  so  essential  to  command  continued  public 
confidence.  While  deposit  insurance  and  lender-of -last-resort  functions 
of  the  public  authorities  provide  some  protection  against  severe  dis- 
ruptions, banks  nevertheless  need  to  maintain  an  extra  margin  of  pro- 
tection against  the  risk  of  cumulative  failure  in  view  of  the  potential 
for  rapid  run-off  inherent  in  most  of  their  liabilities  and  the  strategic 
and  sensitive  position  banks  occupy  in  the  economy.  They  also  need 
sufficient  capital,  or  ready  access  to  new  capital,  to  provide  the  flexi- 
bility to  support  credit  expansion  when  and  as  needed  to  promote 
prosperity. 

As  applied  to  the  individual  bank,  the  amount  of  capital  needed  for 
the  above  purposes  is  influenced  by  a  number  of  factors  relating  to  that 
bank's  condition  and  performance.  These  include,  for  example,  the 
quality  of  the  bank's  assets,  the  quality  of  management,  liquidity,  the 
responsiveness  of  its  interest  income  and  expense  to  changes  in  market 
rates  of  interest,  and  the  character  of  its  liability  structure. 

With  minimum  capital  requirements  governed  by  so  many  and  such 
varied  determinants,  it  is  apparent  that  the  absolute  level  of  a  bank's 
capital  ratio  provides  no  necessary  indication  of  the  adequacy  of  its 
capital  position.  A  poorly  managed  bank  with  a  large  amount  of  high- 
risk  assets  might  still  have  a  serious  capital  deficiency  even  though 
its  existing  capital  ratio  is  high  relative  to  that  of  other  banks.  More- 
over, the  above  considerations  suggest  that  an  improvement  in  a  bank's 
capital  adequacy  position  does  not  necessarily  require  that  the  total 
amount  of  its  capital  be  increased.  Other  alternatives  for  accomplish- 
ing this  objective  would  include  an  improvement  in  the  quality,  or  a 
reduction  in  size,  of  the  bank's  portfolio,  more  effective  management, 
an  increase  in  liquidity,  or  a  shift  in  liability  structure  toward  more 
stable  sources  of  funds.  In  addition,  an  increase  in  insurance  coverage 
of  a  bank's  liabilities,  possibly  combined  with  a  premium  charge  for 
such  insurance  geared  to  the  amount  of  risk  that  the  bank  incurs, 
might  serve  to  reduce  a  bank's  need  for  capital  and  improve  its  capital 
adequacy  position. 

Notwithstanding  the  sizable  decline  in  average  capital  ratios  and  the 
evidence  that  risks  have  increased,  there  is  no  clear  indication  that 
banks  generally  are  undercapitalized.  Nevertheless,  some  banks  are 
finding  it  necessary  to  improve  their  capital  positions.  Banks  indi- 
vidually have  been  pursuing  this  objective  in  several  ways — by  adopt- 
ing a  less  aggressive  lending  posture,  curbing  the  growth  in  their 
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share  of  the  total  flow  of  funds  in  credit  markets,  striving  to  improve 
their  operating  performance,  and  by  accelerating  the  rate  of  capital 
accumulation.  A  more  restrained  role  for  banks  in  credit  markets 
means  that  flows  of  funds  to  credit  users  through  nonbank  lending 
institutions  and  through  direct  market  financing  will  be  larger  than 
they  otherwise  would  be.  An  acceleration  in  capital  accumulation  can 
be  achieved  by  increasing  bank  income,  increasing  earnings  retention, 
or  selling  equity  or  subordinated  debt  in  the  market. 

At  recently  depressed  prices  on  bank  stocks,  which  generally  are 
substantially  below  book  value,  banks,  with  few  exceptions,  have  not 
been  willing  to  accept  the  dilution,  both  in  earnings  per  share  and  net 
worth  per  share,  that  would  result  from  the  sale  of  equity.  Since 
earnings  and  retention  ratios  generally  can  be  stepped  up  only  grad- 
ually, the  sale  of  subordinated  debt  may  be  the  only  feasible  avenue 
for  rapid  expansion  of  capital  in  many  cases. 

In  view  of  the  need  to  insure  that  commercial  banks  have  an  ade- 
quate capital  base  to  support  the  expansion  of  credit  required  to 
finance  recovery,  the  supervisory  agencies  recently  reexamined  their 
policies  with  respect  to  the  role  of  subordinated  debt  in  bank  capital 
structures.  While  the  Board  traditionally  has  focused  mainly  on  equity 
capital  in  the  appraisal  of  capital  adequacy,  it  recognizes  that  sub- 
ordinated debt  may  provide  a  useful  supplement  to  equity.  Such  debt, 
of  course,  is  not  a  substitute  for  equity  capital  in  that  it  involves  cer- 
tain fixed  costs,  cannot  be  used  to  absorb  losses,  and  eventually  must  be 
repaid.  However,  in  the  event  of  insolvency,  subordinated  debt  has  a 
claim  on  assets  only  after  depositors'  claims  have  been  satisfied,  and 
hence  provides  a  source  of  depositor  confidence.  Additionally,  greater 
reliance  on  long-term  subordinated  debt  helps  to  reduce  the  mismatch 
between  the  maturity  structures  of  assets  and  liabilities  common  to 
many  banks,  thereby  reducing  risk  associated  with  changes  in  interest 
rates.  Particularly  at  present,  issuance  of  subordinated  debt  in 
moderate  amounts  does  serve  a  useful  purpose. 

Accordingly,  on  July  2,  the  Board  published  for  comment  proposed 
amendments  to  Regulations  D  (reserve  requirements)  and  Q  (inter- 
est on  deposits)  to  provide  greater  flexibility  in  the  requirements 
governing  member  bank  issuance  of  subordinated  notes  and  deben- 
tures. In  addition,  the  Board  published  proposed  guidelines  to  be 
used  in  evaluating  applications  by  State  member  banks  for  approval 
of  proposed  issues  of  subordinated  debt  for  the  purpose  of  adding  to 
a  bank's  capital  structure  (see  attached  copy  of  July  2  release). 

The  proposed  amendments  to  Regulations  D  and  Q  would:  (1) 
replace  the  present  7-year  minimum  maturity  requirement  on  subordi- 
nated debt  issues  with  a  7-yoar  average  requirement,  or  as  an  alterna- 
tive a  7-year  minimum  for  unamortized  issues  and  a  10-year  minimum 
for  amortized  issues;  (2)  permit  issuance  of  debt  in  denomina- 
tions less  than  the  present  $500  minimum,  under  certain  circumstances^ 
and  (3)  require  approval  of  the  appropriate  Federal  bank  regulatory 
agency  for  redemption  of  a  debt  issue  prior  to  maturity. 

The  proposed  guidelines  are  designed  mainly  to  assure  that  issuance 
of  debt  will  he  in  amounts  and  carry  terms  appropriate  to  the  circum- 
stances of  the  individual  bank.  The  guidelines  would  restrict  issuance 
of  subordinated  debt  to  an  amount  not  to  exceed  50  percent  of  a  bank's 
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equity  capital  and  reserves.  However,  not  all  banks  would  necessarily 
qualify  for  this  ceiling,  including  banks  with  significant  asset  or  man- 
agement problems.  A  bank  also  would  need  to  demonstrate  adequate 
earnings  coverage  of  its  prospective  interest  and  principal  payments 
and  the  ability  to  replace  the  debt  with  equity  accumulated  out  of  re- 
tained net  income  over  the  lifetime  of  the  issue.  New  debt  issues  would 
be  required  to  have  sinking  fund  or  call  provisions,  where  necessary, 
to  avoid  undue  concentrations  of  repayments,  and  must  be  devoid  of 
covenants  that  would  be  in  conflict  with  the  public  interest. 

In  publishing  the  proposed  guidelines  for  comment,  the  supervisors 
stressed  that  they  are  not  to  be  regarded — and  would  not  be  admin- 
istered— as  a  rigid  set  of  rules.  Rather,  they  would  be  administered 
flexibly,  taking  into  account  the  particular  circumstances  of  each 
applicant.  The  Board  has  not  yet  taken  final  action  on  either  the  guide- 
lines or  the  proposed  changes  in  Regulations  D  and  Q. 

In  addition  to  the  guidelines  for  subordinated  debt  issued  on  July  2, 
the  Board's  staff  has  under  study  the  problem  of  developing  improved 
standards  for  the  minimum  level  of  capital  needed  by  individual 
banks.  Meanwhile,  the  Federal  Reserve  has  continued  to  maintain 
careful  surveillance  of  the  capital  positions  of  the  state  member  banks 
subject  to  its  jurisdiction,  and  where  necessary  has  urged  that  appro- 
priate adjustments  be  made.  Moreover,  in  processing  applications  filed 
by  banks  or  bank  holding  companies,  the  Board  by  denying  applica- 
tions or  setting  conditions  for  approval  in  a  number  of  cases,  has 
endeavored  to  obtain  needed  improvements  in  the  capital  positions  of 
the  affected  banks  and  bank  holding  companies. 

[From  Federal  Reserve] 
For  Immediate  Release  July  2,  1975 

The  Board  of  Governors  of  the  Federal  Reserve  System  today  issued  for 
comment  guidelines  to  be  applied  by  the  Board  in  evaluating  requests  for 
approval  of  new  subordinated  debt  issues  proposed  by  State  member  banks  as  an 
addition  to  the  bank's  capital  structure. 

The  guidelines  were  issued  in  connection  with  proposed  amendments,  being 
issued  at  the  same  time,  to  Regulation  D  (reserve  requirements)  and  Regulation 
Q  (interest  on  deposits)  with  respect  to  issuance  of  subordinated  debt.  The  regu- 
latory revisions  would  apply  to  all  member  banks. 

Comment  on  the  Board's  proposals  is  invited  through  August  29,  1975. 

The  regulatory  amendments  were  proposed  as  a  means  of  providing  greater 
flexibility  in  the  requirements  member  banks  must  meet  when  they  issue  sub- 
ordinated notes  and  debentures  for  the  purpose  of  adding  to  the  bank's  capital 
structure. 

The  proposed  amendments  to  Regulations  D  and  Q  would  : 

1.  Replace  the  present  requirement  that  an  obligation  of  a  member  bank  have 
an  original  maturity  of  at  least  seven  years  with  a  provision  for  average  maturity 
of  seven  years  under  certain  conditions. 

As  an  alternative,  the  Board  is  considering  whether  the  seven-year  minimum 
maturity  should  be  retained  for  unamortized  issues,  and  a  ten-year  maturity 
be  set  for  amortized  issues,  with  repayment  beginning  anytime,  provided  that 
all  scheduled  repayments  are  made  annually  and  none  is  less  than  that  of  the 
year  before.  For  amortized  issues,  this  could  result  in  a  five-year  average 
maturity. 

2.  Permit  a  bank's  obligations,  under  certain  circumstances  to  be  issued  in 
denominations  of  less  than  the  present  minimum  of  $500,  with  prior  Board 
approval. 

3.  Require  the  approval  of  the  appropriate  Federal  bank  regulatory  agency 
for  redemption  of  a  debt  issue  prior  to  maturity,  including  any  repayment  in 
connection  with  acceleration  of  maturity  in  the  event  of  default. 
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If  adopted,  the  amendments — and  guidelines — would  apply  to  applications  for 
new  debt  issues  acted  upon  after  the  effective  date  of  the  amendments. 

The  guidelines — applying  to  State  member  banks — proposed  in  connection 
with  the  Board's  consideration  of  the  proposed  regulatory  amendments,  would 
be  used  by  the  Board  in  deciding  whether  to  approve  bank  plans  for  new  issues 
of  subordinated  notes  and  debentures  as  an  addition  to  the  bank's  capital  struc- 
ture. 

The  Comptroller  of  the  Currency  has  advised  the  Board  that  he  is  considering 
use  of  the  same  guidelines  in  evaluating  applications  from  national  banks  for 
approval  of  supplemental  debt  issues. 

Application  of  these  proposed  criteria  is  intended  among  other  things,  to 
promote  the  accumulation  by  State  member  banks  issuing  new  debt  of  an  ade- 
quate cushion  of  equity  capital,  to  assure  that  a  bank's  earnings  are  adequate  to 
service  additional  debt,  to  protect  against  undue  concentration  of  maturing  debt 
in  any  one  year,  and  to  prevent  the  inclusion  of  terms  in  such  issues  that  could 
be  regarded  as  being  in  conflict  with  the  public  interest. 

In  issuing  the  guidelines  for  comment,  the  Board  stressed  that  they  are  not 
to  be  regarded — and  would  not  be  administered — as  a  rigid  set  of  rules  in  addi- 
tion to  those  set  forth  in  Regulations  D  and  Q.  Rather,  they  would  be  adminis- 
tered flexibly,  taking  into  account  the  circumstances  of  particular  banks.  These 
circumstances  might  include  the  urgency  of  the  bank's  need  for  additional  equity 
capital,  the  availability  of  new  equity,  the  prospective  growth  of  the  bank,  the 
impact  of  unusual  income  and  expenses  on  recent  earnings,  and  the  relative 
strength  of  nonbank  affiliates  or  subsidiaries.  The  Board  provided  a  set  of  numer- 
ical examples  to  assist  banks  in  evaluating  the  proposed  guidelines. 

The  proposed  guidelines  are  : 

J.  Debt  to  equity  ratio: 

The  total  amount  of  outstanding  subordinated  capital  notes  and  debentures  of 
a  bank,  including  the  debt  proposed  to  be  issued,  should  not  exceed  50  per  cent 
of  the  bank's  equity  capital  base.  Banks  with  significant  asset  or  management 
problems  generally  would  not  be  presumed  to  be  entitled  to  go  this  high.  For 
this  test,  a  bank's  equity  capital  base  includes  capital  stock,  surplus,  undivided 
profits,  capital  reserves  and  all  reserves  for  losses  on  loans  or  securities. 

2.  Earnings  coverage  test: 

In  general,  average  adjusted  net  income  of  a  State  member  bank  during  the 
preceding  live  years  should  exceed  total  fixed  charges  by  a  multiple  of  at  Least 
three.  Before  tax  net  income  would  include  securities  gains  or  losses,  exclude 
extraordinary  charges  and  credits,  and  would  be  adjusted  where  necessary  to 
reflect  actual  loan  loss  experience  in  lieu  of  other  provision  for  loan  loss.  Total 
fixed  charges  include  annual  interest  charges  before  taxes  on  all  existing  debt 
as  well  as  the  new  debt  proposed  to  be  issued,  including  all  outstanding  mortgage 
debt  and  capital  notes  and  debentures,  plus  one-third  of  lease  charges. 

This  guideline  sets  forth  further  requirements  for  the  debt  of  a  bank  that  is  a 
subsidiary  of  a  holding  company. 

S.  Retained  earnings  test: 

Annual  pro  forma  amortization  on  all  subordinated  notes  and  debentures, 
including  the  issue  proposed,  should  not  exceed  50  percent  of  a  State  member 
bank's  average  retained  earnings  over  the  preceding  five  years.  Retained  earn- 
ings include  net  income  after  taxes  minus  dividends  declared  on  common  and 
preferred  stocks.  Pro  forma  amortization  would  be  ascertained  by  dividing  the 
Original  amount  of  an  issue  by  the  number  of  years  from  the  date  of  issue  to 
maturity.  The  Board  said  that  "considerable  discretion  would  be  used  in  the! 
administration  of  this  test,"  to  the  end  that  the  particular  circumstances  of 
individual  banks  were  given  due  weight. 

'/.  Accumulation  of  equity  over  the  life  of  the  iebi ; 

Over  the  lifetime  of  the  debt,  the  issuing  hank  would  be  expected  to  replace 
a  debt  issue  with  equity,  in  equal  annual  amounts,  by  the  time  of  maturity. 

5.  Debt  retirement: 

When-  the  amount  to  be  repaid  on  a  debt  issue  at  maturity,  together  with 
scheduled  repayments  In  thai  year  On  other  debt  of  the  bank  would  exceed  15 
per  cent  of  the  bank's  capital  base  at  the  date  of  a  new  issue,  the  bank  shall 
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provide  for  reducing  the  amount  of  debt  outstanding  at  maturity  by  a  sinking 
fund  or  other  debt  retirement  arrangement,  or  have  the  right  to  call  such  an 
obligation  for  redemption  at  least  five  years  before  maturity. 

6.  Interbank  transactions: 

In  general,  the  Board  does  not  intend  to  approve  a  capital  note  or  debenture 
issued  by  a  State  member  bank  directly  or  indirectly  to  another  bank,  except 
in  compelling  circumstances. 

7.  Covenants  in  conflict  with  the  public  interest: 

No  contract  governing  the  issuance  of  a  subordinated  capital  note  or  deben- 
ture by  a  State  member  bank  shall  include  any  covenants,  restrictions  or  other 
terms  that  are  determined  by  the  Board  to  be  inconsistent  with  the  public 
interest. 

A  copy  of  the  Board's  proposals  in  these  matters  is  attached. 

Attachment. 


Title  12 — Banks  and  Banking 

Chapter  II — Federal  Reserve  System 

Subchapter  A — Board  of  Governors  of  the  Federal  Reserve  System 

[Reg.  D]  and  [Reg.  Q] 

Part  204 — Reserves  of  Member  Banks 

Part  217 — Interest  on  Deposits 

DEFINITION    OF    DEPOSITS SUBORDINATED    NOTES 

The  Board  of  Governors  proposes  to  amend  Regulations  D  (12  CFR  204)  and 
Q  (12  CFR  217)  to  provide  greater  flexibility  to  the  requirements  for  exemption 
from  deposit  treatment  under  both  regulations  where  a  member  bank  issues  cer- 
tain subordinated  notes  and  debentures  for  the  purpose  of  adding  to  the  bank's 
capital  structure.  These  amendments  would  (1)  modify  the  present  requirement 
that  an  obligation  have  an  original  maturity  of  seven  years  or  more  to  permit 
an  obligation  (or  an  issue  of  obligations)  to  have  an  average  maturity  of  seven 
years  or  more  under  certain  conditions ;  (2)  modify  the  present  requirement  that 
an  obligation  must  be  in  an  amount  of  at  least  $500  to  permit  exceptions  to  be 
made  by  the  appropriate  Federal  banking  agency  to  the  $500  minimum  denomina- 
tion (a)  to  facilitate  sale  of  convertible  debt  where,  in  order  to  satisfy  preemptive 
rights  of  shareholders,  the  bank  would  be  required  to  issue  a  convertible  obliga- 
tion of  less  than  $500  face  amount;  (b)  to  maintain  a  ratable  unit  offering  to 
holders  of  preemptive  rights  where  a  subordinated  debt  obligation  is  issued  ex- 
clusively as  a  part  of  a  unit  including  shares  of  stock  which  are  subject  to  such 
preemptive  rights;  (c)  to  satisfy  shareholders'  ratable  claims  where  an  obli- 
gation is  issued  wholly  or  partially  in  exchange  for  shares  of  voting  stock  or 
assets  pursuant  to  a  plan  of  merger,  consolidation,  reorganization,  or  other  trans- 
action where  the  issuer  will  acquire  either  a  majority  of  such  shares  of  voting 
stock  or  all  or  substantially  all  of  the  assets  of  the  entity  whose  assets  are  being 
acquired;  and  (3)  require  the  issuing  bank  to  receive  the  approval  of  the  ap- 
propriate Federal  banking  agency  of  any  redemption  prior  to  maturity  or  any 
payment  pursuant  to  acceleration  of  maturity  in  event  of  default. 

Under  the  proposal,  the  Board  would  retain  the  option  to  deny  a  request  that  it 
waive  the  amount  limitation  in  those  instances  in  which  it  determines  that  rea- 
sonable alternatives  are  available  to  the  party  seeking  the  waiver.  If  adopted, 
the  amendments  and  guidelines  would  apply  to  applications  for  new  debt  issues 
acted  upon  after  the  effective  date  of  the  amendments  and  would  not  affect  the 
status  of  any  outstanding  issues.  In  all  cases,  the  appropriate  Federal  banking 
agency  is  the  Comptroller  of  the  Currency  for  national  banks  and  the  Board  of 
Governors  for  State  member  banks. 

Since  1966,  the  Board  has  exempted  from  reserve  requirements  of  Regulation  D 
and  interest  rate  limits  of  Regulation  Q  certain  subordinated  debt  issues  of  mem- 
ber banks  by  providing  an  exception  to  the  definition  of  deposits  under  Regula- 
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tions  D  and  Q.  Upon  review  of  the  existing  regulation,  the  Board  believes  that, 
in  certain  circumstances,  greater  flexibility  should  be  available  to  permit  member 
banks  to  receive  approval  from  the  appropriate  Federal  banking  agency  for  sub- 
ordinated note  and  debenture  issues  that  may  not  conform  to  the  existing  regula- 
tory requirements. 

Under  the  proposal,  regular  debt  amortization  or  retirement  could  begin  at  any 
time  so  long  as  the  weighted  average  maturity  of  the  obligation  or  issue  of  obli- 
gations would  be  at  least  seven  years  and  so  long  as  once  the  reduction  of  prin- 
cipal begins,  all  scheduled  repayments  of  principal  shall  be  made  annually  in  an 
amount  no  less  than  the  previous  scheduled  payment.  As  an  alternative,  the  Board 
is  considering  whether  the  seven-year  minimum  maturity  should  be  retained  for 
unamortized  issues  and  a  ten-year  maturity  be  set  for  amortized  issues,  with  re- 
payment beginning  at  any  time  after  the  date  of  issue  provided  that  once  re- 
payment of  principal  begins,  all  scheduled  repayments  shall  be  made  annually' 
in  an  amount  no  less  than  the  prior  scheduled  repayment. 

The  proposed  exception  to  the  $500  minimum  denomination  would  facilitate 
sale  of  convertible  debt  where,  in  order  to  satisfy  preemptive  rights  of  stock- 
holders, an  issuing  bank  would  be  required  to  issue  obligations  in  face  amounts 
less  than  $500.  An  exception  to  the  $500  minimum  denomination  is  also  pro- 
posed where,  in  order  to  maintain  a  ratable  unit  offering  to  holders  of  pre- 
emptive rights  in  the  case  of  a  subordinated  debt  obligation  issued  exclusively 
as  part  of  a  unit,  which  includes  shares  of  stock  which  are  subject  to  such  pre- 
emptive rights,  an  issuing  bank  would  be  required  to  issue  obligations  in  face 
amounts  less  than  $500.  The  third  proposed  exception  to  the  $500  minimum 
denomination  requirement  would  apply  where  an  issuing  bank  would  be  required 
to  issue  obligations  in  face  amounts  less  than  $500  in  order  to  satisfy  share- 
holders' ratable  claims  in  the  case  of  an  obligation  which  is  issued  wholly  or 
partially  in  exchange  for  shares  of  voting  stock  or  assets  pursuant  to  a  plan 
of  merger,  consolidation,  reorganization,  or  other  transaction  in  which  the  issuer 
will  acquire  either  a  majority  of  such  share  of  voting  stock  or  all  or  substantially 
all  the  assets  of  another  entity. 

The  provisions  requiring  prior  approval  of  redemption  and  payment  pursuant 
to  acceleration  of  maturity  are  meant  to  permit  the  appropriate  Federal  banking 
agency  to  assess  the  impact  of  such  payment  on  the  capital  structure  of  the  bank. 

Pursuant  to  its  authority  under  section  19  of  the  Federal  Reserve  Act  (12 
U.S.C.  461)  to  define  the  terms  used  in  that  section,  its  authority  to  examine 
member  banks  under  section  9  of  the  Federal  Reserve  Act  (12  U.S.C.  325),  its 
authority  to  take  action  to  stop  unsafe  and  unsound  banking  practices  (12  U.S.C. 
1818b),  and  relnted  provisions  of  the  law,  the  Board  proposes  to  amend  Regu- 
lation D  (12  CFR  204)  and  Regulation  Q  (12  CFR  217)  as  follows: 

1.  Section  204.1  would  be  amended  as  follows  : 

204.1       DEFINITIONS 

******* 
(f )  Deposits  as  including  certain  promissory  notes  and  other  obligations.  For 
the  purposes  of  tins  Part,  the  term  "deposits"  also  Includes  ;i  member  bunk's 
liability  on  any  promissory  note,  acknowledgment  of  advance,  due  bill,  banker's 
acceptance,  or  similar  obligation  (written  or  oral)  that  is  issued  or  undertaken 
by  a  member  bank  as  a  means  of  obtaining  funds  to  be  used  in  its  banking  busi- 
ness, except  any  such  obligation  that : 

*****  *  * 

(3)  (i)  bears  on  its  face,  in  bold-face  type,  the  following  : 

"This  obligation  is  not  a  deposit  and  is  not  insured  by  the  Federal  Deposit 
Insurance  Corporation"; 
is  subordinated  to  the  claims  of  depositors,  is  unsecured,  and  is  ineligible  as  col- 
lateral for  a  loan  by  the  issuing  hank  and  also  expressly  states  said  provisions 
on  its  face;  has  a  maturity  of  at  least  seven  years,  or,  in  the  case  of  an  obliga- 
tion or  issue  that  provides  for  scheduled  repayments  of  principal,  baa  an  average 
maturity  7  of  at  least  seven  years*  and  provides  that  once  repayment  of  principal 


■  The  "average  maturity'1  of  an  obligation  or  issue  repapable  in  scheduled  periodic  pay- 
ments shall   be   the   time-weighted   average  of  all  such  scheduled  payments. 

•The  Honrd  is  also  considering  whether  the  7-yenr  minimum  maturity  should  be  re- 
tained for  unamortized  Issues  and  a  10-year  minimum  maturity  be  set  for  amortized 
issues  with  repayment  beginning  at  any  time  after  the  date  of  Issue  provided  that,  once 
repayment  of  principal  begins,  all  scheduled  repayments  shall  be  made  annually  In  an 
amount  no  less  than  the  prior  scheduled  repayment. 
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begins,  all  scheduled  repayments  shall  be  made  annually  in  an  amount  no  less 
than  the  prior  scheduled  repayment ;  is  issued  subject  to  a  requirement  that  no 
repayment  (other  than  an  approved  regularly  scheduled  repayment),  including 
but  not  limited  to  a  payment  pursuant  to  acceleration  of  maturity,  may  be  made 
without  the  prior  written  approval  of  the  appropriate  Federal  banking  agency  ;8 
is  in  an  amount  of  at  least  $500  except  that  the  appropriate  Federal  banking 
agency  may  approve  the  issuance  of  an  obligation  that  is  less  than  .$500  if  the 
obligation  is  convertible  into  common  stock  and,  in  order  to  satisfy  the  preemptive 
rights  of  shareholders,  the  issuing  bank  would  be  required  to  issue  obligations  in 
an  amount  of  less  than  $500,  or  if  the  obligation  is  issued  exclusively  as  part  of  a 
unit  including  shares  of  stock  which  are  subject  to  such  preemptive  rights  and, 
in  order  to  maintain  a  ratable  unit  offering  to  holders  of  preemptive  rights,  the 
issuing  bank  would  be  required  to  issue  obligations  in  an  amount  of  less  than 
$500,  or  where,  in  the  case  of  an  obligation  issued  wholly  or  partially  in  ex- 
change for  shares  of  voting  stock  or  assets  pursuant  to  a  plan  of  merger,  con- 
solidation, reorganization,  or  other  transaction  where  the  issuer  will  acquire 
either  a  majority  of  such  shares  of  voting  stock  or  all  or  substantially  all  of  the 
assets  of  the  entity  whose  assets  are  being  acquired,  and  in  order  to  satisfy  share- 
holders' ratable  ciaims,  the  issuing  bank  would  be  required  to  issue  obligations 
in  an  amount  of  less  than  $500 ;  and  has  been  approved  by  the  appropriate  Fed- 
eral banking  agency  as  an  addition  to  the  capital  structure  of  the  issuing  bank; 
or  (ii)  meets  all  of  the  requirements  in  the  preceding  clause  except  maturity 
and  with  respect  to  which  the  appropriate  Federal  banking  agency  has  deter- 
mined that  exigent  circumstances  require  the  issuance  of  such  obligation  with- 
out regard  to  the  provisions  of  this  part;  or  (iii)  was  issued  or  publicly  offered 
before  June  30,  1970,  with  an  original  maturity  of  more  than  two  years ;  or 
•  »••••• 

2.  Section  217.1  of  Regulation  Q  would  be  amended  as  follows : 

217.1       DEFINITIONS 
******* 

(f )  Deposits  as  including  certain  promissory  notes  and  other  obligations.  For 
the  purposes  of  this  Part,  the  term  "deposits"  also  includes  a  member  bank's 
liability  on  any  promissory  note,  acknowledgment  of  advance,  due  bill,  or  similar 
obligation  (written  or  oral)  that  is  issued  or  undertaken  by  a  member  bank 
principally  as  a  means  of  obtaining  funds  to  be  used  in  its  banking  business, 
except  any  such  obligation  that : 

******* 
(3)  (i)  bears  on  its  face,  in  bold-face-type,  the  following : 

"This  obligation  is  not  a  deposit  and  is  not  insured  by  the  Federal  Deposit 

Insurance  Corporation" ; 
is  subordinated  to  the  claims  of  depositors,  is  unsecured,  and  is  ineligible  as 
collateral  for  a  loan  by  the  issuing  bank  and  also  expressly  states  said  provisions 
on  its  face ;  has  a  maturity  of  at  least  seven  years,  or,  in  the  case  of  an  obliga- 
tion or  issue  that  provides  for  scheduled  repayments  of  principal,  has  an  average 
maturity 6  of  at  least  seven  years*  and  provides  that  once  repayment  of  principal 
begins,  all  scheduled  repayments  shall  be  made  annually  in  an  amount  no  less 
than  the  prior  scheduled  repayment ;  is  issued  subject  to  a  requirement  that  no 
repayment  (other  than  an  approved  regularly  scheduled  repayment),  including 
but  not  limited  to  a  payment  pursuant  to  acceleration  of  maturity,  mav  be  made 
without  the  prior  written  approval  of  the  appropriate  Federal  banking  agency  ;7 
is  m  an  amount  of  at  least  $500  except  that  the  appropriate  Federal  banking 
agency  may  approve  the  issuance  of  an  obligation  that  is  less  than  $500  if  the 
obligation  is  convertible  into  common  stock  and,  in  order  to  satisfy  the  preemptive 

8  For  the  purposes  of  this  part,  the  "appropriate  Federal  hanking  agencv"  Is  the  Comp- 
troller of  the  Currency  in  the  case  of  a  national  bank  and  the  Board  of  Governors  In  the 
case  of  a  State  member  bank. 

«  The  "average  maturity"  of  an  obligation  or  Issue  repayable  in  scheduled  periodic 
pa*mi?nt?>  be  t   e  time-wei?hted  average  of  all  such  scheduled  payments. 

The  Board  is  also  considering  whether  the  7-year  minimum  maturitv  should  be  re- 
tained for  unamortized  issues  and  a  10-year  minimum  maturity  be  set  for  amortized 
issues,  with  repayment  beginning  at  nny  time  after  the  date  of  Issue  provided  that  once 
repayment  of  principal  begins,  all  scheduled  repavments  shall  be  made  annually  in  an 
amount  no  less  than  the  prior  scheduled  repayment. 

7  For  tho  purposes  of  this  part,  the  "appropriate  Federal  banking  agencv"  is  the  Comp- 
troller of  the  Currency  in  the  case  of  a  national  bank  and  the  Board  of  Governors  in  the 
case  of  a  State  member  bank. 
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rights  of  shareholders,  the  issuing  banks  would  be  required  to  issue  obligations 
in  an  amount  of  less  than  $500,  or  if  the  obligation  is  issued  exclusively 
as  part  of  a  unit  including  shares  of  stock  which  are  subject  to  such  pre- 
emptive rights  and,  in  order  to  maintain  a  ratable  unit  offering  to  holders  of 
preemptive  rights,  the  issuing  bank  would  be  required  to  issue  obligations  in  an 
amount  of  less  than  $500,  or  where,  in  the  case  of  an  obligation  issued  wholly  or 
partially  in  exchange  for  shares  of  voting  stock  or  assets  pursuant  to  a  plan 
of  merger,  consolidation,  reorganization,  or  other  transaction  where  the  issuer 
will  acquire  either  a  majority  of  such  shares  of  voting  stock  or  all  or  substantially 
all  of  the  assets  of  the  entity  whose  assets  are  being  acquired,  and  in  order  to 
satisfy  shareholders'  ratable  claims,  the  issuing  bank  would  be  required  to  issue 
obligations  in  an  amount  of  less  than  $500 ;  and  has  been  approved  by  the  appro- 
priate Federal  banking  agency  as  an  addition  to  the  capital  structure  of  the 
issuing  bank;  or  (ii)  meets  all  of  the  requirements  in  the  preceding  clause  ex- 
cept maturity  and  with  respect  to  which  the  appropriate  Federal  banking  agency 
has  determined  that  exigent  circumstances  require  the  issuance  of  such  obligation 
without  regard  to  the  provisions  of  this  part;  or  (iii)  was  issued  or  publicly 
offered  before  June  30,  1970,  with  an  original  maturity  of  more  than  two  years. 
******* 
3.  Footnotes  would  be  renumbered  as  follows: 

a.  In  Regulation  D  (12  CFR  204),  footnotes  5a,  6,  7,  and  8  would  be  renumbered 
6,  9, 10,  and  11,  respectively. 

b.  In  Regulation  Q  (12  CFR  217),  footnotes  5a,  6,  6a,  and  7  would  be  renum- 
bered 8,  9, 10,  and  11,  respectively. 

******* 

In  connection  with  its  consideration  of  the  regulatory  amendments  proposed 
herein,  the  Board  also  has  determined  that  State  member  banks  should  be  pro- 
vided with  guidance  as  to  the  criteria  to  be  applied  by  the  Board  in  evaluating 
requests  for  approval  of  new  issues  of  subordinated  notes  and  debentures  "as  an 
addition  to  the  bank's  capital  structure." 

In  acting  upon  requests  from  State  member  banks  for  approval  of  proposed 
issues  of  subordinated  notes  and  debentures,  the  Board  takes  into  account  vari- 
ous aspects  of  the  applicant's  financial  condition  and  its  prospective  capacity  to 
service  the  proposed  debt  in  view  of  the  bank's  earnings  history  and  capital 
structure.  Application  of  these  criteria  is  intended  also  to  promote  the  accumula- 
tion by  debt-issuing  banks  of  an  adequate  cushion  of  equity  capital,  protect 
against  undue  concentrations  of  maturing  debt  in  any  one  year,  and  prevent  the 
inclusion  of  terms  in  such  issues  that  could  be  regarded  as  in  conflict  with  the 
public  interest.  In  addition,  it  is  stressed  that  the  guidelines  set  forth  below,  as 
applied  by  the  Board  are  not  intended  to  provide  or  be  administered  in  a  manner 
resulting  in  a  rigid  set  of  requirements  in  addition  to  those  set  forth  in  Regula- 
tions D  and  Q.  Rather,  they  are  to  be  administered  flexibly,  taking  into  account 
the  special  circumstances  of  particular  applicants.  (These  might  include  the 
urgency  of  the  bank's  need  for  additional  capital  and  the  accessibility  of  addi- 
tional equity,  the  prospective  growth  of  the  bank,  the  impact  of  unusual  income 
and  expense  developments  on  recent  earnings,  and  the  relative  strength  of  earn- 
ings of  nonbank  affiliates  or  subsidiaries.) 

By  publication  of  these  guidelines  which  the  Board  intends  to  use  in  its  evalu- 
ation of  applications  for  such  exemption,  the  Board  also  invites  comments  from 
the  public  on  these  criteria  at  the  same  time  as  comments  are  received  on  the 
regulatory  amendments  proposed  herein. 

The  Comptroller  of  the  Currency  has  advised  the  Board  that  he  is  considering 
use  of  the  same  guidelines  in  evaluating  applications  from  national  banks  for 
approval  of  subordinated  debt  issues  pursuant  to  12  C.F.R.  14.5. 

Gutdehne-Cbitebia  fob  Evaluating  Debt  [ssues.as  Aoditiob  toa  State  Membeb 
Bank's  Capital  Structube 

1.  Maximum  ratio  of  debt  to  equity.  The  total  amount  of  subordinated  notes 
and  debentures  outstanding,  Including  the  debt  proposed  to  bo  issued,  should  not 
exceed  50  percent  of  a  bank's  equity  capital  base.  However,  banks  with  signifi- 
cant asset  or  management  problems  generally  would  not  be  presumed  to  be  en- 
titled to  issue  debt  CfiprtaJ  up  to  the  60  percent  celling.  A  bank's  equity  capital 
base,  for  purposes  of  this  test,  is  considered  to  include  capital  stock,  surplus, 
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undivided  profits,  capital  reserves,   and  all  reserves  for  losses  on  loans  and 
securities. 

2.  Earnings  coverage  test.  The  total  of  fixed  charges  as  a  result  of  any  issue  of 
subordinated  notes  or  debentures  should  not  exceed  33%  percent  of  a  State  mem- 
ber bank's  average  net  income  before  taxes  and  before  fixed  charges  over  the 
preceding  five  years.  Therefore,  in  general,  average  adjusted  net  income  should 
exceed  total  fixed  charges  by  a  multiple  of  at  least  three.  For  purposes  of  this 
test,  before-tax  net  income  would  include  securities  gains  or  losses,  exclude  ex- 
traordinary charges  and  credits,  and  would  be  adjusted  where  necessary  to  reflect 
actual  loan  loss  experience  rather  than  other  "provision  for  loan  loss."  Total 
fixed  charges  include  annual  interest  charges  before  taxes  on  all  existing  debt  as 
well  as  the  new  debt  proposed  to  be  issued.  Fixed  charges  on  existing  debt  would 
include  interest  on  all  outstanding  mortgage  debt  and  subordinated  notes  and 
debentures,  plus  one-third  of  lease  contracts. 

In  applying  this  test  to  a  bank  that  is  a  subsidiary  of  a  holding  company 
which  shows  a  net  deficit  on  its  nonbank  operations,  the  amount  of  such  deficit, 
calculated  on  a  before-tax  basis,  would  be  subtracted  from  net  income  as  derived 
from  the  paragraph  above.  To  determine  the  amount,  if  any,  of  net  deficit  on 
nonbank  operations,  net  income  before  taxes  of  the  bank  would  be  subtracted 
from  consolidated  net  income  before  taxes  of  the  holding  company.  For  multi- 
bank  holding  companies,  the  nonbank  net  deficit  generally  would  be  allocated 
among  subsidiary  banks  in  proportion  to  their  net  income.  Ordinarily,  the 
adjustment  would  be  based  on  data  for  the  most  recent  year,  but,  in  some  cases, 
an  average  (covering  not  more  than  the  most  recent  five  years)  would  be  more 
representative  of  prospective  earnings  experience.  This  adjustment,  in  effect, 
would  reduce  the  allowable  amount  of  new  fixed  interest  expense  which  could 
be  assumed  by  any  bank  whose  nonbank  affiliates,  including  the  parent  holding 
company,  incur  an  aggregate  net  deficit.  The  offset  against  the  bank's  earnings 
recognizes  the  possibility  that  the  parent  might  have  to  rely  on  dividends  from 
the  bank  in  order  to  cover  a  nonbank  deficit,  thereby  reducing  the  bank's  ability 
to  maintain  or  build  its  equity  capital. 

3.  Retained  earnings  test.  Annual  pro  forma  amortization  on  all  subordinated 
notes  and  debentures,  including  the  proposed  debt  issue,  should  not  exceed  50  per 
cent  of  a  State  member  bank's  average  retained  earnings  over  the  preceding  five 
years.  Retained  earnings  under  this  criterion  are  considered  to  include  net 
income  after  taxes  minus  dividends  declared  on  common  and  preferred  stock. 
For  each  issue  of  subordinated  debt,  including  a  proposed  new  issue,  annual 
pro  forma  amortization  would  be  calculated  by  dividing  the  original  amount  of 
the  issue  by  the  number  of  years  from  date  of  issue  to  maturity.  Total  pro  forma. 
amortization  would  be  the  sum  of  annual  pro  forma  amortization  for  all  out- 
standing and  proposed  issues. 

Considerable  discretion  would  be  used  in  the  administration  of  this  test.  In 
some  circumstances,  banks  which  have  issued  additional  shares  of  equity  capital 
during  the  five-year  period  for  which  average  retained  earnings  are  calculated 
would  receive  credit  for  these  new  issues  as  if  they  had  been  part  of  retained 
earnings.  In  addition,  some  banks  which  have  outstanding  substantial  amounts 
of  relatively  short-term  subordinated  debt  prior  to  the  issuance  of  these  guidelines 
would  be  granted  special  consideration  in  the  application  of  the  retained  earn- 
ings test  to  proposed  new  issues,  so  long  as  the  new  issues  were  part  of  a  specified 
program  aimed  at  replacing  shorter-term  debt  with  longer-term  debt. 

4.  Accumulation  of  equity  over  the  life  of  the  debt.  Each  State  member  bank 
issuing  subordinated  notes  and  debentures  would  be  expected  to  accumulate 
equity,  in  equal  annual  installments  from  retained  earnings,  in  an  amount  suffi- 
cient  to  increase  equity  capital  by  the  full  amount  of  outstanding  and  newly 
issued  debt  over  the  lifetime  of  the  debt.  In  effect,  this  requirement  would  provide 
for  replacement  of  each  debt  issue  with  equity  by  maturity. 

5.  Provision  for  debt  retirement.  Where  the  residual  amount  of  a  proposed 
new  debt  issue  to  be  repaid  at  maturity,  together  with  scheduled  repayments  in 
that  year  on  other  debt-type  capital  and  mortgage  indebtedness,  would  exceed  15 
per  cent  of  the  bank's  present  capital  base,  the  bank  shall  either  provide  for 
reducing  the  amount  of  debt  outstanding  at  maturity  by  a  sinking  fund  or  other 
debt-retirement  arrangement  or  have  the  right  to  call  such  obligations  for  re- 
demption at  least  five  years  before  maturity. 

6.  Approval  of  interbank  debt  transactions.  In  general,  the  Board  does  not 
intend  to  approve  a  subordinated  note  or  debenture  issued  by  a  State  member 
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bank  directly  or  indirectly  (through  a  holding  company  or  otherwise)  to  another 
bank  as  an  addition  to  the  issuing  bank's  capital  structure  unless  specifically 
authorized  as  such  an  addition  by  the  Board  of  Governors  upon  a  presentation 
and  finding  of  compelling  circumstances.  Such  transactions  provide  no  additional 
capital  protection  for  the  banking  system  as  a  whole  and  ordinarily  will  be 
discouraged. 

7.  Covenants  in  conflict  with  the  public  interest.  No  indenture  or  other  contract 
covering  the  issuance  of  a  subordinated  note  or  debenture  by  a  State  member 
bank  shall  include  any  covenants,  restrictions,  or  other  terms  which  are  deter- 
mined by  the  Board  to  be  inconsistent  with  the  public  interest.  Examples  of  such 
terms  are  those  regarded  as  impairing  the  ability  of  the  bank  to  comply  with 
statutory  or  regulatory  requirements  regarding  disposition  of  assets  or  incur- 
rence of  additional  debt,  limiting  the  ability  of  the  Board  or  the  chartering 
authority  to  take  any  necessary  action  to  resolve  a  problem  bank  situation, 
unduly  interfering  with  the  ability  of  the  bank  to  conduct  normal  banking 
operations,  or  imposing  terms  and  conditions  on  the  bank  that  are  unduly  harsh 
or  onerous. 

******* 

To  aid  in  the  consideration  of  the  proposed  amendments  to  Regulations  D  and 
Q  by  the  Board  and  to  facilitate  the  evaluation  of  the  appropriateness  and  effec- 
tiveness of  the  guideline-criteria  set  forth  herein,  interested  persons  are  re- 
quested to  submit  relevant  data,  views,  or  arguments.  Any  such  material  should 
be  submitted  in  writing  to  the  Secretary,  Board  of  Governors  of  the  Federal 
Reserve  System,  Washington,  D.C.  20551,  to  be  received  not  later  than  August  20, 
1975.  Such  material  will  be  made  available  for  inspection  and  copying  upon 
request,  except  as  provided  in  §  261.6(a)  of  the  Board's  Rules  Regarding  Avail- 
ability of  Information. 

By  order  of  the  Board  of  Governors,  July  1, 1975. 

[seal]  Theodore  E.  Allison, 

Secretary  of  the  Board. 

Numerical  Examines  That  Could  Be  Used  in  Connection  With   Proposed 
Guideline  Tests  1,  2,  and  3 

The  following  calculations  demonstrate  the  application  of  Tests  1,  2,  and  3 
of  the  guideline-criteria  for  evaluating  debt  issues.  The  data  used  in  the  calcula- 
tions are  for  a  hypothetical  bank,  wholly-owned  by  a  one-bank  holding  company. 
Where  applicable,  items  that  are  reported  in  the  Consolidated  Report  of  Income 
and  Consolidated  Report  of  Condition  are  designated  by  their  line  numbers  on 
the  required  reports.  For  example  [RI-A10]  refers  to  net  income  as  reported  in 
Section  A,  line  10  of  the  Report  of  Income.  Total  assets,  as  reported  on  line  14 
of  the  Report  of  Condition  would  be  identified  as  [RC-14].  All  dollar  amounts 
are  in  thousands  of  dollars.  (Banks  that  are  required  to  file  a  Consolidated 
Report  of  Condition  including  foreign  and  domestic  subsidiaries  would  use 
amounts  shown  in  that  report,  rather  than  those  shown  in  the  Consolidated 
Report  of  Condition  including  only  domestic  subsidiaries.) 

The  hypothetical  bank  presently  has  outstanding  two  issues  of  subordinated 
debt: 

(1)  $8,000 — 8  percent  Subordinated  debentures,  due  Sept.  15,  1987. 

(2)  $7,000—10  percent  Capital  notes,  due  June  30,  1980. 

It  proposes,  on  January  1,  197."),  to  issue  $9  million  of  additional  subordinated 
debt  on  terms  described  in  the  illustrations  that  follow. 

I    I  :    MAXIMUM   RATIO  of  debt  to  equity 
(',  aid eline 

The  total  amount  of  subordinated  notes  and  debentures  outstanding,  Including 
subordinated  debl  proposed  to  be  issued,  should  not  exceed  50  percent  of  a  bank's 
equity  capital  base. 
Calculations 

1.  Subordinated     note*    and    debentures    outstanding,    Dec.    31,    1974 

[RC-341    $15,  000 

2.  Fruity  capital,  total,  Dec.  31,  1974  [RC-351 50,000 

3.  Total  reserves  on  loans  and  securities,  Dec.  31,  1974  [RC-331 10,000 
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4.  Equity  capital  base  (line  2  plus  line  3) 60,000 

5.  Current  ratio  of  subordinated  debt  to  equity  capital  base   (line  1 

divided  by  line  4) .25 

6.  Amount  of  proposed  new  issue 9,  000 


7.  Subordinated  debt,  including  proposed  new  issue  (line  1  plus  line  6)  __    24,  000 


8.  Ratio  of  subordinated  debt,  including  proposed  new  issue,  to  equity 

capital  base   (line  7  divided  by  line  4) .40 

Conclusion 

Since  tbe  ratio  of  subordinated  debt,  including  the  proposed  new  issue  (line  8), 
does  not  exceed  50  percent,  test  1  is  met. 

TEST    2 :    EARNINGS    COVERAGE    TEST 

Guideline 

In  general,  average  annual  adjusted  net  income  over  the  past  5  years  should 
exceed  total  fixed  charges,  including  the  annual  interest  charge  on  the  pro- 
posed new  issue,  by  a  multiple  of  at  least  3. 

Calculations 

9.  Income  before  income  taxes  and  securities  gains  or  losses,  1970-74 

average  [RI-A3] 9,  740 

10.  Net  securities  gains  or  losses,  before  tax  effect,  1970-74  average 

[RI-A6  (col.  1)] 290 

11.  Provision  for  loan  losses,  1970-74  average  [RI-A2i]  * 230 

12.  Net  chargeoffs  on  loans,  1970-74  average  [RI-D6  (col.  1+2  minus 

RI-D3  (col.  1+2)  J1 260 

13.  Nonbank  deficit  of  holding  company,  if  any,  1974 2  (enter  only  if 

negative  number) —800 

14.  Average  adjusted  net  income  before  income  taxes,  1970-74  (line  9 

plus  line  10  plus  line  11  minus  line  12  plus  line  13) 9,200 

15.  Interest  on  subordinated  notes  and  debentures,  1974   [RI-A2f]__      1,340 

16.  Interest  on  mortgage  debt,  1974 660 

17.  Vs  of  lease  payments  on  bank  premises  and  equipment,  1974 1,  000 

18.  Fixed  charges  on  present  obligations    (line  15  plus  line  16  plus 

line  17) 3,  000 

19.  Average  adjusted  net  income,  before  fixed  charges  on  present  obli- 

gations  (line  14  plus  line  18) 12,200 

20.  Current  earnings  coverage  ratio  (line  19  divided  by  line  18) 4.  07 

21.  Annual  interest  charge  on  proposed  new  issue  (assumes  a  9-percent 
annual  rate) 810 

22.  Average  adjusted  net  income,  before  fixed  charges  on  present  obliga- 
tions and  interest  charge  on  proposed  new  issue  (line  19  plus  line 

21)  13, 010 

23.  Fixed  charges  on  present  obligations  and  interest  charge  on  proposed 

new  issue  (line  18  plus  line  21) 3,  810 


1  Banks  using  actual  net  chargeoffs  as  the  amount  of  their  provision  for  loan  losses  need 
make  no  entries  in  lines  11  and  12. 

2  This  adjustment  to  net  income  is  made  only  if  the  bank  is  a  subsidiary  of  a  holding 
company  that  incurs  a  net  deficit  in  its  nonbank  operations.  The  nonbank  deficit,  calcu- 
lated on  a  before-tax  basis,  is  the  negative  difference  obtained  by  subtracting  the  consoli- 
dated net  income  of  the  bank  from  the  consolidated  net  income  of  the  holding  company, 
both  adjusted  in  the  manner  illustrated  in  lines  9  through  12  of  this  example.  Ordinarily, 
the  adjustment  for  a  nonbank  deficit  would  be  based  on  data  for  the  most  recent  year,  but 
in  some  cases,  an  average  covering  no  more  than  the  most  recent  five  years  would  be  more 
representative  of  prospective  earnings  experience. 
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24.  Earnings  coverage  ratio,  including  interest  charge  on  proposed  new 

issue  (line  22  divided  by  line  23) 3,  4x 


Conclusion 

The  earnings  coverage  ratio,  including  the  interest  charge  on  the  proposed  new 
issue  (line  24)  equals  3.41  and  therefore  meets  the  requirements  of  test  2. 

TEST    3  I    RETAINED   EARNINGS    TEST 

Guideline 

Average  annual  retained  earnings  over  the  past  five  years  should  exceed  the 
annual  pro  forma  amortization  on  all  subordinated  notes  and  debentures,  includ- 
ing the  proposed  new  issue,  by  a  multiple  of  at  least  two.  Two  illustrations  are 
provided  below.  The  first  example  (lines  30a  through  $2a)  assumes  a  final 
maturity  of  10  years.  The  second  example  (lines  30b  through  32b)  assumes  a 
final  maturity  of  20  years. 

Calculations 

25.  Net  income,  1970-74  average  [RI-A10] 8,  000 


2G.  Cash  dividends  declared  on  common  and  preferred  stock,  1970-74 

average  [RI-B3a  plus  RI-B3b] 4,  000 


27.  Average  annual  retained  earnings,  1970-74  (line  25  minus  line  26)  __       4,  000 


28.  Pro  forma  amortization  of  existing  debt  (total  of  column  4  below) 1,  533 


Description  of  issue 
(1) 


Amount  of 

original 

issue 

(2) 


Years  from  date  of 

issue  to  date  of 

maturity 

(3) 


Pro  forma 

amortization 

(col.  2^  col.  3> 

(4) 


8  percent  subordinated  debentures. 
10  percent  capital  notes 


$8,000 
7,000 


$533 
1.000 


Total. 


15,  000 


1,533 


29.  Current  retained  earnings  ratio  (line  27  divided  by  line  28) 


2.01 


Assuming  a  10-year  final  maturity  on  proposed  new  issue : 
30a.  Pro  forma  amortization  of  proposed  new  issue  (line  6  divided  by  a 
final  maturity  of  10  years) 


900 


31a.  Total  pro  forma  amortization,  including  proposed  new  issue  (line  28 

plus  line  30a) 2,433 


32a.  Retained  earnings  ratio,  including  proposed  new  issue    (line  27 
divided  by  line  31a) 


1.64 


Conclusion 

Under  an  assumed  final  maturity  of  10  years  for  the  proposed  new  issue,  the 
bank's  retained  earnings  ratio  of  1.64  (line  32a)  would  not  meet  the  minimum 
requirement  of  test  3. 

Calculations 

Assuming  a  20-year  final  maturity  on  proposed  new  issue : 
30b.  Pro  forma  amortization  of  proposed  new  issue  (line  6  divided  by  a 

final  maturity  of  20  years) 450 


31b.  Total  pro  forma  amortization,  including  proposed  new  issue  (line  28 

plus   line  30b) 1, 


32b.   Retained  earnings  ratio,   including  proposed  new  issue    (line  27 
divided  by  line  31b) 


2.02 


Conclusion 

The  longer  final  maturity  of  20  years  results  in  a  retained  earnings  ratio  of 
2.02  (line  32b)  which  passes  the  minimum  acceptable  ratio  for  test  3. 
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(Jf)    Off  balance-sheet  items  such  as  Joan  commitments  and  con- 
tingent liabilities  of  banks. 

Answer.  Formal  commitments  by  banks  to  lend  funds  are  made  to 
both  businesses  and  households.  Commitments  to  make  personal 
loans — whether  directly,  through  credit  cards,  or  under  automatic 
over-draft  plans — provide  an  efficient  method  for  individuals  and 
families  to  obtain  credit.  Such  personal  loan  commitments  generally 
are  not  troublesome  for  the  banks,  because  borrowing  is  relatively  pre- 
dictable and  unused  credit  lines  can  be  revoked  without  great 
difficulty. 

Commitments  to  lend  to  businesses  are  important  to  the  functioning 
of  individual  businesses  and  the  economy.  They  provide  relatively 
secure  sources  of  credit  to  businesses  of  all  sizes,  and  for  many  large 
companies  constitute  important  back-up  lines  for  open-market  com- 
mercial paper  borrowing.  Such  business  lines  are  generally  paid  for 
through  fees  or  compensating  deposit  balances,  and  vary  widely  in 
purpose,  degree  of  firmness,  number  of  banks  involved,  and  terms. 
They  represent  an  efficient  means  for  business  to  pre-arrange  its  finan- 
cial assistance  and  facilitate  negotiations  of  terms  between  borrower 
and  lender. 

Business  loan  commitments  can  result  in  problems  for  commercial 
banks  if  they  are  issued  in  excessive  amounts  relative  to  the  bank's 
ability  to  obtain  funds,  if  fees  charged  or  balances  required  by  the 
lines  are  not  commensurate  with  the  risk  incurred  by  the  bank,  or  if 
lines  have  been  extended  to  companies  which  turn  out  to  be  bad  credit 
risks.  For  example,  a  significant  portion  of  the  banking  industry's 
problem  loans  to  REITs  resulted  from  having  to  honor  loan  commit- 
ments which  EEITs  were  using  as  back-up  lines  on  their  commercial 
paper  borrowing. 

A  particularly  troublesome  type  of  loan  commitment  is  the  "standby 
letter  of  credit".  In  this  case  the  bank  guarantees  the  liability  of  its 
customer  to  a  third  party  creditor,  generally  through  attaching  an 
irrevocable  bank  letter  of  credit  to  its  customer's  open-market  com- 
mercial paper.  While  such  arrangements  are  in  many  ways  the  func- 
tional equivalent  of  extensions  of  credit,  the  amount  of  such  commit- 
ments had  not  appeared  prominently  on  bank  financial  statements,  and 
in  many  cases  banks  had  used  less  stringent  credit  standards  for  stand- 
by letters  of  credit  than  for  direct  loans. 

Due  to  its  concern  with  the  heavy  volume  of  loan  commitments  being- 
issued  by  banks,  the  Board  in  April,  1973,  requested  member  banks  to 
review  carefully  outstanding  loan  commitments.  State  member  banks 
were  also  requested  to  maintain  a  record  of  such  commitments,  to  re- 
view such  commitments  periodically,  and  to  relate  the  overall  credit 
risks  involved  to  the  bank's  total  capital  accounts.  Moreover,  Federal 
Reserve  Bank  examiners  were  instructed  to  review  commitments  with 
bank  management  to  determine  if  commitments  were  in  fact  being 
granted  with  due  consideration  to  the  risks  involved.  We  have  attached 
our  April,  1973,  action,  as  well  as  a  September,  1974,  letter  from  the 
Federal  Advisory  Council,  which  was  subsequently  sent  to  all  member 
banks. 

Furthermore,  the  Board  has  required  that  the  amounts  of  standby 
letters  of  credit  be  adequately  reflected  in  bank  Reports  of  Condition, 
beginning  with  the  December,  1973  Report.  In  addition,  for  pur- 
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poses  of  determining  the  loan  limitation  applicable  to  an  individual 
borrower,  the  Board  requires  that  the  aggregate  total  of  standby 
letters  of  credit  be  added  to  total  loans.  (A  copy  of  the  Board  regula- 
tory amendments  that  limit  standby  letters  of  credit  is  attached.) 

Title  12 — Banks  and  Banking 

Chapter  II — Federal  Reserve  System 

Subchapter  A — Board  of  Governors  of  The  Federal  Reserve  System 

REGULATION   H — MEMBERSHIP  OF  STATE  BANKING  INSTITUTIONS  IN  THE  FEDERAL 

RESERVE  system 

[12  CFR  Part  2081] 

STANDBY  LETTERS  OF  CREDIT  AND  INELIGIBLE  ACCEPTANCES 

On  January  17,  1974,  the  Board  published  for  comment  a  proposed  amendment 
to  Regulation  H  which  would  require  State  member  banks  to  treat  standby  letters 
of  credit  and  the  making  of  an  ineligible  acceptance  as  a  loan  for  purposes  of 
determining  whether  such  bank  would  exceed  Federal  and  State  loan  limitations 
on  loans  to  one  customer,  aggregate  loans,  and  loans  to  affiliates.  In  addition, 
the  proposal  required  each  bank  to  disclose  the  amount  and  general  terms  of  all 
standby  letters  of  credit  and  ineligible  acceptances  adequately  on  its  balance 
sheet.  (39  Federal  Register  2773). 

After  consideration  of  all  comments  received,  the  Board  has  adopted  an  amend- 
ment regarding  the  issuance  of  standby  letters  of  credit  and  certain  acceptances. 
The  adopted  definition  of  standby  letters  of  credit  has  been  limited  to  those  cases 
in  which  a  bank  issues  a  letter  of  credit  which  represents  an  obligation  to  the 
beneficiary  on  the  part  of  the  issuer  to  repay  money  borrowed  by  or  advanced 
to  an  account  party  or  to  make  payment  on  account  of  any  indebtedness  under- 
taken by  an  account  party,  or  to  make  payment  on  account  of  any  default  by  the 
account  party  in  the  performance  of  an  obligation.  The  definition  of  ineligible 
acceptances  has  been  retained.  Under  the  amendment,  all  standby  letters  of  credit 
and  ineligible  acceptances,  as  defined,  issued,  renewed,  extended,  or  amended  on 
or  after  September  16,  1974,  shall  be  treated  as  loans  for  purposes  of  determining 
whether  a  bank  would  violate  the  State  lending  laws.  In  addition,  a  rule  regard- 
ing participation  agreements  has  been  adopted.  Other  clarifying  changes  were 
also  made.  No  additional  comment  period  is  required,  as  the  adopted  regulation 
is  less  restrictive  than  or  merely  interprets  and  clarifies  the  early  proposal.  5 
U.S.C.  553(d) 

The  adopted  amendment  is  issued  pursuant  to  the  Board's  supervisory  author- 
ity contained  in  section  9  (12  U.S.C.  321)  and  section  11  (12  U.S.C.  243(a)  and 
(6) )  of  the  Federal  Reserve  Act,  and  the  Financial  Institutions  Supervisory  Act 
of  1966  (12  U.S.C,  1818(b) ),  and  related  provisions  of  the  law. 

Effective  September  16,  1974,  Regulation  H  (12  CFR  208)  is  amended  in  the 
following  respects : 

§  208.8     Banking  Practices 

*****  *  * 

(c)   Effect  on  Other  Bonking  Practices: 

Nothing  in  this  section  shall  be  construed  as  restricting  in  any  manner  the 
Board's  authority  to  deal  with  any  banking  practice  which  is  deemed  to  be  un- 
safe Of  unsound  or  otherwise  not  in  accordance  with  law,  rule,  or  regulation  or 
which  violates  any  condition  imposed  in  writing  by  the  Board  in  connection  with 
the  granting  of  any  application  or  other  reqnesi  by  a  State  member  bank,  or  any 
written  agreement  entered  Into  by  such  bank  with  the  Board.  Compliance  with 
the  provision*  of  this  section  shall  neither  relieve  a  State  inemher  bank  of  its 
duty  to  conduct  Mil  operations  in  a  safe  and  sound  manner  nor  prevent  the  Hoard 
from  taking  whatever  action  it  deems  necessary  and  desirable  to  deal  with 
general  or  specific  acts  Or  practices  which,  although  perhaps  aot  violating  the 
provisions  of  this  section,  are  Considered  nevertheless  to  he  an  unsafe  or  unsound 
hanking  practice. 
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(d)  Letters  of  Credit  and  Acceptances: 

1.  Definitions.  For  the  purpose  of  this  paragraph,  "standby  letters  of  credit'' 
include  every  letter  of  credit  (or  similar  arrangement  however  named  or  desig- 
nated) which  represents  an  obligation  to  the  beneficiary  on  the  part  of  the 
issuer  (1)  to  repay  money  borrowed  by  or  advanced  to  or  for  the  account  of  the 
account  party  or  (2)  to  make  payment  on  account  of  any  evidence  of  indebtedness 
undertaken  by  the  account  party,  or  (3)  to  make  payment  on  account  of  any 
default  by  the  account  party  in  the  performance  of  an  obligation.6"  An  "ineligible 
acceptance"  is  a  time  draft  accepted  by  a  bank,  which  does  not  meet  the  require- 
ments for  discount  with  a  Federal  Reserve  Bank. 

2.  Restrictions. 

A.  A  State  member  bank  shall  not  issue  or  renew  a  standby  letter  of  credit  (or 
other  similar  arrangement,  however  named  or  described)  or  make  an  ineligible 
acceptance  or  grant  any  other  extension  of  credit  if,  in  the  aggregate,  the  amount 
of  all  standby  letters  of  credit  and  ineligible  acceptances  issued,  renewed,  ex- 
tended, or  amended  on  or  after  the  effective  date  of  this  amendment,  when  com- 
bined with  other  extensions  of  credit  issued  by  the  bank  -would  exceed  the  legal 
limitations  on  loans  imposed  by  the  State  (including  limitations  to  any  one 
customer  or  on  aggregate  extensions  of  credit)  or  exceed  legal  limits  pertaining 
to  loans  to  affiliates  under  federal  law  (12  U.S.C.  371(c));  provided  that,  if 
any  State  has  a  separate  limitation  on  the  issuance  of  letters  of  credit  or  ac- 
ceptances which  apply  to  a  standby  letter  of  credit  or  to  ineligible  acceptances 
respectively,  then  the  separate  limitation  shall  apply  in  lieu  of  the  standard  loan 
limitation. 

B.  No  State  member  bank  shall  issue  a  standby  letter  of  credit  or  ineligible 
acceptance  unless  the  credit  standing  of  the  account  party  under  any  letter  of 
credit,  and  the  customer  of  an  ineligible  acceptance,  is  the  subject  of  credit 
analysis  equivalent  to  that  applicable  to  a  potential  borrower  in  an  ordinary 
loan  situation. 

C.  If  several  banks  participate  in  the  issuance  of  a  standby  letter  of  credit 
or  ineligible  acceptance  under  a  bona  fide  binding  agreement  which  provides  that, 
regardless  of  any  event,  each  participant  shall  be  liable  only  up  to  a  certain 
percentage  or  certain  amount  of  the  total  amount  of  the  standby  letter  of  credit 
or  ineligible  acceptance  issued,  a  State  member  bank  need  only  include  the 
amount  of  its  participation  for  purposes  of  this  section ;  otherwise,  the  entire 
amount  of  the  letter  of  credit  or  acceptance  must  be  included. 

3.  Disclosure ;  Recordkeeping. 

The  amount  of  all  outstanding  standby  letters  of  credit  and  ineligible  accept- 
ances, regardless  of  when  issued,  shall  be  adequately  disclosed  in  the  bank's 
published  financial  statements. 

Each  State  member  bank  shall  maintain  adequate  control  and  subsidiary 
records  of  its  standby  letters  of  credit  comparable  to  the  records  maintained 
in  connection  with  the  bank's  direct  loans  so  that  at  all  times  the  bank's  potential 
liability  thereunder  and  the  bank's  compliance  with  this  section  (d)  may  be 
readily  determined. 

4.  Exceptions. 

A  standby  letter  of  credit  is  not  subject  to  the  restrictions  set  forth  above  in 
the  following  situations  : 

A.  prior  to  or  at  the  time  of  issuance  of  the  credit,  the  issuing  bank  is  paid 
an  amount  equal  to  the  bank's  maximum  liability  under  the  standby  letter  of 
credit  or 

B.  prior  to  or  at  the  time  of  issuance,  the  bank  has  set  aside  sufficient  funds 
in  a  segregated,  clearly  earmarked  deposit  account  to  cover  the  bank's  maximum 
liability  under  the  standby  letter  of  credit. 

*  *  ***** 

By  order  of  the  Board  of  Governors,  August  9,  1974. 

[seal]  Chester  B.  Feldberg. 

Secretary  of  the  Board. 


^  As  defined,  "standby  letter  of  credit"  would  not  include  (1)  commercial  letters  of 
credit  and  similar  instruments  where  the  issuing  bank  expects  the  beneficiary  to  draw 
upon  the  issuer  and  which  do  not  "guaranty"  payment  of  a  money  obligation  or  (2)  a 
guaranty  or  similar  obligation  issued  by  a  foreign  branch  in  accordance  with  and  subject 
to  the  limitations  of  Regulation  M. 
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Title  12— Banks  and  Banking 

Chapter  II — Federal  Reserve  System 

Subchapter  A — Board  of  Governors  of  the  Federal  Reserve  System 

REGULATION   F — SECURITIES   OF   STATE    MEMBER   BANKS 

[12  CFR  Part  206] 

DISCLOSURE    OF    STANDBY    LETTERS    OF   CREDIT 

By  order  dated  January  25,  1974,  the  Board  published  for  comment  a  proposed 
amendment  relating  to  disclosure  of  standby  letters  of  credit  on  financial  state- 
ments of  banks  that  are  subject  to  Regulation  F  (39  CFR  4487). 

For  reasons  expressed  in  that  earlier  publication,  the  Board  has  adopted  an 
amendment  to  Regulation  F  but  has  changed  the  definition  of  standby  letters 
of  credit  so  that  Regulation  F  and  today's  amendment  to  Regulation  H  (12  CFR 
208)  "Membership  of  State  Banking  Institutions  in  the  Federal  Reserve  System" 
include  the  same  definition  of  standby  letters  of  credit.  No  additional  comment 
period  is  required,  as  the  adopted  regulation  is  less  restrictive  than  or  merely 
clarifies  and  interprets  the  earlier  proposal  5  U.S.C.  553(d).  The  amendment 
is  adopted  pursuant  to  the  Board's  authority  under  §12(i)  of  the  Securities 
and  Exchange  Act  of  1934  (12  U.S.C.  78). 

Effective  September  16,  1974,  Regulation  F  is  amended  in  the  following 
respects : 

§  206.7  Form  and  Content  of  Financial  Statements 

******* 

(c)  Provisions  of  General  Application  *  *  * 

(9)  General  notes  to  balance  sheets  *  *  * 

(viii)  Standby  letters  of  credit.  State  the  amount  of  outstanding  "standby 
letters  of  credit."  For  the  purpose  of  this  paragraph,  "standby  letters  of  credit" 
include  every  letter  of  credit  (or  similar  arrangement  however  named  or  desig- 
nated) which  represents  an  obligation  to  the  beneficiary  on  the  part  of  the  issuer 
(1)  to  repay  money  borrowed  by  or  advanced  to  or  for  the  account  of  the  ac- 
count party  or  (2)  to  make  payment  on  account  of  any  evidence  of  indebtedness 
undertaken  by  the  account  party,  or  (3)  to  make  payment  on  account  of  any 
default  by  the  account  party  in  the  performance  of  an  obligation,2  except  that, 
it  prior  to  or  at  the  time  of  issuance  of  a  standby  letter  of  credit,  the  issuing 
bank  (1)  is  paid  an  amount  equal  to  the  bank's  maximum  liability  under  the 
standby  letter  of  credit,  or  (2)  has  set  aside  sufficient  funds  in  a  segregated, 
clearly  earmarked  deposit  account  to  cover  the  bank's  maximum  liability  under 
the  standby  letter  of  credit,  then  the  amount  of  that  standby  letter  of  credit 
need  not  be  stated. 

By  order  of  the  Board  of  Governors,  August  9, 1974. 

[seal]  Chester  B.  Feldberg, 

Secretary  of  the  Board. 

ANNOUNCEMENTS 

LETTER  on  loan  commitments 

The  Board  of  Governors  of  the  Federal  Reserve  System  announced  on  April  6, 
L973,  that  a  letter  on  loan  commitments  had  been  sent  by  Chairman  Burns  to  all 
State  member  banks  with  deposits  exceeding  $100  million. 


»A|  defined,  "standby  letter  of  credit"  would  not  Include  (1)  commercial  letters  of 
credit  and  similar  Instruments  where  the  Issuing  bank  expects  the  beneficiary  to  draw 
upon  the  Issuer  and  which  do  not  "guaranty"  payment  of  a  money  obligation  or  (2)  a 
guaranty  or  similar  obligation  issued  by  a  foreign  branch  in  accordance  with  and  subject 
to  the  limitations  of  Regulation  M. 
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Similar  letters  were  sent  to  large  national  banks  by  the  Comptroller  of  the 
Currency  and  to  large  State  nonmember  banks  by  the  Federal  Deposit  Insurance 
Corporation.  The  text  of  the  letter  follows  : 

••I  am  writing  to  you  about  a  matter  of  concern  to  all  members  of  the  Board — 
the  heavy  volume  of  bank  loan  commitments  to  commercial  and  industrial  com- 
panies and  financial  institutions.  Banks  supervised  by  other  Federal  banking 
agencies  are  receiving  similar  letters,  so  that  the  attention  of  all  banks  likely  to 
have  substantial  loan  commitments  will  be  drawn  to  the  need  for  appropriate  loan 
commitment  policies. 

"By  loan  commitments  we  refer  to  all  of  your  bank's  official  promises  to  lend 
which  have  been  expressly  conveyed  to  your  customers,  typically  by  means  of 
either  a  formally  executed  commitment  agreement  or  a  letter  signed  by  one  of 
your  officers  confirming  the  availability  of  a  line  of  credit  of  specified  size. 

"There  is  no  question  as  to  the  legitimacy  of — and  the  need  for — bank  loan 
commitments.  They  serve  the  purposes  of  sound  business  planning,  both  for  banks 
and  for  their  customers.  It  is  the  intention  of  the  Federal  bank  supervisors  that 
this  practice  continue,  but  that  it  be  based  on  careful  judgment,  in  the  interests  of 
a  sound  banking  system  and  healthy  economic  expansion.  The  apparent  large 
volume  of  bank  commitments  currently  outstanding  and  sharply  increased  take- 
downs thereunder  are  indicative  of  the  need  for  special  attention  to  this  subject 
at  this  time. 

"Each  bank  should  maintain  a  record  of  the  aggregate  volume  of  its  commit- 
ments to  lend.  Furthermore,  it  should  periodically  make  a  careful  judgment 
as  to  the  potential  volume  of  takedowns  of  these  commitments  under  reasonably 
foreseeable  circumstances,  including  periods  of  strong  as  well  as  weak  loan  de- 
mand, and  the  appropriateness  of  the  credit  risks  involved  to  its  over-all  capital 
position.  Finally,  it  should  give  adequate  consideration  as  to  how  it  would 
obtain  the  funds  to  meet  such  takedowns  in  sound  and  timely  fashion,  giving  due 
allowance  to  the  possibilities  for  changing  conditions  in  the  local  and  national 
economy  and  in  the  central  money  markets. 

"Federal  bank  examiners  will  henceforth  ask  the  management  of  each  bank 
they  examine  to  demonstrate  that  it  is  giving  adequate  attention  to  the  above 
principles.  Steps  are  also  being  taken  by  the  bank  supervisory  authorities  to 
obtain  current  information  periodically  as  to  ongoing  developments  with  respect 
to  bank  loan  commitments. 

"We  confidently  expect  that  banks  will  cooperate  in  this  program  to  help 
insure  that  bank  loan  commitments  play  a  sound  and  useful  role  in  the  financing 
of  business  activity." 

FAC    STATEMENT   ON   BANK   LENDING   POLICIES 

The  Board  of  Governors  of  the  Federal  Reserve  System  released  on  Septem- 
ber 16,  1974,  a  statement  on  bank  lending  policies  that  was  received  from  the 
Federal  Advisory  Council,  a  statutory  body  established  under  the  Federal  Reserve 
Act.  The  statement  suggests  how  banks  can  effectively  adapt  lending  policies  in 
the  current  period  of  credit  restraint. 

The  Board  believes  the  Council's  statement  can  be  helpful  to  commercial  banks 
in  formulating  their  lending  policies  under  current  circumstances. 

The  Board  regards  restraint  in  lending  policies  as  essential  to  the  national 
effort  to  control  inflation.  Restraint  best  serves  the  public  interest  when  limited 
credit  resources  are  used  in  ways  that  encourage  expansion  of  productive  ca- 
pacity, sustain  key  sectors  of  national  and  local  economies,  provide  liquidity  for 
sound  businesses  in  temporary  difficulty,  and  take  account  of  the  legitimate  needs 
of  individuals  and  of  small  as  well  as  large  businesses. 

The  Board  noted  particularly  that  the  Council  in  its  statement  recognized 
"the  special  vulnerability  of  the  homebuilding  industry."  An  active  homebuilding 
industry  is  vital  to  the  well-being  of  local  communities  as  well  as  of  the  Nation 
as  a  whole,  and  it  is  to  the  interest  of  banks  and  other  financial  institutions  to 
give  reasonable  support  to  the  financial  needs  of  that  industry. 

The  Federal  Advisory  Council  is  composed  of  12  leading  bankers,  one  from  each 
Federal  Reserve  district.  It  was  created  by  the  Federal  Reserve  Act  and  under 
law  is  required  to  meet  with  the  Board  of  Governors  at  least  four  times  a  year. 
The  statement  stems  from  a  discussion  of  bank  lending  policies  during  a  recent 
FAC  meeting  with  the  Board. 
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The  FAC  statement,  which  together  with  the  Board's  covering  statement,  was 
mailed  to  all  member  banks  in  the  Federal  Reserve  System,  is  as  follows: 

The  members  of  the  Federal  Advisory  Council  firmly  believe  that  inflation 
remains  our  most  acute  domestic  problem  and  that  the  effort  to  reduce  it  de- 
serves the  full  dedication  of  all  Americans.  We  have  been  pleased  recently  to 
observe  the  renewed  efforts  of  the  administration  and  other  segments  of  our 
national  Government,  in  consultation  with  a  broad  representation  of  interested 
groups  in  the  private  sector,  to  identify  appropriate  and  effective  policies  to  deal 
with  this  problem. 

As  bankers  we  are  acutely  aware  of  the  disproportionate  role  that  a  restrictive 
monetary  policy  has  had  to  bear  thus  far  in  the  fight  against  inflation.  We  are 
particularly  hopeful  that  fiscal  and  other  measures  will  be  adopted  that  will 
soon  alleviate  this  excessive  reliance  on  monetary  restraint  and  high  interest 
rates,  because  government  spending  and  budget  deficits  are  a  major  cause  of 
inflation. 

We  recognize,  however,  that  regardless  of  the  measures  adopted,  money  and 
credit  will  necessarily  remain  limited  in  supply  as  long  as  inflationary  pressures 
persist.  We  are  confident  that  sufficient  money  will  be  made  available  to  assure 
orderly  operation  of  credit  markets  and  to  provide  for  the  resumption  of  real 
growth  in  the  economy.  However,  wre  foresee  a  period  of  considerable  duration 
when  the  supply  of  lendable  funds  will  be  limited,  and  when,  therefore,  it  will 
be  necessary  for  banks  to  restrict  the  growth  in  their  loan  portfolios  by  selecting 
carefully  and  responsibly  the  uses  to  which  they  put  their  loanable  funds. 

It  is  also  clear  that  this  process  contributes  to  tiie  very  desirable  objective  of 
reducing  interest  rates,  a  development  banks  welcome.  Relief  from  the  present 
unprecedently  high  rates  would  be  particularly  beneficial  to  those  segments  of 
the  economy  that  are  by  their  nature  heavily  dependent  on  borrowed  money, 
such  as  housing  and  public  utilities. 

In  view,  therefore,  of  the  extreme  importance  of  bank  lending  policies  in  today's 
environment,  we  should  like  to  describe  those  policies  that  we  believe  are  appro- 
priate in  present  circumstances  and  that,  we  feel,  are  already  being  followed  by 
many  banks. 

The  basic  credit  needs  for  normal  operations  of  all  established  business  cus- 
tomers should,  of  course,  be  met  to  assure  the  production  and  distribution  of 
goods  and  services. 

Loans  to  finance  capital  investment  by  business  are  also  appropriate,  where 
-  to  capital  markets  is  not  available  and  where  the  investment  is  reason- 
able  in  size  and  necessary  to  maintain  or  improve  productivity,  or  to  increase 
capacity  to  meet  existing  or  clearly  anticipated  demand.  In  considering  such 
loans,  banks  should  weigh  the  relative  importance  of  the  particular  business  with 
respect  to  such  factors  as  the  nature  of  its  product  or  service  and  its  significance 
a-  .in  employer  in  the  local  area. 

Particular  consideration  should  be  given  to  the  needs  of  established  businesses 
th.it  are  basically  sound  but  that  suffer  a  temporary  lack  of  liquidity  because  of 
present  conditions. 

Loans  for  purely  financial  activities,  such  as  acquisitions  or  the  purchase  of  a 
company's  own  shares,  would  normally  not  be  appropriate  uses  of  limited  bank 
funds. 

Loans  for  speculative  purposes,  such  as  purchasing  securities  or  commodities 
other  than  in  the  ordinary  course  of  busini  jive  inventory  accumulation. 

Or  Investing  in  land  without  well-defined  plans  for  its  useful  development,  are 
net  generally  suitable. 

A   regrettable  aspect  of  restrictive  monetary  policy  is  that  it  tends  to  produce 

an  uneven  Impact,  bearing  more  heavily  on  some  sectors  of  the  economy  thin 

Core,    bankfi   should    make   an    effort    to   utilize   their   limited   funds 

equitably,  giving  consideration,  for  Instance,  to  the  special  vulnerability  of  the 
bomebuilding  Indus!  ry. 

Similarly,  consumer  credit  should  receive  its  share  of  bant  funds.  The 
requirements  of   Individuals   Cor   household   needs  and  automobiles  should   be 
accommodated,  but  discretionary  spending  that  might   be  deferred  should  not 
aged 

Loans  to  foreigners  that  are  funded  from  domestic  sources  should  also  be 
weighed  against  the  above  criteria.  In  addition,  banks  should  give  careful  con- 
sideration   to    the    diversion    of   loan    funds    from    L.S.    customers   through    such 

loans. 
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Implicit  in  these  policies  is  a  need  for  close  communication  and  counseling 
between  bankers  and  their  customers  to  agree  on  ways  to  reduce  or  defer  bor- 
rowing needs  or  to  identify  alternate  sources  of  financing. 

The  Council  recognizes  that  it  is  impossible  to  prescribe  a  precise  and  par- 
ticular list  of  priorities  for  proper  bank  lending.  We  do  feel,  however,  that  the 
policies  outlined  describe  a  responsible  posture  that  is  appropriate  to  present 
circumstances.  We  believe  that  governmental  credit  allocations  are  not  needed 
and  that  they  would  be  counter-productive. 

We  are  confident  that  the  Nation's  banks  will  continue  to  cooperate  with  our 
Government  and  all  sectors  of  the  economic  community  in  implementing  sound 
and  necessary  national  policy. 

(5)   The  lank  holding  company  movement. 

Answer.  The  Board  believes  that  the  bank  holding  company  move- 
ment, on  balance,  has  had  beneficial  effects  on  the  nation's  economy  and 
financial  system. 

Bank  holding  company  expansion  has  increased  competition  in  bank- 
ing. Through  de  novo  and  foothold  entries,  new  and  stronger  competi- 
tors have  been  introduced  into  local  banking  markets.  Several  empir- 
ical studies  have  found  that  the  market  shares  of  foothold  acquisitions 
have  increased  after  acquisition,  suggesting  that  these  small  banks 
have  become  more  competitive  as  a  result  of  affiliation  with  a  bank 
holding  company. 

At  the  same  time,  in  the  Board's  judgment,  holding  company  expan- 
sion has  not  resulted  in  any  significant  anti-competitive  effects  in 
individual  banking  markets.  The  Federal  Reserve  Board  must  approve 
all  holding  company  acquisitions  of  existing  banks,  and  the  Board  has 
consistently  turned  clown  proposed  acquisitions  that  involved  substan- 
tial adverse  effects  on  existing  competition.  Also,  on  a  number  of  occa- 
sions, the  Board  has  denied  consolidations  involving  large  banks  oper- 
ating in  different  geographic  markets  on  grounds  of  elimination  of 
potential  or  future  competition. 

To  date,  there  have  been  no  empirical  studies  of  the  impact  of  recent 
bank  holding  company  expansion  on  competition  in  the  various  non- 
banking  activities  permitted  under  Section  4(c)(8).  However,  it  is 
likely  that  such  expansion  has  been  pro-competitive,  because  holding 
companies  have  frequently  entered  these  activities  de  novo  or  have  ac- 
quired small  or  intermediate  size  firms  and  then  expanded  de  novo  into 
additional  markets.  One  reason  for  this  widespread  reliance  on  de  novo 
entry  and  expansion  is  that  the  Federal  Reserve  has  drawn  its  regula- 
tions to  make  de  novo  expansion  administratively  easier  for  holding 
companies  than  expansion  through  acquisition. 

In  the  last  few  years,  several  studies,  including  some  by  Board  staff, 
have  attempted  to  determine  whether  holding  company  acquisitions  of 
banks  result  in  improved  operating  efficiency.  The  results  of  these 
studies  have  been  rather  inconclusive,  in  part  because  the  period  of 
experience  with  holding  company  banks  is  limited  and  because  the 
available  data  have  not  been  entirely  suitable  for  purposes  of  examin- 
ing operating  efficiency.  Also,  there  have  been  no  systematic  studies  to 
date  of  the  effects  of  holding  company  acquisitions  on  the  efficiency  of 
firms  in  various  nonbanking  industries. 

Nonbanking  expansion  by  bank  holding  companies  is  a  relatively 
recent  phenomenon,  and  this  contributes  to  the  lack  of  empirical  anal- 
ysis of  nonbanking  activities.  In  addition,  the  financial  data  supplied 


494 

by  affiliated  nonbank  firms  have  not  been  as  detailed  as  the  data  sup- 
plied by  banks.  The  Board  recently  has  revised  its  reporting  require- 
ments for  bank  hoi  diner  companies  to  include  more  detailed  information 
on  nonbanking  activities  and,  for  larger  holding  companies,  details  of 
financial  transactions  between  bank  and  nonbank  affiliates  of  the  hold- 
ing company.  After  more  years  have  passed,  enough  additional  evi- 
dence should  be  available  to  permit  some  meaningful  evaluative 
analysis. 

The  Board  believes  that  the  bank  holding  company  movement  has 
resulted  in  increased  mobility  of  funds  in  the  economy.  For  many 
years,  banks  in  this  country  have  operated  under  significant  legal  con- 
straints, such  as  restrictions  on  branching  and  the  types  of  activities  in 
which  they  can  engage.  These  constraints  have  impaired  the  ability  of 
banks  to  distribute  funds  in  an  optimal  manner.  By  forming  holding 
companies,  many  banks  can  now  engage  in  banking  operations  over  a 
wider  geographic  area  and  can  enter  into  a  variety  of  activities  closely 
related  to  banking.  This  added  freedom  has  increased  the  ability  of 
banking  organizations  to  search  out  those  assets  yielding  the  highest 
returns,  adjusted  for  risk,  and  thereby  has  achieved  a  more  efficient 
allocation  of  funds  in  the  economy. 

In  the  last  two  decades,  holding  companies  have  acquired  hundreds 
of  independent  banks,  most  of  which  were  relatively  small.  Prior  to 
acquisition,  some  of  these  banks  were  undercapitalized  and  had  only 
limited  access  to  equity  markets.  The  bank  holding  company  move- 
ment served  to  widen  the  market  for  small-bank  stock  and,  following 
acquisition,  holding  companies  frequently  utilized  their  substantial 
financial  resources  to  inject  equity  capital  into  small  banks,  thus  im- 
proving their  financial  condition. 

In  other  instances,  banks  acquired  by  holding  companies  either  had 
unsatisfactory  management  or  faced  management  succession  problems. 
Frequently,  holding  companies  tapped  their  extensive  managerial 
resources  to  solve  these  problems,  thereby  adding  stability  to  the  bank- 
ing system. 

The  benefits  associated  with  the  holding  company  movement  were 
not  achieved  without  some  costs.  In  particular,  expansion  for  some 
holding  companies  meant  an  increase  in  the  risk  exposure  of  their 
subsidiary  banks.  However,  undue  risk-taking  by  holding  company 
banks  cannot  be  blamed  solely  on  the  existence  of  the  holding  company 
form  of  organization.  The  bank  holding  company  simply  provides  a 
more  flexible  mode  of  operation  for  management,  and  difficulties  at 
individual  banking  firms  have  been  primarily  the  product  of  over- 
aggressive  management,  rather  than  the  product  of  the  organizational 
mode  chosen  by  that  management. 

One  example  of  increased  risk-taking  associated  with  some  holding 
companies  has  been  the  use  of  so-called  "double-leveraging",  in  which 
the  parent  sells  debi  and  passes  the  proceeds  down  to  the  bank  subsid- 
iary in  the  form  of  equity.  While  this  procedure  has  the  virtue  of 
increasing  the  bank's  equity  capital,  it  can  pose  potential  problems 
because  the  parent  must  usually  service  such  debt  out  of  dividends 
from  the  bank,  [f  the  bank  should  run  into  an  earnings  problem,  it 
may  not,  be  able  to  pass  dividends  up  to  the  parent. 
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In  the  last  several  years,  some  holding  companies  have  also  increased 
their  risk  exposure  by  leveraging  their  nonbank  affiliates  substantially 
beyond  industry  standards.  Moreover,  in  several  cases  where  nonbank 
affiliates  have  encountered  financial  troubles,  these  companies  have  sold 
assets  of  doubtful  quality  to  bank  affiliates,  thereby  jeopardizing  the 
financial  condition  of  the  banks.  Finally,  some  holding  companies  have 
extracted  Large  dividends  from  their  banks  at  times  when  earnings 
might  better  have  been  retained  to  build  up  bank  capital. 

While  these  recent  adverse  financial  developments  have  proven  some- 
what disturbing,  the  Board  has  taken  a  number  of  actions  designed  to 
limit  their  recurrence.  These  actions  are  discussed  in  the  answer  to 
question  G.10.  In  addition,  private  market  participants  are  beginning 
to  recognize  the  need  for  thorough  financial  analysis  of  banks  and  bank 
holding  companies,  and  the  market  itself  is  likely  to  control  with  in- 
creased effectiveness  risk-taking  by  banking  organizations  (see  answer 
to  question  A.3.). 

(6)   The  decline  in  hank  net  income  relative  to  bank  assets. 

Answer.  In  recent  years  the  ratio  of  net  income  to  total  assets  for 
the  commercial  banking  system  has  declined — from  .83  per  cent  in 
1970  to  .71  per  cent  during  1974.  At  large  banks  with  assets  over  $5 
billion,  the  decline  in  net  income  on  assets  was  from  .60  per  cent  in 
1970  to  .54  per  cent  in  1974. 

One  recent  development  leading  to  the  decline  in  net  income  on 
assets  has  been  the  decline  in  spreads  between  the  cost  of  funds  and 
the  return  on  loans.  This  phenomenon  has  been  closely  associated  with 
an  increased  emphasis  on  "liability  management"  by  commercial  banks 
(see  question  A.2(l))2  which  has  led  to  relatively  high  rates  of 
growth  of  bank  liabilities  and  assets.  For  example,  during  the  period 
from  December  31,  1970  to  December  31,  1974,  banking  assets  grew  at 
an  average  annual  rate  of  14.1  per  cent  (and  20.0  per  cent  at  large 
banks)  compared  to  an  annual  growth  in  nominal  GNP  of  9.5  per  cent. 
The  rapid  growth  in  bank  size  was  financed  in  part  by  increased  re- 
liance on  Federal  funds  purchases,  sales  of  large  denomination  CDs, 
and  growth  of  foreign  branch  liabilities. 

Asbanks'  portfolios  grew,  they  funded  investments  that  offered  de- 
creasing profit  potential,  or  increasing  potential  for  loss.  At  the  same 
time,  the  relative  shift  from  interest-free  demand  deposits  to  "pur- 
chased money"  as  a  source  of  operating  funds  resulted  in  sharplv 
higher  interest  costs  for  banks.  The  result  was  a  decline  in  banks'  net 
income  on  assets.  However,  the  decline  in  earnings  on  assets  did  not 
lead  to  a  decline  in  bank  profitability,  as  measured  by  the  rate  of 
return  on  equity,  because  the  ratio  of  bank  capital  to  assets  also  de- 
clined during  recent  years  (see  question  A.2.(3)).  In  fact,  the  rate 
of  return  on  equity  (book  value)  rose  from  10.5  per  cent  in  1970  to 
10.9  per  cent  in  1974  for  all  banks,  and  rose  from  9.2  per  cent  to  11.2 
per  cent  at  banks  with  assets  in  excess  of  $5  billion.  In  essence,  in- 
creased leveraging  by  banks  during  the  early  1970s  allowed  rapid  ex- 
pansion, with  its  attendant  decline  in  net  income  on  assets,  without 
leading  to  a  decline  in  the  return  on  equity. 

>  The  decline  in  the  ratio  of  net  income  to  assets  has  serious  implica- 
tions for  the  banking  industry.  Lowered  spreads,  despite  their  ad- 
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vantages  to  loan  customers  and/or  depositors,  coupled  with  increased 
loan  losses,  have  led  to  declines  in  absolute  net  income  at  some  banks.1 
Such  declines  may  indicate  banks  are  under-pricing  their  products 
and  giving  insufficient  attention  to  the  need  to  provide  new  capital  to 
the  bank  in  the  form  of  retained  earnings.  Additionally,  declining 
income,  or  even  a  declining  income-to-asset  ratio,  by  affecting  investor 
evaluations  of  banking  securities,  could  limit  a  banking  institution's 
ability  to  raise  new  capital  from  external  sources,  either  in  the  form 
of  equity  issues  or  subordinated  long-term  debt. 

Conversely,  the  decline  in  bank  income  on  assets  may  have  reflected 
some  improvement  in  the  efficiency  of  the  banking  system.  The  shift 
to  purchased  money,  coupled  with  such  innovations  as  floating-rate 
loans  (see  question  A.2.(2) ),  has  placed  a  premium  on  management's 
ability  to  manage  'spreads'  between  borrowing  and  lending  rates. 
Moreover,  the  growth  of  bank  liabilities  has  enabled  many  small  busi- 
nesses and  consumers  to  obtain  credit,  who  may  have  been  unable  to 
do  so  without  the  facility  of  banks  as  intermediaries.  Hence,  a  decline 
in  interest  'spreads'  in  recent  years  is  an  indication  of  a  vigorous,  com- 
petitive environment  in  which  banks  perform  their  function  as  finan- 
cial intermediaries  more  efficiently. 

(7)  Increased  international  activities  of  U.S.  banks  and  increased 
U.S.  activities  of  foreign  banks. 

Answer.  The  markedly  increased  international  activities  of  U.S. 
banks  and  the  concurrent  expansion  in  the  activities  of  foreign  banks 
in  U.S.  markets  have  contributed  to  increased  competition  both 
domestically  and  abroad  and  to  increased  internationalization  of  world 
financial  markets.2  This  expansion  has  complicated  the  task  of  bank 
Supervision  and  has  highlighted  a  number  of  important  inequities  in 
the  regulatory  treatment  of  0.S.  domestic  banks  vis-a-vis  foreign- 
owned  competitors  in  the  U.S. 

With  respect  to  the  implications  of  the  operations  of  U.S.  banks 
abroad,  the  principal  problem  confronting  bank  supervisors  relates 
to  the  potential  risks  to  U.S.  banks  arising  from  their  operations  in 
foreign  currency  and  international  loan  markets  and  the  need  to 
identify  actual  or  potential  problems  at  specific  banks,  as  well  as  to 
Implement  timely  collective  measures  to  ensure  the  safety  and  sound- 
ness of  U.S.  banks.  With  respect  to  the  activities  of  foreign  banking 
organizations  in  the  U.S.,  the  principal  issues  involve  the  lack  of  uni- 
formity in  the  regulatory  treatment  of  U.S.  and  foreign  banking 
organizations  with  respect  to  interstate  banking  activities,  reserve 
requirements,  deposit  insurance  and  nonbanking  activities.  In  general, 


1  Although    the    ratio   of  bank   net   inoomo   to   assets   declined   in   recent   years,   absolute 
Income  for  the  industry  rose  steadily  from  $4.84  billion   in   1870  to  $7.09  billion  In   1!>74. 

hi  i'  .",.  there  were  115  foreign  branches  or  U.S.  banks  with  gross  assets  of  about  $2 
billion.  I'y  September  L975,  the  number  of  overseas  offices  bad  risen  to  7.">i  operated  by 
126  banks  and  their  aggregate  assets  were  about  $135  billion  net  of  claims  <>n  other 
foreign  branches  of  their  parent.  Moreover.  during  the  past  15  yean  the  number  of  Edge 
Act  subsidiaries  has  grown  from  18  to  114,  with  assets  or  about  98  billion.  A  number  of 

major  domestic  banks  have  more  than  one-third  of  their  assets  domiciled  in  foreign 
facilities,  and  foreign  operations  contribute  comnicnsuratoly  to  their  earnings.  At  the 
same  time,  Die  activities  of  foreign  banks  in  the  United  States  have  increased  substantially, 

with  roughly  eighty  foreign  banks  now  operating  some  type  of  banking  office  in  this 
country.  As  of  September  1975,  the  total  assets  of  U.S.  offices  of  foreign'  banks  Includ- 
reneles,  branches,  commercial  banking  subsidiaries,  and  investment  companies  was 
'lion.  Furthermore,  twenty  one  foreign  banks  or  banking  groups  have  registered  as 
bank  holding  companies  and  own  a  total  of  about  twenty-five  domestically  chartered  sub- 
sidiary banks.  These  subsidiaries  are  concentrated  almost  exclusively  In  New  York  and 
California. 
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foreign  banking  organizations  that  conduct  operations  in  the  IT.S- 
operate  under  more  lenient  regulations  than  those  applicable  to  U.S. 
banking  organizations  of  comparable  size.  For  example,  several  large 
foreign  banks  operate  banking  offices  in  more  than  one  State — a  prac- 
tice that  is  foreclosed  to  U.S.  banks — and  their  U.S.  banking  offices 
are  not  subject  to  System  reserve  requirements. 

It  is  the  Federal  Reserve's  philosophy  that  foreign  and  domestic 
banking  institutions  operating  in  the  U.S.  should  be  subject  to  equiva- 
lent regulatory  treatment.  In  this  connection,  the  Board  of  Governors 
has  recently  proposed  to  Congress  legislation  designed  to  regulate  the 
U.S.  agencies  and  branches  of  foreign  banks  on  the  same  basis  as 
members  of  the  Federal  Reserve  System. 

International  Activities  of  U.S.  Banks 

The  present  regulatory  framework.  Branching  abroad  by  members 
of  the  Federal  Reserve  is  subject  to  approval  of  the  Board  of 
Governors.3  Moreover.  U.S.  banks  operating  in  foreign  markets  must 
conform  not  only  to  applicable  U.S.  laws  and  regulations,  but  also  to 
the  banking  laws  of  the  host  foreign  count  ry . 

In  addition  to  the  establishment  of  foreign  brandies,  member  banks 
may  invest  in  or  own  foreign  banking  and  financing  corporations; 
Sections  25  and  25(a)  (the  latter  section  is  also  known  as  the  Edge 
Act)  of  the  Federal  Reserve  Act  authorize  member  banks  to  invest 
in  the  stock  of  State  or  Federally  chartered  corporations  whose  pri- 
mary function  is  to  engage  in  international  banking  and  finance.  (The 
Federally  chartered  Edge  Act  corporations  have  been  the  vehicle  typi- 
cally chosen  by  banks  for  the  conduct  of  international  banking  in  view 
of  the  broadened  powers  of  these  corporations  under  Section  25(a).) 
With  the  approval  of  the  Federal  Reserve  Board,  U.S.  banks  can 
operate  separate  Edge  Act  corporations  in  more  than  one  State  and 
these  corporations  are  permitted  to  establish  offices  abroad  for  the 
purpose  of  transacting  international  banking  business  and  to  make 
equity  investments  in  overseas  financial  and  other  corporations. 

Branching  abroad  or  other  international  banking  operations  of 
State-chartered  nonmembers  are  governed  by  the  banking  statutes  of 
each  of  the  50  States.  Indeed,  it  is  just  such  fragmented  authority  that 
largely  governs  the  activities  of  foreign  banks  operating  in  the  U.S. 
(see  below). 

Factors  influencing  the  growth  of  U.S.  hanking  abroad.  The  expan- 
sion of  U.S.  banks'  foreign  activities  through  offices  abroad  has  paral- 
leled the  growth  of  international  operations  by  U.S.  corporations.  This 
growth  also  was  stimulated  by  the  various  programs  of  the  1960s  de- 
signed to  curb  dollar  outflows  from  the  U.S..  namely  the  Voluntary 
Foreign  Credit  Restraint  Program,  the  OFDI  program,  and  the  In- 
terest Equalization  Tax.  Subsequently,  recurring  monetary  stringency 
in  the  U.S.  and  the  rapid  growth  of  the  Euro-dollar  market  as  a  source 
of  funds,  also  provided  strong  incentives  for  U.S.  banks  to  develop 
their  capability  to  operate  through  offices  abroad  both  in  accepting 
deposits  and  extending  credits.  Although  a  large  share  of  the  credit 
extended  by  U.S.  banks'  branches  has  been  to  U.S.  corporations  or 

3  Regulation  of  foreign  activities  of  member  banks  is  covprned  bv  Section  2."  of  the 
Federal  Reserve  Act,  along  with  the  Federal  Reserve  Board's  Regulations  H,  K,  and  M. 
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affiliates,  an  increasing  share  has  been  accounted  for  by  loans  to  for- 
eign-based entities. 

Impact  on  competition  and  efficiency.  With  respect  to  competition 
in  foreign  markets,  U.S.  banks  operating  through  branches,  subsidi- 
aries, or  affiliates  and  through  Edge  Act  corporations  have  had  wide 
opportunities  to  compete  with  their  foreign  counterparts.  The  growth 
of  operations  abroad  by  U.S.  banks  (and  foreign  bank  operations  in 
the  U.S.)  undoubtedly  has  resulted  in  a  closer  linkage  of  international 
money  and  capital  markets,  has  increased  competition  in  international 
banking,  and  has  contributed  to  a  more  efficient  allocation  of  interna- 
tional financial  resources.  The  availability  of  "one-stop  full  service" 
international  banking  has  probably  resulted  in  cost  savings  to  many 
customers  of  U.S.  banks,  inasmuch  as  they  do  not  have  to  establish 
banking  relationships  in  every  country  in  which  they  do  business.  At 
the  same  time,  the  expansion  of  U.S.  banks  overseas  has  to  some  degree 
increased  competition  among  U.S.  banks  in  the  area  of  international 
banking.  U.S.  regional  banks  have  begun  to  challenge  the  prominent 
position  held  by  the  major  international  banks,  by  participating  in 
international  loan  markets  through  international  banking  depart- 
ments domiciled  at  head  offices,  by  providing  international  banking 
services  through  branches  abroad,  and  by  establishing  Edge  Act 
corporations. 

U.S.  banks  generally  have  access  to  dollar  funds  at  lower  average 
costs  than  banks  abroad,  and  are  thus  able  to  compete  effectively  in 
making  domestic  U.S.  credits  from  their  domestic  offices  and  in  making 
foreign  credits  from  domestic  or  overseas  offices.  However,  some  U.S. 
bankers  complain  that  they  are  at  a  competitive  disadvantage  in  mak- 
ing credits  to  their  U.S.  customers  from  foreign  offices,  since  the  Fed- 
eral Reserve  applies  a  reserve  requirement  on  foreign  branch  deposits 
to  the  extent  that  these  funds  are  used  to  make  credits  in  the  United 
States.  Against  this  additional  cost  on  foreign  branch  activity  in  the 
market — which  was  established  in  order  to  prevent  circumven- 
tion of  domestic  and  Euro-dollar  reserve  requirements — one  must 
weigh  the  fact  that  U.S.  bankers  generally  have  closer  business  ties, 
better  knowledge  of  U.S.  corporations,  more  strategic  locations  and 
possibly  lower  administrative  costs  in  lending  to  U.S.  firms,  both  in 
the  United  States  and  abroad,  compared  with  the  position  of  foreign- 
based  competitors.  These  are  advantages  that  probably  will  enable 
U.S.  banks  to  hold  their  own  in  providing  for  the  credit  needs  of  U.S. 
multinational  corporations. 

Impact  on  soundness  of  U.S.  banks.  The  aggressive  expansion  of  U.S. 
banks  overseas  has  contributed  to  the  reduced  capital  ratios  and 
liquidity  of  the  nation's  large  banks.  In  diversifying  overseas,  banks 
have  undertaken  risks  associated  with  exchange  rates  as  well  as  other 
risks.  On  the  other  hand,  they  have  also  achieved  a  diversification  of 
their  portfolios  and  frequently  strengthen  their  profits.  To  date  loss 
experience  of  U.S.  banks  on  their  foreign  credits  compares  favorably 
with  that  on  domestic  credits. 

Most  of  the  funds  obtained  through  overseas  branches  are  interest 
sensitive  and  of  short  maturity,  and  tend  to  be  attracted  without  bene- 
fit of  customer  relationships;  they  may  also  be  sensitive  to  matters  that 
affect  confidence  in  the  parent  organization.  As  in  domestic  banking, 
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the  assets  held  at  these  branches  tend  to  have  significantly  longer 
maturities  than  those  of  the  counterpart  liabilities. 

Overseas  branches  of  U.S.  banks,  like  their  home  offices,  may  engage 
in  foreign  exchange  trading  for  their  own  account  as  well  as  the  ac- 
count of  others.  A  number  of  banks  have  been  active  in  such  trading 
which  requires  specialized  knowledge  for  successful  operations  and 
does  entail  certain  risks;  it  appears  that  U.S.  banks  generally  set 
reasonably  conservative  limits  on  their  foreign  exchange  exposure  and 
generally  maintain  soundly  structured  internal  audit  and  control  sys- 
tems governing  these  operations. 

There  are  certain  risks  of  a  political  nature  that  differentiate  the 
overseas  activities  of  U.S.  banks  from  their  domestic  activities.  These 
risks  include  potential  losses  resulting  from  the  nationalization  or  ex- 
propriation of  American  banking  facilities  by  the  host  nation.  More- 
over, the  risk  of  exchange  control  (i.e.,  government  restrictions  on  the 
convertibility  of  currencies)  is  present  in  all  overseas  operations. 

In  addition  to  the  risks  faced  by  U.S.  banks  in  their  overseas  bank- 
ing activities,  they  face  risks  associated  with  the  nonbanking  activities 
that  they  may  engage  in  overseas.  In  general,  U.S.  banks  are  permit- 
ted to  engage  in  a  somewhat  wider  variety  of  nonbank  activities  in 
foreign  countries  than  they  are  allowed  to  engage  in  domestically.  For 
example,  through  subsidiaries  and  affiliates  they  may  engage  in  securi- 
ties underwriting  and  dealing  and  may  make  limited  equity  invest- 
ments in  nonfinancial  firms.  The  Board  has  relied  on  its  authority  in 
Sections  25  and  25(a)  of  the  Federal  Reserve  Act  in  approving  and 
regulating  these  activities  primarily  to  promote  the  competitive  effec- 
tiveness of  U.S.  banks'  participation  in  foreign  markets.  Certain  ac- 
tivities have  been  restricted  by  the  Board,  however,  in  order  to  limit 
risks  and  to  preserve  the  separation  of  banking  and  commerce  in  U.S. 
operations.  Foreign  subsidiaries  have  been  confined  to  activities  of  a 
financial  nature  and  no  controlling  interests  in  nonfinancial  firms  have 
been  allowed.  Also,  investments  in  foreign  companies  doing  business  in 
the  U.S.  have  been  closely  constrained.  The  Board  is  undertaking  a 
broader  review  of  its  policy  in  this  area,  measuring  risks  against 
benefits. 

While  the  parent  banking  organization  may  legally  enjoy  a  measure 
of  insulation  from  the  above-mentioned  risks  when  a  foreign  sub- 
sidiary rather  than  a  branch  is  involved,  it  is  doubtful  that  the  finan- 
cial markets  would  ordinarily  view  the  subsidiary  as  a  completely 
separate  institution.  Consequently,  in  most  cases  it  is  likely  that  a 
parent  banking  organization  would  feel  impelled  for  business  reasons 
to  support  its  overseas  subsidiaries. 

It  should  be  noted  that  while  the  expansion  of  U.S.  banks'  inter- 
national activities  has  entailed  the  assumption  of  additional  risk,  the 
geographic  diversification  of  their  activities  has  reduced  risk  exposure 
and  has  permitted  banks  to  protect  their  income  from  sharp  fluctua- 
tions caused  by  substantial  changes  in  any  one  nation's  business 
conditions.  Moreover,  as  noted  above,  foreign  loan  loss  experience- 
absolutely  and  relatively — has  compared  favorably  with  domestic 
experience. 

It  should  also  be  noted  that  the  participation  of  U.S.  banks  in  joint 
ventures,  especially  in  consortium  banks,  involves  certain  risks.  For 
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instance,  in  the  second  and  third  quarters  of  1974  when  international 
banking  markets  were  shaken  by  several  bank  failures,  a  few  con- 
sortium banks  found  it  difficult 'to  retain  needed  funds  and  had  to 
depend  on  their  U.S.  bank  owners  for  support.  Although  in  these 
instances  the  capital  investment  may  be  small,  a  bank's  exposure  in 
terms  of  the  overall  liabilities  of  the  venture  may  be  a  multiple  of  its 
own  investment. 

U.S.  Activities  of  Foreign  Banks 

The  present  regulatory  frame  wo  /k.  Foreign  banking  organizations 
can  participate  in  U.S.  banking  markets  in  a  variety  of  ways.  They 
may  operate  agencies  or  branches,  and  in  a  few  cases  New  York  invest- 
ment companies  or  they  may  own  a  subsidiary  bank  domiciled  in  the 
U.S.  The  powers  these  various  entities  may  exercise  are  determined 
by  the  chartering  or  licensing  authority  which,  in  the  cases  of  agencies, 
branches,  or  investment  companies,  is  the  state  in  which  the  particular 
entity  is  located.4  Xo  Federal  charter  is  available  for  such  entities. 
Except  for  coverage  of  foreign  banks  owning  U.S.  bank  subsidiaries 
under  the  Bank  Holding  Company  Act  of  1956,  as  amended,  the  opera- 
tions of  foreign  banks  in  the  U.S.  are  largely  governed  by  State  law. 
Moreover,  U.S.  branches  of  foreign  banks  are  ineligible  for  FDIC 
deposit  insurance.  Such  coverage,  however,  is  available  to  the  U.S. 
banking  subsidiaries  of  foreign  banks,  as  is  membership  in  the  Federal 
Eeserve  System. 

Foreign  banks  operating  facilities  in  the  U.S.  are  subject  to  banking 
regulations  that  often  vary  with  the  State.  Some  States  prohibit 
foreign  bank  offices  entirely,  while  others  restrict  their  powers.  Xew 
York  and  California  account  for  the  majority  of  foreign  banking 
offices,  but  accord  foreign  banks  slightly  different  banking  privileges. 
In  New  York,  foreign  banks  can  establish  branches  having  a  wide 
range  of  banking  powers,  including  the  acceptance  of  deposits,  In 
California,  however,  foreign  banks  may  open  offices  which,  for  prac- 
tical purposes,  are  agencies  because  they  cannot  accept  deposits,  inas- 
much as  California  State  law  requires  FDIC  insurance  for  a  branch 
to  be  able  to  accept  deposits.  Recently,  the  State  of  Illinois  has  per- 
mitted branches  to  be  established  by  foreign  banks  in  the  downtown 
Chicago  area  and  a  number  have  been  opened.  Through  the  judicious 
choice  of  the  entry  vehicle,  foreign  banking  organizations  may  operate 
banking  offices  in  more  than  one  State. 

Factors  influencing  the  arowfik  of  foreign  Ixml-ing  operations  in 
the  U.S,  Most  facilities  established  by  foreign  banks,  notably  those 
established  by  Japanese  and  Canadian  parents,  initially  took  the  form 
of  agencies.  'They  were  intended  to  improve  the  parent  banks'  access 
to  U.S.  money  markets,  thereby  providing  a  source  of  dollars  for  the 
foreign  parents,  and  to  enable 'them  to  serve  better  the  needs  of  their 
UJ3.-  and  foreign-based  multinational  clients.  Through  such  banking 
offices,   foreign  banks  have  also  participated   in  the  1T.S.  short-term 


*  in  general    :•  n  make  loans,  hut  onmnit  accept  deposits.  Investment  companies 

in  New  York  state  have  slightly  broader  powers  than  agencies;  t'<>r  example,  these  entities 

mav    he    permitted    tO   Opeil    office!    outside    the   State   and    such    Offices    may   accent    deposits 

If  permitted  bv  state  law.  Branches  usually  have  full  banking  powers,  Including  accept- 
ance of  deposits  Subsidiaries  are  domestically  chartered  foreign-owned  banks  which 
operate  under  tie-  Bame  rules  as  D.S.-owned  banks,  although  foreign  hanks  are  to  som< 
'•xtent  inhlhited  from  owning  national  hanks  in  that  all  of  the  directors  of  national  hanks 
mUSl  he  U.S.  citizens. 


501 

loan  market  to  employ  temporarily  idle  funds  or  to  take  advantage  of 
opportunities  for  interest  arbitrage.  In  recent  years,  banking  statutes 
in  several  important  States,  notably  New  York.  California  and  Illi- 
nois, have  been  liberalized  with  respect  to  entry  by  foreign  banks.  And 
the  recent  expansion  of  banking  opportunities  in  the  U.S.  has 
attracted  increasing  participation  by  foreign-based  organizations. 
Foreign  organizations  that  have  had  a  presence  in  the  U.S.  have  up- 
graded their  offices  and  many  foreign  organizations  not  previously 
represented  have  established  new  offices. 

More  recently,  foreign  banks  have  continued  to  expand  in  major 
U.S.  banking  markets,  especially  in  New  York.  California  and  Illinois. 
In  some  cases,  foreign  banks  have  begun  offering  retail  services  at 
their  U.S.  branches,  although  the  lack  of  FDIC  insurance  for  branch 
deposits  has  spurred  many  foreign  organizations  to  acquire  U.S.  sub- 
sidiaries. One  of  the  most  recent  and  noteworthy  foreign  penetrations 
of  the  U.S.  retail  banking  market  was  accomplished  through  the 
acquisition  by  European-American  Bank  and  Trust  Co.  of  the  assets 
of  the  former  Franklin  National  Bank. 

Competition  and  efficiency.  With  growth  in  foreign  banking  activi- 
ties in  the  United  States  in  recent  years,  these  foreign-owned  institu- 
tions now  account  for  a  significant  share  of  the  commercial  and 
industrial  loans  made  by  banks  in  the  United  States:  in  addition  they 
conduct  sizable  money  market  operations.  Thus,  the  expansion  of 
foreign-owned  banks  has  added  to  competition  in  domestic  loan  and 
money  markets. 

Safety  and  soundness.  Except  for  national  banks  or  State  member 
banks  that  are  subsidiaries  of  foreign  banking  organizations,  the 
supervision  of  foreign-owned  banking  offices  is  the  responsibility  of 
State  banking  departments.  Apart  from  the  ineligibility  of  foreign 
branches  for  FDIC  deposit  insurance  coverage,  the  issues  of  safety 
and  soundness  in  the  foreign  area  generally  parallel  those  that  arise 
in  connection  with  nonmember  banking  institutions.  While  the  activi- 
ties of  the  agencies  and  branches  of  foreign  banks  may  not  in  all  cases 
result  in  so  direct  involvement  of  the  public  at  large  as  nonmember 
banks  engaged  in  retail  banking,  the  safety  and  soundness  of  all 
banking  offices  in  the  U.S.  is  of  importance  in  maintaining  confidence 
in  U.S.  banking  institutions.  It  is^ desirable,  therefore,  that  all  com- 
mercial banking  offices  come  under  uniform  standards  of  regulation 
and  supervision. 

Need  for  regulatory  change.  With  respect  to  the  domestic  U.S. 
market,  foreign  banking  offices  in  the  U.S.  have  enjoyed  certain  reg- 
ulatory advantages,  one  of  the  most  important  of  which  is  that  the 
branches,  agencies  and  subsidiaries  of  foreign  banks  are  not  required 
to  be  members  of  the  Federal  Reserve  System  nor  to  hold  reserves 
at  Federal  Reserve  Banks;  however,  these  foreign-owned  entities  have 
generally  complied  voluntarily  with  a  request  by  the  Federal  Reserve 
to  maintain  marginal  reserves  against  certain  funds  obtained  from 
overseas  offices. 

Under  certain  conditions  foreign  banking  organizations  may  engage 
directly  in  securities  underwriting  through  ownership  of  investment 
affiliates  and  broker-dealer  firms.  Although  the  risks  inherent  in  secu- 
rities underwriting  are  in  these  cases  borne  by  the  foreign  parent  and 
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not  a  U.S.  domestic  bank,  securities  underwriting  is  an  activity  in 
general  precluded  to  U.S.  banks  by  the  Glass-Steagall  Act.  Further- 
more, as  a  matter  of  policy,  the  Board  has  precluded  any  foreign 
bank  holding  company  operating  in  the  U.S.  from  directly  or  in- 
directly engaging  in  such  activities. 

The  competitive  inequities  currently  existing  between  U.S.  and  for- 
eign banks  with  respect  to  their  U.S.  operations,  and  the  desirability 
of  instituting  Federal  supervision  of  their  actions,  points  to  a  need 
for  revised  regulatory  treatment  of  foreign  bank  activities  here. 
With  respect  to  these  issues,  the  Board  has  proposed  to  Congress  the 
Foreign  Bank  Act  of  1975,  which  is  intended  to  put  foreign  banks 
under  the  same  regulatory  framework  as  member  banks.  The  Act- 
redefines  the  term  "bank"  as  used  in  the  Bank  Holding  Company  Act 
of  1956  to  include  foreign  banks'  branches  and  agencies  as  well  as 
their  subsidiaries.  This  would  subject  all  foreign  banks  engaging  in 
banking  activities  in  the  U.S.  to  the  provisions  of  the  1956  Act,  as 
amended,  particularly  the  provisions  that  foreclose  interstate  banking 
(in  the  absence  of  explicit  State  authorization)  and  those  that  limit 
nonbanking  activities.  However,  under  the  proposed  new  law,  the 
Comptroller  of  the  Currency  could  authorize  the  opening  of  a  U.S. 
branch  by  any  foreign  bank,  thus  enabling  foreign  banks  to  gain  entry 
in  about  40  States  whose  banking  laws  either  do  not  permit  entry  by 
foreign  banks  or  do  not  explicitly  authorize  such  operations. 

The  Act  would  require  Federal  Reserve  membership  for  all  U.S. 
agencies,  branches  and  subsidiaries  of  foreign  banks  having  world- 
wide assets  in  excess  of  $500  million.  FDIC  coverage  would  be  ex- 
tended to  any  deposits  of  the  branches  and  agencies  of  foreign  banks. 
U.S.  subsidiaries  of  foreign  banks  would  continue  to  be  covered  by 
the  FDIC.  Grandfather  provisions  would  apply  to  the  existing  offices 
of  foreign  banks  in  the  U.S. 

It  should  be  noted  that  the  Governors  of  the  central  banks  of  ten 
leading  industrial  nations,  known  as  the  "Group  of  Ten,"  have  estab- 
lished a  Committee  on  Banking  Regulation  and  Supervisory  Prac- 
tices. One  of  the  purposes  of  this  Committee  is  to  seek  a  better  mutual 
understanding  of  the  general  principles  of  supervisory  responsibil- 
ities of  the  host  country  and  those  of  the  country  in  which  the  parent 
bank  is  domiciled.  With  respect  to  the  Federal  Reserve's  participation 
in  this  area,  it  seems  clear  that  the  System's  lack  of  direct  supervisory 
responsibility  over  foreign  banks  operating  branches  and  agencies  in 
the  United  States  could  well  impede  the  development  of  such  under- 
standings, 

(8)  Changing  role  of  thrift  institutions  and  oth.  r  r&nbank  financial 
institutions  in  provision  of  near-hanking  servl 

Answer.  Thrift  institutions  (savings  and  loan  associations  and 
mutual  savings  banks)  had  $452.5  billion  in  assets  as  of  October  31, 
1975,  and  have  grown  at  an  average  annual  rate  of  approximately  in 
per  ecu!  over  t  he  last  ton  years.  Thrifts  invest  on  average  78  percent  of 
t  heir  assets  in  fixed-rate  long-term  mortgages  and  derive  86  percent  of 
their  funds  from  consumer  time  and  savings  deposits  with  generally 
shorter  maturity  than  their  assets.  Partially  as  a  result  of  this  mis- 
match between  the  maturities  of  assets  and  liabilities,  thrift  institu- 
tions as  presently  structured  do  not  compete  effectively  for  funds 
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during  periods  of  sharply  rising  interest  rates.  Deposit  interest  ceil- 
ings, in  part,  were  intended  to  shelter  thrifts  during  such  periods 
from  destabilizing  shifts  of  funds  among  financial  intermediaries. 
However,  when  interest  rates  have  risen  rapidly  these  ceilings  have 
contributed  to  widespread  disintermediation  into  Treasury  securities 
and  other  market  instruments,  uneven  flows  of  money  to  housing,  and 
retarded  earnings  for  the  small  saver. 

The  Board  believes  that  some  of  the  features  of  the  Financial 
Institutions  Act  of  1975  (FIA)  would  help  to  alleviate  these  pres- 
sures; see  Chairman  Burns'  letter  to  Senator  Mclntyre  on  May  16. 
1975,  which  follows.  Broadening  the  investment  powers  of  thrift  insti- 
tutions would  allow  them  to  invest  in  a  mix  of  assets  on  which  the 
return  is  more  responsive  to  market  interest  rates.  As  a  result,  thrifts 
could  afford  to  pay  higher  rates  to  savers  at  times  when  market  rates 
were  rising,  and  problems  of  disintermediation  might  thereby  be 
diminished.  This  would  result  in  increased  stability  of  thrift  institu- 
tions, more  stable  flows  of  funds  available  for  housing,  a  more  com- 
petitive return  to  the  individual  saver  during  periods  of  high  interest 
rates,  and  more  alternative  borrowing  sources  to  the  consumer,  with 
a  broader  range  of  borrowing  terms.  These  benefits  of  the  FIA  pro- 
posals would  be  strengthened  through  broader  use  of  variable  rate 
mortgages,  subject  to  specific  disclosure  and  other  borrower  protection 
requirements. 

Chairman  of  the  Boabd  of  Governors, 

Federal  Reserve  System, 
Washington,  D.C.,  May  16, 1915. 
Hon.  Thomas  J.  McIntyre, 

Chairman,    Subcommittee   on   Financial   Institutions,    Committee   on   Banking, 
Housing  and  Urban  Affairs,  U.S.  Senate,  Washington,  D.C. 

Dear  Mr.  Chairman  :  The  Board  is  pleased  to  have  this  opportunity  to  offer 
its  comments  on  S.  1267,  the  Financial  Institutions  Act  of  1975.  These  comments 
are  similar  to  those  made  on  two  earlier  occasions  by  Governor  Holland  before 
your  subcommittee  on  the  proposed  Financial  Institutions  Act  of  1973,  the  prede- 
cessor of  the  current  bill. 

As  indicated  in  that  testimony,  the  Board  believes  that  changes  in  our  financial 
system  should  be  designed  to  increase  competition  and  improve  the  flexibility 
of  financial  institutions  to  respond  to  changing  needs  of  individuals  and  busi- 
nesses, while  maintaining  a  base  for  effective  monetary  policy  and  preserving 
a  sound  and  resilient  financial  system.  The  Board  believes  that  enactment  of 
S.  1267  would  further  these  objectives,  and  urges  favorable  consideration  of  the 
bill  by  Congress. 

Some  of  the  changes  proposed  in  S.  1267  would  entail  the  modification  or  elim- 
ination of  minor  restrictions  that  are  no  longer  needed.  Others  would  be  of  a 
more  comprehensive  nature,  such  as  the  reforms  proposed  for  thrift  institutions, 
which  would  be  one  of  the  major  benefits  of  the  bill. 

Recent  experience  has  demonstrated  that  thrift  institutions  as  presently  struc- 
tured are  unable  to  compete  effectively  for  funds  during  periods  of  high  interest 
rates,  due  to  the  concentration  of  their  portfolios  in  mortgages  and  other  long- 
term  investments  with  fixed  earnings.  Deposit  interest  ceilings  have  been  used 
during  such  periods  to  protect  institutions  heavily  committed  to  mortgage  lend- 
ing and  to  prevent  destabilizing  shifts  of  funds  among  financial  intermediaries  : 
these  ceilings  have  also  led  to  widespread  disintermediation,  uneven  flows  of 
money  to  housing,  and  below-market  earnings  for  the  small  saver.  Removal  of 
such  ceilings  will  not  be  feasible  until  thrift  institutions,  and  a  number  of  small 
commercial  banks  as  well,  are  able  to  diversify  their  investment  portfolios  to 
the  point  where  they  can  compete  more  effectively  for  funds  with  larger  com- 
mercial banks  and  with  open  market  securities  during  periods  of  high  market 
interest  rates.  This  difficult  problem  could  worsen  during  future  periods  of  high 
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interest  rates  unless  reforms  are  initiated,  as  savers  become  increasingly  sophis- 
ticated in  taking  advantage  of  alternative  investment  opportunities. 

The  interrelated  proposals  in  S.  1267  would  help  to  alleviate  these  pressures. 
Broadening  the  investment  powers  of  thrift  institutions  would  open  the  way  for 
their  investment  in  assets  whose  return  is  more  responsive  to  market  interest 
rates.  As  a  result,  interest  ceilings  could  be  removed,  or  at  least  increased,  dur- 
ing periods  of  high  interest  rates,  so  that  problems  of  disintermediation  would 
be  diminished.  This  would  result  in  easing  of  pressures  on  the  stability  of  thrift 
institutions,  more  even  flows  of  funds  to  housing,  a  more  conii>etitive  return 
to  the  individual  saver  during  periods  of  high  interest  rates,  and  more  alternative 
borrowing  sources  to  consumers  and  a  broader  range  of  borrowing  terms. 

Increased  diversification  of  assets  by  thrift  institutions  must  be  accompanied 
by  other  measures  if  flows  of  funds  to  housing  are  not  to  decline  over  the  long 
run.  Home  financing  could  be  maintained  either  through  thrift  institutions 
achieving  an  increased  share  of  savings  flows,  or  through  other  lenders  increas- 
ing their  investments  in  mortgages.  As  described  below,  S.  1267  contains  pro- 
visions that  may  foster  both  of  these  results. 

The  complex  relationship  among  these  proposals  makes  it  desirable  to  consider 
them  as  a  package  rather  than  on  a  piece-meal  basis.  The  Board  does  have  some 
suggestions  relating  to  detail,  discussed  below,  which  are  made  within  the  con- 
text of  the  Board's  support  of  the  basic  thrust  of  the  bill. 

Regardless  of  the  details  of  a  comprehensive  reform,  the  relationship  among 
the  various  proposals  is  not  fully  predictable.  This  difficulty  leads  the  Board  to 
emphasize  the  need  for  gradual  implementation  of  the  reform  in  many  areas.  In 
addition,  this  implementation  should  be  monitored  closely,  and  regulatory  agen- 
cies might  be  authorized  to  speed  or  slow  some  of  the  changes  as  necessary. 

The  main  effects  of  S.  1267  on  the  Federal  Reserve  System  and  its  member 
banks  can  be  separated  into  five  major  areas — loan  and  investment  powers, 
deposit  interest  ceilings,  disclosure  of  savings  terms,  deposit  and  check  powers, 
and  reserve  requirements.  Each  of  these  is  discussed  below.  A  staff  memorandum 
that  supplies  detailed  analysis  concerning  provisions  of  the  Federal  Reserve  Act 
that  would  be  affected  by  the  proposed  bill  is  enclosed  as  an  appendix  to  this 
letter. 

The  Board  strongly  supports  the  goal  of  broader  loan  and  investment  powers 
for  banks  and  thrift  institutions,  as  provided  in  the  bill.  The  additional  powers 
for  thrift  institutions  would  improve  the  flexibility  and  stability  of  these  institu- 
tions, and,  as  indicated  above,  would  also  provide  benefits  for  individuals  as 
savers  and  borrowers  and  for  the  housing  industry. 

The  Board  endorses  the  proposal  for  gradual  implementation  of  additional 
powers  of  thrift  institutions  to  invest  in  bankers  acceptances,  commercial  paper, 
and  corporate  debt  securities.  We  believe  it  would  also  be  desirable  to  have  a 
similar  phasing  in  of  the  expanded  authority  to  make  other  types  of  investments, 
primarily  consumer  loans.  Such  gradual  transition  authority  would  permit  ad- 
just meats  to  be  made  to  deal  with  strains  that  might  result  from  the  changes 
being  made. 

As  noted  above,  this  proposed  asset  diversification  could  possibly  have  an  ad- 
verse impact  on  housing  finance  unless  countered  by  other  ameliorative  changes. 
One  such  change  could  be  the  proposed  expansion  of  the  deposit  and  lending 
powers  of  thrift  institutions,  which  may  enable  them  to  gain  a  larger  share  of 
total  Barings  flows;  but  how  much  their  ability  to  compete  will  be  improved  in 
this  new  environment  cannot  be  forecast  with  precision.  The  other  provision  of 
this  bill  designed  to  bolster  housing  finance  is  the  proposed  tax  credit  to  lenders 
baaed  on  mortgage  interest  income.  This  tax  credit  offers  a  method  with  flexible 
capabilities  for  increasing  the  supply  of  home  mortgage  funds.  However,  as  it 
stands  now.  it  would  not  encourage  home  mortgage  lending  '»y  pension  funds  or 
other  lenders  that  have  no  tax  liabilities,  and  its  benefits  would  extend  beyond 
the  households  most  in  need  of  assistance  in  obtaining  housing  credit.  The  effec- 
tiveness of  these  measures  in  maintaining  the  availability  of  funds  for  housing 
should  be  monitored  carefully  with  a  view  to  taking  corrective  steps  promptly 
if  housing  finance  proves  Inadequate. 

One  significant  provision  that  has  been  added  this  year  to  S.  1207  is  the  au- 
thority for  Federal  credit  unions  to  make  long-term  residential  mortgage  loans. 
The  Board  generally  supports  the  principle  of  asset  diversification  for  credit 
unions,  and  it  believe-  that  such  authority  could  increase  in  time  the  availability 
of  mortgage  credit.   However,  significant  concentration  of  credit  union  invest- 
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ments  in  long-teim  fixed-rate  assets  could  subject  them  to  the  same  kinds  of 
strains  which  savings  and  loan  associations  and  mutual  savings  banks  have  faced 
during  recent  peiiods  of  rising  short-term  market  interest  rates.  Federal  credit 
unions  interested  in  the  mortgage  market  should  first  lengthen  the  maturity 
of  their  liability  structures  by  offering  time  certificates  of  deposit,  under  au- 
thority proposed  in  S.  1267,  before  being  authorized  to  invest  a  significant  pro- 
portion of  their  funds  in  long-term  loans.  Accordingly,  it  may  be  desirable  to  im- 
pose a  maximum  on  the  percentage  of  assets  which  could  be  invested  in  long- 
term  loans,  either  by  statute  or  by  regulations  of  the  Administrator  of  the  Na- 
tional Credit  Union  Administration. 

The  Board  also  supports  the  proposed  liberalization  of  the  collateral  require- 
ments imposed  on  member  banks  when  they  borrow  from  the  Federal  Reserve  at 
the  basic  discount  rate.  Originally,  all  such  loans  had  to  be  secured  by  a  narrowly 
defined  class  of  assets.  Later,  advances  were  permitted  to  be  collateralized  by 
other  assets  such  as  mortgage  loans  and  municipal  securities,  but  only  at  a 
penalty  rate  of  one-half  of  one  per  cent  above  the  discount  rate.  Last  year,  on 
the  initiative  of  the  Senate  Banking,  Housing  and  Urban  Affairs  Committee,  the 
penalty  rate  was  removed  for  advances  collateralized  by  mortgages  on  one-to- 
four  unit  family  residences.  The  present  proposal  would  extend  the  exemption 
to  other  authorized  collateral  and  thus  would  eliminate  an  indirect  restriction 
on  the  portfolios  of  member  banks.  It  would  also  simplify  operations  of  the  Fed- 
eral Reserve  Banks. 

The  Board  is  in  favor  of  the  eventual  removal  of  interest  rate  ceilings,  as  pro- 
posed in  S.  1267.  It  is  important  that  rates  on  time  and  savings  accounts  of  thrift 
institutions  and  commercial  banks  be  more  competitive  with  market  instruments 
in  times  of  high  interest  rates.  Extensive  diversion  of  funds  from  those  accounts 
into  Treasury  issues,  and  more  recently  into  liquid-asset  mutual  funds,  has  oc- 
curred during  each  period  of  high  interest  rates.  Moreover,  new  ways  to  avoid 
interest  rate  ceilings  might  continue  to  be  devised,  requiring  frequent  patch-work 
efforts  to  prevent  substantial  diversions  of  funds  from  depository  institutions. 

Immediate  and  across-the-board  removal  of  interest  rate  ceilings,  however, 
could  disrupt  the  operations  of  many  thrift  institutions  and  small  banks.  It  is 
the  Board's  view  that  the  authority  to  impose  interest  ceilings  should  not  be 
removed  until  thrift  institutions  and  small  banks  have  had  time  to  diversify 
their  portfolios  to  the  point  where  they  can  compete  effectively  for  deposits  with- 
out interest  ceilings  during  periods  of  high  interest  rates.  The  Board  regards 
the  proposed  five-and-one-half  year  delay  and  prior  review  before  termination 
of  interest  rate  ceiling  authority  as  a  safeguard. 

The  Board  continues  to  support  the  concept  embodied  in  the  "truth  in  sav- 
ings" provisions  for  full  disclosure  of  the  terms  and  conditions  applicable  to 
savings  deposits  on  a  uniform  basis  for  all  depository  institutions.  Enclosed  is  a 
statement  of  staff  comments  on  the  truth  in  savings  section  of  this  bill. 

Regarding  deposit  and  check  powers,  the  Board  endorses  the  proposal  to  allow 
all  banks  and  thrift  institutions  to  offer  negotiable  order  of  withdrawal  accounts, 
so-called  "NOW  accounts,"  to  appropriate  customers  with  interest  ceilings  to  be 
authorized  at  a  level  not  to  exceed  the  ceiling  on  commercial  bank  savings  ac- 
counts.  NOW  accounts,  of  course,  are  in  effect  interest-bearing  rheeking  ac- 
counts except  that,  legally,  prior  notice  may  be  required  before  withdrawal. 

The  present  bill  does  not  make  any  significant  changes  in  the  provisions  of  the 
former  bill  with  regard  to  reserve  requirements.  The  Board  continues  to  support 
the  proposed  expansion  of  reserve  requirement  powers.  The  Board  will  comment 
upon  needed  reserve  requirement  changes  in  greater  detail  shortly  when  it  sub- 
mits an  up-dated  legislative  proposal  on  this  subject  to  the  Congress. 

To  recapitulate,  the  Board  believes  that  Congressional  action  on  S.  1267  is 
desirable.  We  continue  to  stand  ready  to  assist  the  Congress  in  any  way  that  we 
can  in  the  course  of  its  consideration  of  this  basic  legislation. 
Sincerely  yours, 

Arthur  F.  Burxs. 
C7iai?')nan  of  the  Board  of  Governors. 

Increased  diversification  of  assets  by  thrift  institutions  must  be 
accompanied  by  other  measures  if  flows  of  funds  available  for  housing 
are  not  to  decline  over  the  long  run.  Home  financing  could  be  main- 
tained either  through  thrift  institutions  achieving  an  increased  share 
of  savings  flows,  or  through  other  lenders  increasing  their  invest- 
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ments  in  mortgages.  The  FIA  contains  provisions  which  could  foster 
both  of  these  results.  First,  the  proposed  expansion  of  the  deposit 
and  lending  powers  of  thrift  institutions  offers  them  an  opportunity 
to  achieve  a  more  stable  share  of  total  savings  flows,  although  any 
improvement  in  their  ability  to  compete  in  this  new  environment 
cannot  be  forecast  with  precision  and  would  depend  on  their  manage- 
ment ability.  Second,  the  proposed  tax  credit  to  lenders  based  on 
mortgage  interest  income  offers  an  avenue  for  encouraging  lenders 
to  maintain  a  supply  of  home  mortgage  funds.  However,  as  proposed 
in  the  FIA,  the  tax' credit  would  not  encourage  home  mortgage  lend- 
ing by  pension  funds  or  other  lenders  that  have  no  tax  liabilities, 
and  its  benefits  would  extend  beyond  the  households  most  in  need  of 
assistance  in  obtaining  housing  credit. 

In  addition  to  the  broadened  asset  powers  for  thrifts  and  phasing 
out  of  deposit  interest  ceilings,  the  Board  endorses  the  FIA  proposal 
to  allow  all  thrifts  and  banks  to  offer  negotiable  order  of  withdrawal 
accounts — so-called  "NOW  accounts'' — to  their  customers  initially  at 
an  interest  ceiling  not  to  exceed  the  ceiling  on  commercial  bank 
savings  accounts.  NOW  accounts  are.  in  effect,  interest-bearing  check- 
ing accounts,  with  the  exception  that  prior  notice  theoretically  may 
be^required  before  withdrawal. 

In  1972,  state-chartered  thrift  institutions  in  Massachusetts  ana 
New  Hampshire  forced  a  reinterpretation  of  existing  state  law  and 
hesran  to  offer  interest -bearing  chocking  accounts,  i.e.,  NOW  accounts. 
In  1973,  Congress  sanctioned  and  limited  this  experiment  to  Massat 
chusetts  and  New  Hampshire  by  authorizing  mutual  savings  banks] 
commercial  banks,  savings  and  loan  associations,  and  cooperative 
banks  in  those  two  stales  to  offer  NOW  accounts  subject  to  the  super- 
vision and  regulation  of  the  appropriate  regulatory  agency.  Subse- 
quent regulations,  based  on  legislative  history,  have  limited  NOW 
accounts  primarily  to  households.  Since  1972,  there  has  been  increased 
pressure  to  extend  NOW  accounts  to  other  states. 

Most  commercial  banks  and  thrift  institutions  in  Massachusetts 
and  New  Hampshire  presently  are  offering  NOW  accounts.  Total 
outstanding  balances  in  these  accounts  have  arown  from  $143  million 
in  December.  1973,  to  $713  million  as  of  September  30,  1975— at  that 
date  NOWs  accounted  for  about  9  percent  of  consumer  deposits  and 
about  4  percent  of  total  deposits  in  banks  and  thrifts  in  these  two 
States.  Thus,  it  appears  that  consumers  have  moved  significantly  into 
NOW  accounts,  but  that  financial  institutions  in  NOW  states  air  be] 
ing  provided  with  adequate  time  to  adjust  their  policies  to  the  pay- 
ment of  interest  on  transactional  balances.  While  NOW  accounts 
.  i  lv  provide  for  increased  competition  for  consumer  deposits,  it  is 
-lil!  uncertain  how  NOW  accounts  will  affect  the  competitive  balance 
between  classes  of  financial  institutions  in  those  two  states. 

In  expressing  its  support  for  t  he  basic  thrust  oi!  the  FIA,  the  Board 
made  some  suggestions  relating  to  detail  and  emphasized  that  the  pro] 
posals  should  he  considered  as  an  interrelated  set  of  proposals  and 
should  be  implemented  gradually  in  such  a  way  as  to  maintain  com- 
petitive equity  among  classes  of  institutions.  The  Board  notes  that  the 
restructuring  of  financial  institutions  is  taking  place  at  present 
through  the  granting  of  broader  powers  to  state-chartered  institutions 
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by  various  state  legislatures.  In  1975,  for  example  New  Jersey  granted 
consumer  loan  powers  to  thrift  institutions,  and  Maine  increased  the 
maximum  permissible  size  of  individual  consumer  loans.  Passage  ot 
the  FIA  would  place  state  and  federally  chartered  institutions  on  a 
more  equal  competitive  footing  in  many  instances. 

Credit  Unions  . 

While  not  as  large  as  other  institutions,  either  individually  or  in  the 
a*<rregate,  credit  unions  are  becoming  increasingly  important  as  finan- 
cial intermediaries.  Although  the  approximately  23,000  credit  unions 
average  less  than  $2  million  in  assets,  aggregate  credit  union  assets 
were  $37.1  billion  as  of  October  31,  1975,  and  in  the  past  year  have 
grown  by  approximately  19  per  cent.  . 

Credit  unions  are  allowed  to  pay  higher  interest  rates  on  their 
shares  than  either  banks  or  thrifts  may  pay  on  passbook  savings  ac- 
counts. Additionally,  a  very  few  credit  unions  have  begun  offering  a 
share-draft  program,  whereby  members  may  write  drafts  against  their 
credit  union  accounts  to  pay  bills.  With  respect  to  asset  powers,  credit 
unions  typically  may  make  consumer,  auto,  education,  and  home  im- 
provement loans.  Some  state-chartered  credit  unions  have  the  power  to 
make  home  mortages. 

Thus,  it  appears  that  credit  unions  increasingly  are  competing  with 
banks  and  thrift  institutions  in  the  provision  of  some  banking-type 
services.  The  competitive  position  of  credit  unions  vis-a-vis  commer- 
cial banks  and  thrift  institutions  would  be  further  enhanced  by  en- 
actment of  the  Credit  Union  Financial  Institutions  Act  Amendments 
of  1975,  which  would  go  considerably  beyond  the  Financial  Institu- 
tions Act  in  expanding  the  powers  of  federally-chartered  credit 
unions.  The  Board  has  favored  some  expansion  of  credit  union  powers, 
but  has  urged  that  such  expansion  be  considered  only  in  the  context 
of  comprehensive  reform  of  the  nation's  financial  institutions,  such  as 
is  proposed  in  the  FIA ;  see  the  letter  from  Chairman  Burns  to  Sena- 
tor Mclntyre,  dated  June  23,  1975,  a  copy  of  which  is  attached. 

Federal  Reserve  System, 
Washington,  D.C.,  June  23, 1915. 
Hon.  Thomas  J.  McIntyre, 

Chairman,    Subcommittee   on  Financial   Institutions,    Committee   on  Banking, 
Housing  and  Urban  Affairs,  U.S.  Senate,  Washington,  B.C. 
Dear  Mr.  Chairman  :  I  am  writing  to  transmit  the  Board's  views  on  S.  1475, 
the  "Credit  Union  Financial  Institutions  Act  Amendments  of  1975." 

This  letter  deals  with  three  aspects  of  the  bill  that  the  Board  believes  deserve 

comment :  (1)  the  breadth  of  credit  union  powers  under  the  bill  and  the  resulting 

competitive  position  of  credit  unions  within  the  financial  system;   (2)  the  pro- 

i  posed  Central  Liquidity  Facility  ;  and   (3)   the  provision  in  the  bill  for  reserve 

requirements  for  Federal  credit  unions. 

The  expanded  credit  union  powers  proposed  in  the  bill  would  go  well  beyond 
the  balanced  expansion  of  powers  proposed  in  S.  1267,  the  "Financial  Institutions 
Act  of  1975,"  which  is  also  under  consideration  by  your  Subcommittee.  The  bill 
would  exceed  the  authorities  proposed  in  S.  1267  by  virtually  eliminating  the 
common  bond  membership  requirement ;  by  diminishing  the  regulatory  control 
of  the  National  Credit  Union  Administration  ;  by  granting  broad  leeway  authority 
to  invest  up  to  5  per  cent  of  assets  in  organizations  other  than  credit  unions ;  and 
by  providing  authority  to  accept  demand  deposits,  participate  in  loans  with  other 
lenders,  make  any  loans  that  are  guaranteed  by  the  Federal  Government  or  State 
r  governments,  offer  personal  trust  and  custodial  services,  hire  professional  man- 
agers, and  fully  participate  in  all  third-party  payment  systems.  The  Board  has 
favored  a  significant  expansion  of  powers  to  credit  unions,  but  has  urged  that 
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any  such  expansion  be  considered  only  in  the  context  of  comprehensive  reform  of 
the  Nation's  financial  institutions,  such  as  proposed  in  S.  12G7. 

Inasmuch  as  credit  unions  tend  to  have  rather  homogeneous  memberships,  with 
shareholders  and  borrowers  often  employees  of  the  same  organization,  such  fi- 
nancial institutions  can  be  subject  to  temporary  liquidity  pressures.  A  central 
lending  fund  to  assist  credit  unions  in  special  circumstances  (e.g.,  the  closing  of 
plants)  could  be  a  considerable  social  benefit.  However,  the  borrowing  and  lend- 
ing authority  provided  for  the  Central  Liquidity  Facility  (CLF)  under  S.  1475 
would  go  considerably  further:  providing  funds  to  meet  the  general  liquidity 
needs  of  credit  unions;  authorizing  the  CLF  to  issue  its  own  obligations  (the  in- 
terest and  principal  of  which  would  be  fully  and  unconditionally  guaranteed  by 
the  United  States)  in  the  market  up  to  20  times  its  paid-in  capital ;  and  establish- 
ing a  $1  billion  line  of  credit  with  the  Treasury.  The  Board  questions  the  need 
for  such  extensive  credit  powers  and  further  Federal  borrowing  activities  in 
the  marketplace,  particularly  in  light  of  the  demonstrated  ability  of  credit  unions 
to  expand  their  lending  activities  on  the  basis  of  the  resources  of  their  own  mem- 
bers. Since  1960,  the  credit  union  industry  has  increased  its  share  of  the  rapidly 
growing  total  of  consumer  instalment  credit  outstanding  from  9.1  per  cent  to 
14.8  per  cent.  Furthermore,  aggregate  credit  union  assets  have  maintained  rapid 
growth  during  recent  years,  increasing  at  an  average  annual  rate  of  13  per  cent 
from  1960  to  1974.  Thus,  the  Board  would  prefer  the  approach  of  a  Discount 
Fund  along  the  lines  provided  for  by  S.  1267,  with  lending  authority  to  meet 
emergency  and  temporary  liquidity  problems  of  its  member  credit  unions. 

The  Board  is  opposed  to  enabling  credit  unions  to  accept  demand  deposits  in 
the  absence  of  more  comprehensive  structuring  of  the  Nation's  financial  system. 
However,  if  the  provisions  of  S.  1475  regarding  demand  deposits  were  to  be  en- 
acted. Federal  credit  unions  should  be  required  to  maintain  reserves  at  the  CLF 
against  their  demand  deposits,  in  cash  or  other  form  as  the  Federal  Reserve 
Board  might  provide  for  member  banks  and  in  such  ratios  as  may  be  determined 
by  the  Board.  We  believe  that  any  reserve  requirement  for  credit  unions  should 
apply  to  all  credit  unions,  not  just  those  with  Federal  charters  as  proposed  by 
S.  1475.  More  generally,  the  Board  believes  that  all  credit  unions,  commercial 
banks,  savings  and  loan  associations,  and  mutual  savings  banks  .should  be  sub- 
ject to  the  same  reserve  requirements  on  comparable  money-type  deposits.  Finally, 
the  Board  believes  that  the  reserve  requirements  of  these  financial  institutions. 
including  credit  unions,  should  be  determined  by  the  Board  of  Governors  and 
held  in  the  Federal  Reserve  System  rather  than  in  the  CLF  as  would  be  required 
by  S.  1475. 

The  Board  appreciates  this  oportunity  to  transmit  its  views  and  hopes  that 
they  will  be  helpful  to  your  Subcommittee  in  its  consideration  of  this  bill. 
Sincerely  yours, 

Arthur  F.  Burns, 
Chairman  of  the  Board  of  Governors. 
Money  Market  Mutual  Funds 

The  imposition  of  Regulation  Q  ceiling  rates  considerably  below 
yields  on  open  market  instruments  has  resulted  in  the  creation  of  a 
new  type  of  financial  intermediary,  the  money  market  mutual  fund. 
Jn  the  20-month  period  from  February  1974  to  October  1975,  the 
number  of  money  market  mutual  funds  has  grown  from  6  with  assets 
of  $.2  billion  to  42  witli  assets  of  $3.7  billion. 

While  a  few  of  these  funds  are  designed  for  larger  investors,  most 
arc  aimed  at  smaller  savers  presently  bearing  the  burden  of  Regula- 
tion Q.  Many  funds  require  a  si.ooo  initial  investment  and  feature 
draft-writing  privileges.  The  recent  growth  of  these  funds  has  slowed 
due  to  the  Spring  tv75  decline  in  snort-ierm  open  market  rates,  but 
their  growth  will  likely  accelerate  whenever  open  market  rates  rise 
substantially  above  Regulation  Q  ceilings.  Thai  these  funds  exist  is  a 
tribute  to  the  flexibility  and  innovativeness  of  the  financial  system. 
(.9)  Change  hi  borrowi  r.s'  Hrect  access  to  money  markets. 

Answer.  In  the  1960s,  an  increasing  number  of  larger  borrowers 
sought  direct  access  to  money  markets  by  Issuing  commercial  paper. 
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For  example,  outstanding  commercial  paper  of  nonbank  businesses 
stood  at  $13.3  billion  in  September  1966,  or  15.6  per  cent  of  the  bank 
debt  of  such  businesses.  By  September  1969.  outstanding  commercial 
paper  of  nonbank  businesses  had  risen  to  $30.2  billion,  or  26.0  percent 
of  their  bank  debt. 

Often,  banks  were  facilitating  such  shifts  to  the  commercial  paper 
market  in  order  to  husband  their  own  lendable  funds.  This  took  the 
form  of  confirmed  lines  of  credit  as  back-ups  to  the  paper  borrow- 
ing, or  guarantees  of  the  borrowers'  obligation  for  a  fee  (documented 
discount  notes).  Many  banks  looked  upon  these  procedures  as  vehicles 
for  additional  revenue  without  the  commitment  of  funds,  and  some 
banks  did  not  review  with  sufficient  care  their  risk  exposure  in  issuing 
back-up  lines. 

As  a  general  principle,  an  increased  number  of  alternative  borrow- 
ing sources  provides  a  more  competitive  and  efficient  financial  system. 
However,  the  commercial  paper  market  had  traditionally  been  avail- 
able for  only  the  highest  quality  borrowers,  and  the  increasing  num- 
ber of  borrowers  during  the  1960s  included  some  of  less  than  the 
highest  quality.  As  a  result,  during  periods  of  restrictive  monetary 
policy,  when  lenders  tend  to  upgrade  the  quality  of  their  portfolios, 
many  of  these  borrowers  found  it  increasingly  difficult  to  roll  over 
their  maturing  commercial  paper. 

Difficulties  in  the  commercial  paper  market  in  1970  prompted  regu- 
latory authorities  to  remove  the  interest  rate  ceiling  on  large  denom- 
ination bank  CDs.  This  action  allowed  banks  to  offer  higher,  market- 
determined  rates  on  large  CDs,  and  to  use  the  proceeds  to  make  loans 
to  businesses  that  had  been  squeezed  out  of  the  shaky  commercial 
paper  market.  Hence,  bank  financing,  using  proceeds  from  banks' 
''purchased  money"',  replaced  a  substantial  volume  of  commercial 
paper  during  the  1970s.  For  example,  from  September  1969  to  Septem- 
ber 1974,  the  ratio  of  outstanding  commercial  paper  to  bank  debt  at 
non-bank  firms  fell  from  26.0  per  cent  to  21.3  per  cent. 

The  decline  in  the  relative  importance  of  commercial  paper  and  the 
increased  reliance  on  bank  loans  by  some  of  the  lesser  quality  bor- 
rowers have  raised  the  total  of  risk  assets  at  banks.  Banks  are  more 
able  to  absorb  liquidity  risks  than  most  borrowers,  especially  since 
banks  have  more  ready  access  to  short-term  funds  (e.g.  large  CDs, 
Federal  funds).  ^Nonetheless,  the  increase  in  banks'  use  of  money  mar- 
ket instruments,  and  the  attendant  increased  holdings  of  risk  assets  by 
banks,  is  being  closely  monitored  by  the  supervisory  authorities  (see 
answer  to  question  A.2(l)  for  a  further  treatment  of  banks'  use  of 
purchased  money) . 

(10)  Electronic  funds  transfer. 

Answer.  Electronic  funds  transfer  system  (EFTS)  refers  to  several 
different  electronic-based  processes  that  are  currently  in  different  states 
of  ^  development  and  adoption  by  the  banking  system.  The  System's 
original  participation  in  EFTS  was  via  the  Federal  Reserve  wire 
transfer  network  (Fed  wire),  an  established  and  important  part  of 
the  nation's  funds  transfer  system.  The  Fed  wire  is  used  extensively 
by  member  banks,  and  nonmembers  through  correspondent  relation- 
ships, for  the  transfer  of  large  sums  of  money  and  government  securi- 
ties. Although  used  primarily  in  the  past  for  the  transfer  of  Federal 
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funds,  the  wire  is  now  receiving  increasing  use  for  transfers  related  to 
customer  cash  management  services. 

Another  area  of  Federal  Reserve  participation  in  EFTS  has  been 
the  Automated  Clearing  House  (ACH).  The  System  has  provided 
access  to  its  computer  facilities  to  member  banks  and  those  associa- 
tions of  financial  institutions  that  have  formed  ACHs.  Further,  in 
order  to  promote  an  effective  degree  of  competition  in  the  industry,  the 
Board  is  currently  designing  a  policy  on  access  to  its  ACH  facilities  so 
as  to  provide  the  broadest  practical  participation  in  ACHs,  subject  to 
an  equitable  distribution  of  operating  costs. 

The  Board's  interest  in  ACHs  stems  from  a  concern  with  the  grow- 
ing volume  of  paper  checks  and  the  economy's  use  of  scarce  resources  in 
efficiently  processing  that  volume.  Since  the  Federal  Reserve  from  its 
inception  has  been  responsible  for  maintaining  a  viable  national  sys- 
tem of  check  collection,  it  is  appropriate  that  the  Board  remain 
actively  engaged  in  processes  that  could  make  funds  transfer  more 
efficient.  Current  estimates  indicate  that  in  a  fully  mature  ACH  system, 
the  cost  to  the  industry  of  processing  a  "check''  would  decline 
substantially. 

Another  electronic  funds  transfer  device,  the  Customer-Bank  Com- 
munication Terminal  (CBCT),  of  use  only  for  transactions  between  a 
bank  and  its  customers,  has  the  potential  to  improve  competition  in  the 
industry  in  the  provision  of  customer  services.  Remote  or  on-site  facil- 
ities extend  banking  hours,  and  increase  the  availability  of  banking 
services.  Moreover,  CBCTs  appear  to  offer  potential  increases  in  effi- 
ciency for  commercial  banks  by  duplicating  some  of  the  services  pro- 
vided by  brick-and-mortar  bank  branches  at  considerably  lower  ex- 
pense. Because  of  these  potential  benefits,  the  Board  favors  further 
development  of  CBCTs  subject  to  a  clarification  of  enabling  authority. 

Point-of-Sale  (POS)  is  a  system  which,  when  mature,  would  allow 
accounts  to  be  debited  and  credited  by  use  of  electronic  facilities  lo- 
cated at  business  establishments  (point-of-sale).  POS  is  not  currently 
developed  to  a  degree  where  it  can  be  readily  analyzed.  However,  POS 
appears  to  hold  far  reaching  implications  for  the  competitive  struc- 
ture of  the  financial  industry.  Therefore,  the  Board's  staff  is  conduct- 
ing studies  on  the  subject  and  stands  ready  to  aid  the  National 
( 'ommission  on  Electronic  Funds  Transfer  in  its  study  of  POS. 

Question  No,  A. 3. 

To  what  extent  do  you  expect  the  private  markets  for  large  deposit*, 
subordinated  debt,  and  equity  capital  to  prevent  undue,  risk-taking 

hy  hanking  institutions?  To  what  e,et<  »t  does  increased  public  dis- 

<  Insure  o/frr/;/o///ise/  To  tin  extent  that  dlSCloSU re  is  i/,s//fi'ieif  /it,  hoiC 
U  undue  risk- fa  I,  i ikj  a  eoiii ', ■  d \f 

Answer.  For  several  years  through  the  early  months  of  1074,  many 
banks  and  bank  holding  companies  were  able  to  sell  increasing  amount! 
of  long-term  and  short-term  debt  to  fund  expansion.  Despite  these  in- 
cred  e«l  debt  levels  and  generally  high  stock  prices  during  much  of  this 
period,  very  few  new  equity  issues  were  sold  to  the  public  and,  as  a  re- 
sult or  this  and  an  inadequate  retention  of  earnings,  the  decline  in 
bank  equity  capital  relative  to  assets  continued  (see  answer  to 
A.2.(8)). 
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After  highly-publicized  problems  at  a  very  few  large  banks  and  as 
problems  of  bank  loans  to  REITs  and  real  estate  developers  received 
increased  public  attention,  the  private  market  reacted  negatively 
toward  stock  and  debt  of  banks  and  bank  holding  companies.  Bank 
stock  prices  fell  both  absolutely  and  relative  to  those  of  other  firms, 
and  the  market  for  new  issues  of  long-term  bank  debt  dried  up  for 
several  months.  Investors  also  became  increasingly  selective  toward 
short-term  deposits  and  debt  of  banks  and  bank  holding  companies, 
apparently  based  in  many  cases  on  bank  size  and  rumor  rather  than  on 
thorough  analysis  of  the  banking  organizations  involved.  This  in- 
creased selectivity  was  manifested  both  in  terms  of  unwillingness  to 
lend  to  or  make  deposits  in  certain  banks,  and  increased  differentials 
in  deposit  interest  rates  paid  between  regional  banking  organizations 
on  the  one  hand,  including  many  high-quality,  well-managed  institu- 
tions, and  the  larger  top-rated  money-center  banks  and  industrial 
borrowers  on  the  other  hand. 

This  record  of  volatile  market  attitude,  in  which  relatively  little 
investor  discipline  appears  over  a  long  period  of  time  and  then  large 
segments  of  the  industry  are  disciplined  indiscriminately  in  response 
to  specific  events,  leaves  much  room  for  improvement.  Many  private 
market  participants  however,  are  beginning  to  recognize  the  need  for 
more  thorough  financial  analysis  of  banks  and  bank  holding  com- 
panies. The  market  can  and  should  exert  discipline  over  all  banking 
organizations,  throughout  the  business  cycle,  in  relation  to  the  finan- 
cial condition  of  each  company.  For  example,  a  banking  organization 
with  relatively  high  leverage  or  a  large  proportion  of  its  assets  in- 
vested in  high  risk  loans  should  have  to  pay  higher  interest  rates  on 
large  CDs  and  other  borrowed  funds  than  would  a  more  conservative 
bank,  and  at  some  level  of  risk  its  access  to  borrowed  funds  should  be 
severely  restricted.  For  a  bank  which  is  incurring  a  high  degree  of 
risk,  potential  creditors  should  become  less  willing  to  hold  its  obliga- 
tions and  potential  borrowers  less  willing  to  become  dependent  on  its 
credit  lines.  Moreover,  increased  risk  beyond  some  level  should  result 
in  lower  stock  prices  despite  the  higher  earnings  per  share  that  might 
well  result  from  such  a  high  risk  strategy.  However,  studies  by  Board 
staff,  and  others,  indicate  that  bank  stock  and  bond  prices  are  not 
significantly  affected  by  traditional  measures  of  risk  such  as  leverage 
or  liquidity  positions.5 

One  reason  for  the  relative  ineffectiveness  of  private  market  forces 
in  controlling  bank  risk-taking  may  have  been  the  market's  depend- 
ence on  supervisory  agencies  to  help  prevent  dangerous  banking  prac- 
tices. In  addition,  the  financial  statements  of  banks  and  bank  holding 
companies  that  are  regularry  available  to  the  public  have  not  provided 
information  in  sufficient  detail  to  allow  for  sophisticated  analysis  of 
increasingly  complex  banks  and  bank  holding  companies.  Moreover, 
perhaps  because  of  insufficient  information  or  lack  of  familiarity  with 
complex  banking  organizations,  two  of  the  three  rating  agencies  would 
not  rate  long-term  debt  issues  of  banks  and  bank  holding  companies 
until  1974. 


5  See  S  C  Silberberg,  "Bank  Holding  Companies  and  Capital  Adequacy,"  Journal  of 
Bank  Research,  Autumn,  1975;  and  D.  B.  Humphrey  and  S.  H.  Talley,  "Market  Regula- 
tion of  Bank  Leverage,"  Federal  Reserve  staff  study,  December,  1975. 
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The  Securities  and  Exchange  Commission,  the  Board,  and  the  other 
Federal  bank  supervisory  agencies  have  worked  together  toward  bring- 
ing about  improved  financial  disclosure  by  banking  organizations.  The 
expanded  information  should  enable  the  private  market  to  police  more 
effectively  banking  industry  risk.  One  major  difficulty  in  this  task  has 
been  drawing  the  line  between  information  that  is  necessary  for  the 
investor  or  depositor  to  arrive  at  an  informed  judgment,  and  that 
which  would  be  potentially  misleading  or  likely  to  be  misinterpreted, 
with  the  result  that  disclosure  of  such  information  could  undermine 
confidence  in  some  basically  sound  banking  organizations.  Loss  of  con- 
fidence is  particularly  hazardous  for  a  bank,  since  the  bulk  of  its  lia- 
bilities may  be  withdrawn  virtually  on  demand.  The  Board  and  SEC 
proposals  were  published  for  comment  on  October  1, 1975.  and  should 
be  in  effect  for  first-quarter  1976  financial  statements.  Some  of  the 
areas  in  which  increased  disclosure  is  proposed  include :  income  earned 
and  interest  paid  on  specific  types  of  assets  and  liabilities;  sensitivity 
of  earnings  on  assets  and  interest  costs  of  certain  liabilities  to  changes 
in  market  interest  rates;  breakdowns  of  loan  charge-offs  and  recover- 
ies by  type  of  loan ;  the  effect  on  income  of  certain  overdue  and  rene- 
gotiated loans ;  liquidity,  including  maturity  breakdowns  of  assets  and 
liabilities:  lines  of  credit  extended  and  commitments  to  make  loans; 
and  foreign  risk  exposure. 

It  is  difficult  to  determine  in  advance  the  extent  to  which  this  im- 
proved disclosure  will  result  in  more  effective  private  market  discipline 
over  risk-taking  in  banking.  We  do  know  that  private  market  partici- 
pants have  taken  steps  to  improve  their  financial  analysis  of  banks  and 
bank  holding  companies,  and  have  had  an  opportunity  to  aid  in  defin- 
ing the  additional  information  to  be  disclosed  by  submitting  their 
comments  on  the  proposals  described  above.  In  addition,  while  ratings 
are  not  yet  a  market  requirement  for  long-term  debt  issues  of  banking 
organizations,  all  three  rating  agencies  now  rate  long-term  debt  of 
bank  holding  companies  and  one  of  the  three  rates  long-term  debt  of 
banks.  Due  to  the  problems  that  can  be  caused  by  ineffective  market 
surveillance — whether  it  be  extreme  leniency,  extreme  harshness,  or 
selectivity  for  the  wrong  reasons — the  private  market's  performance 
should  be  monitored  with  a  view  toward  improving  disclosure  when 
necessary  to  assure  reasonably  effective  market  evaluations. 

We  should  emphasize  that  the  Federal  Keserve  will  not  rely  solely 
on  private  market  forces  to  determine  the  appropriate  degree  of  risk 
in  State  member  banks  and  bank  holding  companies.  Regulatory  con- 
trol over  bank  risk-taking  would  be  necessary  even  if  the  private  mar- 
ket operated  perfectly,  because  the  private  market  might  not  account 
adequately  for  the  broader  social  costs  associated  with  bank  failure. 
Rather,  the  Board  is  continuing  its  work  on  improving  the  supervision 
and  regulation  of  those  banking  organizations  under  its  jurisdiction 
(sec  response  to  questions  ■"  Part  B),  and  urges  that  Congress  aid 
in  that  process  by  acting  promptly  on  legislation  that  has  beeTi  sub- 
mittal recentlv  f>v  the  bank  supervisory  agencies  (see  response  to 
questions  (C.2)  and  (C.3)). 

(Jtny.tHjii    Xo.   A..). 

(a)    To    irluif   r.rfnit,  dud   nt    what   c'n'cu ///.s7 'a no  .v.   should   bank 8   be 

self-standing  entitu  s  /<  ft  ultvmaU  ly  to  f>  nd  for  themselves  and  to  what 
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extent,  and  in  what  circumstances,  should  they  he  ultimately  depend- 
ent on  the  protection  of  the  government?  (b)To  tchat  degree,  if  any,  is 
the  appropriate  role  of  government  protection  dependent  on  the  size 
of  the  bank  in  question? 

Answer,  (a)  The  answers  to  questions  A.l  and  A.3  have  already 
dealt  with  certain  aspects  of  the  protection  provided  the  banking 
industry  as  a  whole  by  the  regulatory  framework.  In  answering  this 
question,  the  focus  will  be  on  the  Federal  Government's  efforts  to 
minimize  both  the  probability  and  the  impact  of  individual  bank 
failure,  with  emphasis  on  the  role  presently  played  by  the  Federal 
Reserve  Svstem. 

The  Federal  Reserve  discount  windows,  with  differing  rates  for 
members  and  non-members,  is  the  Federal  Reserve's  primary  tool  for 
dealing  with  temporary  liquidity  problems  of  individual  banks.  The 
Federal  Reserve  stands"  ready  at  all  times  to  provide  liquidity  through 
the  discount  mechanism  to  a  basically  solvent  bank  whose  viability  is 
threatened  by  a  short-term  liquidity  problem. 

The  Federal  Reserve's  objective  in  aiding  banks  whose  solvency  is 
threatened  by  more  fundamental  weaknesses  in  the  economy  or  adverse 
business  developments  is  to  protect  the  public  interest  by  minimizing 
possible  harm  to  the  local  and  national  economy,  and  to  the  payments 
mechanism.  Protecting  a  bank's  creditors  or  shareholders  from  the 
consequences  of  unwise  management  decisions  is  not  an  objective  of  the 
Federal  Reserve  in  its  role  as  lender  of  last  resort. 

It  should  be  noted  that  the  present  regulatory  apparatus  has  not 
been  designed  to  eliminate  all  possibility  of  bank  failures,  but  rather 
to  reduce  their  occurrence  and  minimize  their  consequences.  This  is 
because  not  all  bank  failures  can  be  said  to  affect  significantly  the 
stability  of  the  banking  system  or  the  economy.  The  threat  of  possible 
failure  can  serve  as  a  useful  prod  for  bank  managements  to  make 
prudent  decisions  and  for  equity  and  debt  holders  to  oversee  that  goal 

When  faced  with  financial  difficulties  arising  in  a  bank  or  bank  hold- 
ing company  under  its  jurisdiction,  the  Board  has  recourse  to  a  series 
of  measures  useful  in  resolving  the  particular  problem.  In  the  least 
severe  cases.  Reserve  bank  officials  will  hold  discussions  with  manage- 
ment in  an  effort  to  find  a  practical  solution  to  the  bank's  difficulties. 
More  frequent  financial  reporting  also  may  be  required  to  ensure  that 
progress  is  being  made  by  management.  Should  bank  management 
prove  unwilling  or  incapable  of  effecting  a  solution.  Reserve  bank 
officials  may  meet  with  bank  Directors  or  ask  a  committee  of  bank 
Directors  to  report  directly  to  the  Federal  Reserve  on  the  bank's  prog- 
ress. In  severe  or  prolonged  cases  of  financial  difficulty,  more  frequent 
Federal  Reserve  examinations  or  credit  investigations  may  be  initi- 
ated, or  a  resident  examiner  may  be  placed  in  the  troubled  institution. 

Should  a  solution  still  not  evolve  after  initiating  the  procedures  out- 
lined above,  a  written  agreement  on  an  appropriate  course  of 
action  may  be  obtained  from  the  bank's  Board  of  Directors. 
In  the  most  extreme  cases,  the  Board  has  the  authority  to  issue  cease 
and  desist  orders  to  halt  unsafe  and  unsound  banking  practices  and 
to  order  affirmative  action  to  remedv  the  conditions  resulting  from 
those  practices.  The  use  of  cease  and  desist  authority  has  been  particu- 
larly effective  in,  but  is  not  limited  to,  the  following  areas:  restricting 
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dividends;  obtaining  compliance  with  banking  laws  and  regulations; 
improving  liquidity  positions;  strengthening  loan  collection  proce- 
dures; and  curtailing  "insider"  dealings. 

Should  the  hierarchy  of  measures,  described  above,  fail  to  achieve 
a  solution  to  the  bank's" difficulties,  and  should  failure  prove  imminent, 
the  Board,  in  conjunction  with  other  regulatory  agencies,  may  help 
arrange  a  merger  between  the  troubled  firm  and  a  financially  strong 
institution.  In  this  regard,  Federal  Reserve  discount  window  loans  to 
the  troubled  banks,  although  primarily  used  in  dealing  with  temporary 
bank  liquidity  problems,  may  prove  useful  in  gaining  sufficient  time 
to  find  a  suitable  merger  partner  for  the  failing  institution. 

(b)  Bank  size,  in  and  of  itself,  does  not  determine  the  appropriate 
action  taken  by  supervisory  authorities  in  the  case  of  a  troubled  bank. 
Other  balance  sheet  and  income  data,  management  quality,  etc.,  also 
help  determine  the  course  of  action  chosen.  See  discussion  under  (a) 
immediately  above. 

Question  No.  B.l. 

W hat  arc  the  specific  purposes  of  regular  and  special  haul'  exami- 
nations? What  procedures  are  involved  in  an  examination?  Who  sees 
examination  reports?  What  information  arising  out  of  the  examina- 
tion is  provided  to  hank  officers?  What  information  is  provided  to  the 
uanlcs  Board  of  Directors?  Under  what  circumstances  does  the  Board 
see  management  evaluations?  Why  are  examination  reports  not  made 
available  to  the  public? 

Answer.  The  overall  or  broad  objective  of  bank  supervision  is  to 
foster  and  maintain  sound  banking  conditions  to  assure  continuation 
of  essential  banking  services.  Its  specific  goal  is  to  protect  the  bank- 
ing structure  against  weaknesses  of  the  individual  component  banks 
and,  wherever  possible,  to  assist  the  weaker  units  in  becoming  stronger 
institutions.  Given  these  aims,  the  major  responsibility  of  bank  super- 
vision is  to  keep  informed  of  the  quality  of  management  and  financial 
condition  of  each  of  the  banks  as  going  concerns,  to  take  preventive 
or  corrective  action  where  required  and  to  preclude  the  spread  of  un- 
sound practices  in  the  entire  banking  system. 

Bank  examination — the  fact-finding  function  of  bank  supervision — ■ 
is  the  best  known  form  of  supervisory  activity.  The  purpose  of  on-the- 
spot  examinations,  whether  they  are  regular  annual  examinations  or 
special  interim  examinations,  is  to  develop  information  that  will  dis- 
close the  competence  of  management  and  the  current  condition  of  the 
individual  bank,  its  ability  to  meet  the  demands  of  its  depositors  and 
creditors,  its  observance  of  laws  and  regulations,  and  its  solvency  and 
viability  as  a  going  concern.  With  these  facts  developed  by  the  ex- 
aminers in  the  field,  bank  supervisors  are  in  a  position  to  take  super- 
visory action  and  to  prescribe  the  necessary  corrective  measures  to  h«i 
taken  in  individual  banks.  The  data  and  experience  developed  by 
examiners  regarding  not  just  one  bank,  but  all  banks  supervised,  serve 
as  a  basis  for  shaping  and  implementing  necessary  changes  in  overall 
supervisory  policies,  for  framing  and  revising  regulations  and  for 
recommending  changes  in  the  broad  policies  embodied  in  banking 
laws. 

luder  a  policy  of  decentralization,  the  Board  of  Governors  has 
delegated  to  the  Federal  Reserve  Banks  virtually  all  phases  of  field 
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activity  involved  in  Federal  Reserve  supervisory  activities.  The  Board, 
however,  continues  to  direct  and  coordinate  the  supervisory  function 
of  the  Reserve  Banks,  reviews  the  results  of  their  examination  activ- 
ities, and  determines  the  necessary  changes  to  be  made  in  broad  super- 
visory policies.  Although  operating  within  the  realm  of  the  general 
policies  and  practices  established  by  the  Board,  examiners  for  the 
Reserve  Banks  have  latitude  in  the  methods  and  procedures  followed 
in  conducting  an  examination.  Procedures  followed  may  vary  in  the 
banks  examined  depending  on  such  factors  as  size  and  volume  of  oper- 
ations, number  of  branches,  quality  of  assets  and  overall  general  con- 
dition at  the  previous  examination.  Listed  below  are  the  procedures 
generally  followed  during  a  typical  examination. 

( 1 )  Upon  entry  into  the  bank  immediate  control  of  important  assets 
and  records  is  obtained  by  the  examiners  for  verification  and  evalu- 
ation. The  extent  to  which  verification  and  proof  are  performed  de- 
pends to  a  large  degree  on  the  effectiveness  of  the  bank's  internal 
controls  and  audit  procedures.  In  small  institutions  with  inadequate 
or  poor  controls  full  verification  may  be  required.  In  larger  banks  with 
a  competent  auditing  department  the  scope  of  the  verification  may  be 
curtailed  substantially  at  the  discretion  of  the  examiner. 

(2)  A  balance  sheet,  or  statement  of  assets  and  liabilities,  of  the 
bank  is  obtained  as  of  the  date  of  examination  and  its  agreement  with 
the  bank's  books  is  verified. 

(3)  Significant  assets,  particularly  loans  and  investment  securities, 
are  analyzed  and  evaluated  and  a  judgment  is  made  as  to  their  quality. 
For  many  years,  examiners  have  used  the  following  titles  to  categorize 
assets  as  to  their  quality :  1 — Satisfactory  or  Passed,  2 — Substandard, 
3 — Doubtful  (as  to  collectibility) ,  and 4 — Loss. 

(4)  The  bank's  ability  to  meet  demands  for  immediate  funds — its 
liquidity  position — is  analyzed  and,  on  the  basis  of  such  factors  as  the 
volume  of  cash  and  other  iiquid  assets  on  hand  and  the  availability  of 
outside  sources  of  funds  vis-a-vis  the  volatility  of  its  deposit  accounts 
and  the  repayment  requirements  of  other  liabilities,  a  judgment  is 
made  as  to  whether  the  bank  is  in  a  liquid  position  and  can  meet  its  im- 
mediate requirements  for  funds  and  has  a  margin  of  safety  to  meet 
those  beyond  normal  operational  needs. 

(5)  The  amount  of  capital  funds  held  by  the  bank  is  weighed  to 
judge  its  adequacy  in  assuring  the  protection  of  depositor's  funds  and 
the  continuance  of  the  bank  as  a  going  concern.  In  forming  a  judgment 
as  to  its  adequacy,  the  examiner  must  consider  such  matters  as  the  qual- 
ity of  the  bank's  assets,  the  competence  and  experience  of  its  manage- 
ment, the  degree  of  growth  it  is  experiencing,  the  history  of  its  earn- 
ings and  dividend  policies,  the  nature  and  volatility  of  its  liability 
structure,  the  soundness  quality  of  its  operating  procedures  and  prac- 
tices, the  volume  of  funds  invested  in  properties  used  for  operations, 
etc.  If  capital  is  found  to  be  inadequate  and  earnings  are  insufficient  to 
correct  the  problem  within  a  reasonable  time,  correction  is  requested 
through  either  such  methods  as  a  realignment  of  the  degree  of  risk  in 
the  various  major  categories  of  assets,  a  curtailment  of  asset  expansion, 
or  an  augmentation  of  the  capital  account  from  outside  sources. 

(6)  The  bank's  earnings  from  operations  are  analyzed  to  ascertain 
their  reasonableness  in  relation  to  the  size  and  volume  of  the  bank's 
operations.  Comparisons  are  made  with  the  operating  results  of  banks 
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of  similar  size  and  the  causes  of  significant  variations  from  the  norms 
or  averages  are  determined. 

(7)  A  review  and  evaluation  are  made  of  the  effectiveness  of  the 
bank's  system  of  internal  audit  controls  and  of  the  adequacy  of  its  rec- 
ords and  accounting  systems.  In  banks  with  inadequate  internal  con- 
trols or  audit  procedures,  examiners  perform  certain  audit  techniques 
or  test-checks  such  as  a  cash  count  or  proving  subsidiary  deposit  ledg- 
ers to  the  general  ledger.  These  procedures  are  ordinarily  omitted  in 
banks  with  adequate  internal  controls  or  a  comprehensive  audit  pro- 
gram. In  the  latter,  audit  programs  and  procedures,  as  well  as  audit 
reports  to  the  board  of  directors,  are  reviewed  and  evaluated  for  scope 
and  adequacy  of  coverage. 

(8)  A  judgment  appraisal  is  made  of  management  and  its  overall 
policies  and  practices.  The  examiner  depends  primarily  on  his  experi- 
ence in  reviewing  other  managements  to  evaluate  management  policies 
and  practices.  The  condition  of  the  bank,  as  revealed  by  the  examina- 
tion, is  the  most  tangible  evidence  of  the  quality  of  management.  Spec- 
ulative tendencies,  lack  of  credit  judgment,  poor  collection  policies  and 
other  managerial  defects  are  discernible  in  a  systematic  review  of  the 
bank's  affairs  and  records. 

(0)  Other  procedures  include  reviews  and  evaluations  of  (a)  loans 
to  officers,  directors,  employees  and  their  interests  and  other  insider 
transactions  that  might  involve  conflicts  of  interests,  (b)  minutes  of 
the  board  of  directors  and  important  committees,  (c)  security  program 
and  protection  devices  against  external  crimes,  and  (d)  insurance  cov- 
erage for  robbery,  burglary,  fidelity,  fire  and  other  hazards. 

(10)  During  the  performance  of  each  of  the  procedures  listed  above, 
the  bank's  practices  and  procedures  are  scrutinized  for  conformance 
witli  banking  laws  and  regulations. 

A  State  member  bank  examination  report  normally  is  seen  by  ap- 
propriate Federal  Reserve  officials,  State  banking  department  person- 
nel, Federal  Deposit  Insurance  Corporation  representatives,  and  the 
examined  bank's  board  of  directors.  Upon  request,  copies  of  State 
member  examination  reports  are  furnished  to  officials  of  the  Office  of 
the  Comptroller  of  the  Currency.  Officials  of  a  bank  holding  Company 
have  access  to  reports  of  examination  of  their  subsidiary  banks  through 
the  boards  of  directors  of  the  banks. 

All  matters  of  significance  are  discussed  with  the  executive  officers 
of  a  bank  under  examination  and  they  are  generally  advised  of  all 
matters  of  criticism  that  will  appear  in  the  examiner's  report  to  the 
bank  and  its  board  of  directors. 

The  examination  report,  together  with  a  letter  of  transmittal  pre- 
pared by  the  Reserve  Bank  officer  in  charge  of  examinations,  is  for- 
warded to  the  bank  examined  for  use  of  the  officers  and  the  bank's 
board  of  directors.  The  transmittal  letter  of  the  Reserve  Bank  official 
also  discusses  matters  of  major  supervisory  concern  and  requests  cor- 
rective  action.  When  appropriate,  the  directors  are  requested  to  re- 
spond to  the  report,  indicating  the  correct  ive  act  ion  they  have  taken  or 
will  take.  In  those  instances  where  the  report  discloses  problems  re- 
quiring immediate  RCtidtt,  a  meeting  is  held  With  the  bank's  board  of 
directors  by  supervisory  officials  of  the  "Reserve  Bank  and  the  State 
commissioner  of  banking. 
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The  examiner's  evaluation  of  operating  management,  contained  in 
a  separate  confidential  report  to  the  Reserve  Bank  supervisory  official, 
is  not  ordinarily  made  available  to  the  directors  of  the  bank.  However, 
significant  management  weaknesses  reflected  in  the  operation  of  the 
bank  are  noted  in  the  examination  report  given  to  the  bank.  Where 
appropriate,  a  directors'  meeting  is  arranged  by  Reserve  Bank  offi- 
cials to  discuss  deficiencies  in  operating  management- 
Certain  information  contained  in  bank  examination  reports  is  cur- 
rently made  available  to  the  public.  However,  the  data  released  are  in 
aggregate  form  and  without  reference  to  individul  banks  or  their 
customers.  It  has  long  been  System  policy  to  treat  the  results  of  the 
examination  function  as  confidential,  and  individual  bank  reports  have 
been  made  available  only  to  the  banks  examined  and  certain  govern- 
ment agencies  as  indicated  above.  Adherence  to  this  policy  protects  the 
right  to  privacy  of  individuals  whose  financial  affairs  are  discussed 
in  the  reports.  Moreover,  it  is  our  belief  that  an  unwarranted  loss  of 
confidence  in  a  particular  bank  could  result  from  disclosure  of  reports. 
Examiner  criticism  of  a  particular  area  of  a  bank's  operation  can  often 
be  and  frequently  is  corrected  promptly  by  the  bank,  but  the  adverse 
impression  left  with  the  public  by  disclosure  could  be  misleading  and 
difficult  to  set  right. 

It  is  also  believed  that  release  of  examination  reports  would  modify 
and  could  compromise  the  examination  process  itself  and  thus  seri- 
ously hamper  the  effectiveness  of  the  reports.  The  free  flow  of  infor- 
mation currently  existing  between  management  and  examiners  would 
probably  be  seriously  restricted,  thus  making  the  fact  finding  process 
more  difficult  for  examiners.  Also,  the  examiners,  conscious  of  disclo- 
sure, would  feel  inhibited  in  their  ability  to  present  a  frank  appraisal 
of  the  bank's  affairs.  For  these  reasons,  it  seems  highly  important  that 
the  individual  reports  not  be  made  available  to  parties  other  than  the 
supervisory  agencies. 

Question  No.  B.2 

What  kinds  of  problems  are  most  frequently  revealed  by  examina- 
tions? How  do  such  frequently -encountered  problems  differ  according 
to  size  and  type  of  bank? 

Answer.  Occasionally,  banks  encounter  difficulty  because  of  adverse 
national  or  regional  economic  conditions  or  some  change  in  the  eco- 
nomic environment  of  the  communities  they  serve.  But  most  problems 
encountered  in  banks,  regardless  of  how  defined,  are  manifestations  of 
management  weaknesses. 

The  order  of  importance  of  problems  encountered,  if  any,  and  their 
degree  of  seriousness  varies  from  bank  to  bank.  Generally,  those  most 
frequently  encountered  may  be  grouped  as  follows  without  regard  for 
order  of  importance : 

(a)  Excessive  volume  of  past  due  and  poor  quality  loans; 

(b)  Inadequate  capital  funds ; 

(c)  Low  liquidity ; 

(d)  Poor  earnings  resulting  from  inordinate  expenses  or  a  high 
volume  of  loan  losses ; 

(e)  Non-compliance  with  laws  and  regulations; 

(f )  Conflicts  of  interests  and  self-serving  transactions ;  and 

(g)  Inadequate  internal  controls  or  audit  program  and  account- 
ing records. 
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At  any  point  in  time,  only  a  small  number  of  State  member  banks 
have  problems  of  a  serious  nature.  Most  problems  such  as  a  deteriorat- 
ing loan  portfolio  or  inadequate  capital  are  common  to  banks  of  all 
sizes  but  generally  the  problems  of  the  large  banks,  although  common 
with  the  smaller  institutions,  are  far  more  complex.  Weaknesses  in 
internal  controls  and  lack  of  adequate  audit  procedures  are  prevalent 
in  small  banks  with  a  limited  number  of  employees.  Large  banks  gen- 
erally have  a  sophisticated  system  of  internal  controls,  full-time  in- 
ternal auditors,  and  a  formal  audit  program.  While  small  banks  are 
sometimes  faced  with  liquidity  problems,  an  illiquid  position  is  more 
commonly  found  in  larger  banks  because  they  tend  to  maintain  a  fully 
invested  position.  Problems  peculiar  to  money  market  banks  partici- 
pating in  national  credits  and  engaged  in  liability  management  are 
seldom  found  in  small  and  medium  size  banks. 

Before  the  appearance  of  the  problems  which  have  surfaced  during 
the  past  few  years  in  some  large  banks,  these  institutions  had  been  rela- 
tively free  of  adverse  comment  since  World  War  II.  Typically,  in  the 
examination  reports  of  these  banks  relatively  few  credits  would  be 
classified  and  only  temporary  operating  problems  would  be  disclosed 
by  examinations.  At  the  present,  however,  certain  large  banks  have  a 
considerable  volume  of  problem  loans  as  a  result  of  the  recession.  In 
addition,  the  rapid  expansion  of  bank  assets  has  resulted  in  deterior- 
ated capital  ratios. 

Question  No.  B.3 

(a)  How  is  it  determined  when  a  particidar  bank  will  be  examined? 

(b)  How  does  the  frequency  of  examination  vary  among  banks  accord- 
ing to  the  severity  of  problem  perceived f 

Answer,  (a)  It  is  the  Board's  policy  to  conduct  at  least  one  regular 
examination  of  each  State  member  bank  during  each  calendar  year. 
Examinations  are  coordinated  with  examinations  by  State  ban  king 
departments  and  are  performed  jointly  or  concurrently  where  prac- 
ticable to  avoid  duplication.  The  time  and  date  of  the  opening  of  the 
examination  is  unannounced  and  varies  from  year  to  year. 

(b)  Generally,  banks  with  serious  problems  are  revisited  within 
about  six  months  after  the  detection  of  the  difficulties  and.  depending 
on  the  nature  and  seriousness  of  their  problems,  arc  again  examined 
either  fully  or  only  in  part.  Banks  with  only  moderate  problems  are 
kept  under  close  surveillance  through  the  bank's  reports  on  progress 
made  in  correcting  problems  and  are  examined  in  the  following  cal- 
endar year  but  not  later  than  12  to  15  months  after  disclosure  of  the 
problems. 

Question  No.  11. !p 

(a)  What  happens  after  mi  examination  uncovers  a  problem  that 
needs  to  l><  >>  m<  du  d /  (b)  To  what  extent  are  problems  resolved  by 
examiners  without  need  for  invotvem-ent  by  other  cogency  personru  Ifi 

(c)  Arc  such  resolutions  of  problems  incorporated  m  the  examination 
report  $  (d)  How  is  the  enforoeiru  ni  of  ooneurm  r  protection  and  civil 
'lights  lams  integrated  into  the  examination  process f 

Answer,  (a)  The  nature  and  severity  of  the  problem  encountered 
determines  the  course  of  the  supervisory  action  to  he  taken.  Frequently, 
problems  are  corrected  during  the  examination  and  no  further  action 
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is  necessary.  For  example,  a  loan  made  in  excess  of  the  legal  lending 
limit  could  be  called  and  collected  by  the  bank  prior  to  completion  of 
the  examination.  In  other  instances,  through  discussion  of  the  problem 
with  management,  the  examiner  may  obtain  a  promise  of  corrective 
action.  In  such  cases,  the  existence  of  the  problem  and  the  commitment 
to  correct  it  are  noted  in  the  report.  In  the  case  of  a  problem  of  a  seri- 
ous nature  that  cannot  be  readily  resolved  and  necessarily  involves  the 
bank's  board  of  directors,  a  meeting  with  that  board  is  held  by  the 
Reserve  Bank  officer  in  charge  of  examinations,  usually  with  the  ap- 
propriate State  banking  department  officials  in  attendance,  to  obtain  a 
commitment  as  to  the  corrective  measures  to  be  taken.  Should  the 
directors  fail  to  take  affirmative  action  or  adopt  measures  designed  to 
correct  the  matters,  a  cease-and-desist  order  may  be  issued  under  the 
Financial  Institutions  Supervisory  Act.  In  all  instances  involving  a 
possible  violation  of  the  criminal  code,  notification  is  sent  to  the  Fed- 
eral Bureau  of  Investigation,  the  United  States  Attorney,  and  the 
Criminal  Division  of  the  Department  of  Justice. 

(b)  As  indicated  above,  problems  that  can  be  resolved  during  the 
examination  and  problems  for  which  the  examiner  obtains  assurance 
of  correction  and  anticipates  an  immediate  solution  do  not  usually  in- 
volve other  representatives  of  the  Reserve  Bank. 

( c)  While  questionable  matters  may  be  discussed  with  officials  of  the 
Reserve  Bank,  the  examiner  exercises,  within  the  general  guidelines  es- 
tablished by  the  Reserve  Bank  officials,  his  discretion  in  determining 
the  matters  to  be  cited  in  the  report  of  examination.  Minor  problems 
corrected  during  the  examination  are  detailed  in  the  examiner's  work 
papers  but  seldom  appear  in  the  report.  In  most  instances,  violation  of 
law  and  regulations  corrected  during  the  examination  are  cited  for 
the  record  in  the  report,  indicating  that  the  transgression  was  cor- 
rected. The  matter  is  considered  to  be  resolved  unless  for  some  reason 
further  action  is  required.  A  patent  disregard  for  laws  and  regulations, 
although  they  may  be  of  the  type  that  can  readily  be  corrected  during 
the  examination,  would  be  treated  appropriately. 

(d)  The  report  of  examination  contains  a  page  devoted  exclusively 
to  State  member  bank  compliance  with  the  Consumer  Credit  Protec- 
tion Act  and  the  Board's  Regulation  Z  issued  thereunder.  During  all 
examinations  a  review  is  made  of  the  advertising  practices  and  dis- 
closure procedures  and  forms  used  by  the  bank  for  compliance  with 
the  regulation.  A  representative  sample  of  completed  loan  documents 
is  reviewed  to  ascertain  whether  the  requirements  of  the  law  and  regu- 
lation are  being  met.  Defects  in  forms  and  disclosure  procedures  are 
discussed  with  management  to  obtain  immediate  correction.  Violations 
are  treated  in  the  report  in  the  same  manner  as  those  discussed  above. 

A  questionnaire  relating  to  Section  805,  Title  VIII  of  the  Civil 
Rights  Act  of  1968,  is  completed  during  the  examination  of  each  State 
member  bank  and  discussed  with  management.  Also,  a  form  relating 
to  the  Equal  Opportunity  Compliance  Report  is  completed  during 
each  examination  for  banks  having  50  or  more  employees.  In  order  to 
complete  the  form  it  is  necessary  to  determine  that  the  bank  filed  the 
last  annual  required  report  (Standard  Form  EEO-1)  with  the  Joint 
Reporting  Committee  of  the  Equal  Employment.  Opportunity  Com- 
mission and  with  the  Office  of  Federal  Contract  Compliance  of  the 
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Department  of  Labor,  and  has  forwarded  a  copy  to  the  Director  of 
Equal  Opportunity  Program,  U.S.  Treasury  Department.  In  addition, 
examiners  determine  whether  or  not  the  bank  has  a  written  affirmative 
action  program  on  file.  Both  the  report  and  the  affirmative  action  pro- 
gram are  required  of  banks  under  Treasury  regulations  implementing 
Executive  Order  11246  dealing  with  equal  opportunity. 

Question  No,  B.5 

(a)  How  many  times  has  the  agency  instituted  cease-and-desist  or 
removal  proceedings  under  the  Financial  Institutions  Supervisory  Act 
of  1966?  Describe  each  of  these  cases  in  general  terms,  (b)  Have  any 
cease-and-desist  orders  mandated  affirmative  action  to  remedy  prior 
unsound  practices  or  violations  of  laic?  (c)  If  the  agency  relies  pri- 
marily on  " jawboning'''  to  achieve  compliance  tcith  legal  requirements, 
what  criteria  are  used  to  determine  when  firmer  action  is  needed? 
Are  these  criteria  written?  If  so,  please  provide  them. 

Answer,  (a)  Since  1966-,  the  Board  of  Governors  has  taken  17  formal 
actions  under  the.  Financial  Institutions  Supervisory  Act.  Tins  in- 
cludes seven  cease-and-desist  orders  against  six  State  member  brinks, 
six  cease-and-desist  orders  against  bank  holding  companies,  and  one 
removal  action  brought  by  the  Board  with  respect  to  an  officer  of  a 
national  bank  under  the  supervision  of  the  Comptroller  of  the  Cur- 
rency at  his  request  as  required  by  the  Act.  On  several  occasions,  the 
System  has  successfully  negotiated  written  agreements  designed  to 
remedy  specific  problems  or  unsound  practices  in  a  more  informal 
manner  without  resorting  to  an  actual  cease-and-desist  order. 

The  types  of  activities  that  have  resulted  in  cease-and-desist  action 
by  the  Board  have  included:  inadequate  capital  funds,  excessive  risk 
assets,  illegal  loans,  insider  dealings,  payment  of  excessive  manage- 
ment  fees,  unsound  lending  practices,  brokering  of  certificates  of  de- 
posit, excessive  loan  volume,  illegal  overdrafts,  excessive  debt,  ques- 
tionable accounting  practices,  excessive  dividends,  purchasing  treasury 
stock,  and  failure  to  file  required  financial  information. 

(b)  Virtually  all  o.f  the  cease-and-desist  orders  issued  by  the  Board 
have  required  some  type  of  affirmative  action.  Some  examples  of  ac- 
tions required  are:  the  reduction  of  loan  volume  and  risk  assets, 
the  repayment  of  illegal  loans,  capital  injections,  the  employment  of 
a  trustee  to  collect  insider  debt,  the  drafting  of  effective  collection 
programs  for  delinquent  loans,  and  the  filing  of  current  financial 
information. 

(<•)  For  the  most  part,  the  System  is  able  to  obtain  compliance 
with  Federal  banking  laws  through  the  use  of  moral  suasion.  In  those 
.uses  where  compliance  cannot  be  obtained  in  this  manner,  firmer 
action  such  as  the  cease-and-desist  process  has  been  taken. 

\'o  criteria  for  determining  when  there  is  a  need  for  firmer  correct  ive 
action  have  Been  developed.  It  is  not  believed  that  the  establishment 
nf  such  criteria  would  be  practical  and  useful.  Basically,  the  cease- 
:md-desist  action  is  flexible  and  can  be  adapted  to  the  seriousness  of  the 

violation  and  Ihe  lack  of  willingness  of  management  to  correct  it. 
Question  No.  P>.6 

Describe  (a)  important  improvemertts  in  the  examination  ,/nd  re- 
medial action  proce*Bk%  mad,    luUfhin  the  last  five  years*  (b)  any  im- 
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provements  now  pending,  and  (c)  ichat  additional  major  areas  need 
change,  or  at  least  attention. 

Answer,  (a)  and  (b)  The  expansion  and  growth  of  the  banking-  in- 
dustry in  recent  years  and  attendant  changes  in  the  practices  and 
methods  of  operations  of  banks  have  required  innovations  in  the  ex- 
amination function  and  changes  in  the  application  of  supervisory  tools 
and  methods  used  in  evaluating  banking  operations  and  obtaining  re- 
medial action.  Changes  in  the  attitudes  of  society  that  have  involved 
the  banking  industry  have  also  been  responsible  for  changes  in  the 
bank  supervisory  and  examination  process,  particularly  their  impact 
in  expanding  the  traditional  role  of  bank  examiners  and  supervisors  to 
include  the  enforcement  of  consumer-oriented  laws.  Some  of  the 
changes  have  been  rapid  and  far-reaching,  necessitating  a  shift  in  the 
focus  of  supervision;  other  changes  have  required  the  implementation 
of  new  examination  procedures  and  techniques.  There  follows  a  brief 
discussion  of  some  of  the  more  important  areas  of  change : 

Expansion  of  operations  of  banks,  particularly  money  center  and 
regional  banks,  into  foreign  markets.  The  exceptional  growth  of  the 
international  operations  of  the  largest  banks,  both  at  domestic  and  at 
foreign  offices,  has  necessitated  important  changes  in  bank  supervisory 
and  regulatory  practices.  Adaptations  have  had  to  be  made  to  tradi- 
tional examining  techniques  as  a  consequence  of  a  much  wider  spec- 
trum of  borrowers,  both  geographically  and  qualitatively,  being  served 
by  these  banks.  Among  other  things,  concepts  of  liquidity  have  had  to 
be  revised  to  take  into  account  different  sources  of  funding  and  dif- 
ferent asset  characteristics  in  international  markets,  and  standards  for 
credits  have  had  to  be  modified  to  take  into  account  the  varying  legal 
requirements  and  commercial  practices  found  in  different  countries 
abroad.  At  a  general  level,  efforts  are  continuing  to  expand  and  de- 
velop examiner  expertise  in  this  specialized  field.  More  and  better  ways 
are  constantly  being  sought  to  add  to  the  knowledge  of  examiners 
about  developments  in  international  finance  and  in  foreign  markets  as 
well  as  to  provide  technical  training  in  the  intricacies  of  expanded 
foreign  financing  activities. 

One  example  of  the  need  to  change  examining  techniques  is  found  in 
the  area  of  foreign  exchange.  The  expanded  foreign  exchange  opera- 
tions of  an  increased  number  of  banks,  together  with  the  large  fluctua- 
tions in  currency  values  that  have  occurred  under  floating  exchange 
rates,  have  required  greater  examiner  attention  because  of  the  different 
exposure  involved.  This  attention  has  been  directed  to  the  appropriate- 
ness of  bank  policies  on  exposure  limits  in  various  currencies,  and  to 
the  adequacy  of  internal  controls  and  procedures  governing  these  oper- 
ations. Because  of  the  potential  volatility  of  these  operations,  active 
consideration  is  being  given  to  using  bank  reporting  techniques  to  sup- 
plement on-site  examiner  scrutiny.  Special  purpose  examinations  have 
been  instituted  to  focus  particular  attention  on  specific  aspects  of  for- 
eign exchange  operations  and  controls.  In  this  area,  as  in  others,  efforts 
are  being  made  through  a  variety  of  ways  to  improve  and  expand  ex- 
aminer skills. 
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Changes  in  techniques  and  methods  of  transacting  business 

Letters  of  credit.  In  the  past  few  years,  there  has  been  a  prolifera- 
tion in  the  use  of  letters  of  credit  for  purposes  other  than  those  tradi- 
tionally associated  with  this  form  of  finance,  which  were  most  notably 
the  importation  and  exportation  of  goods.  When  it  was  discovered  that 
letters  of  credit  were  being  used  as  a  vehicle  for  providing  guarantees 
and  sureties  and  that  many  of  these  guarantees  and  sureties  were  being 
made  without  proper  evaluation  of  the  underlying  credit  capacity  of 
the  letter  of  credit  purchaser,  the  Federal  Reserve  moved  to  urge  banks 
to  make  proper  credit  evaluation  before  issuing  such  letters  of  credit. 
Effective  September  1(>,  1974,  the  System,  through  an  amendment  to 
Regulation  H,  took  the  position  that  letters  of  credit  were  subject  to 
the  bank's  basic  lending  limit.  In  addition,  examiners  were  instructed 
to  evaluate  the  credit  quality  of  the  purchasers  of  letters  of  credit.  (See 
response  to  question  A (2)  for  more  information  on  letters  of  credit.) 

Loan  commitments.  In  April  1973,  Chairman  Burns  forwarded  a 
letter  to  each  State  member  bank  with  deposits  exceeding  $100  million 
outlining  the  Board's  concern  that  banks  adopt  appropriate  loan  com- 
mitment policies.  The  Chairman  noted  that  Federal  Reserve  examiners 
would  ask  the  management  of  each  bank  examined  to  demonstrate 
that  adequate  attention  to  certain  principles  concerning  loan  commit- 
ments was  being  given.  Since  that  time,  examiners  have  been  closely 
reviewing  bank  loan  commitment  policies.  Specific  areas  of  inquiry 
are:  (i)  maintenance  of  a  record  of  the  aggregate  volume  of  commit- 
ments; (ii)  review  by  the  bank  of  commitments  and  periodically  mak- 
ing careful  judgment  as  to  the  potential  volume  of  takedowns;  (iii) 
review  of  the  appropriateness  of  the  credit  risks  involved  to  its  overall 
capital  position;  (iv)  consideration  as  to  how  the  bank  Avould  obtain 
tlio  funds  to  meet  such  takedowns  in  a  sound  and  timely  fashion,  giv- 
ing due  allowances  to  the  possibilities  for  the  changing  conditions  in 
the  local  and  national  economy  and  in  the  central  money  markets.  (See 
response  to  question  A (2),  for  more  information  on  Chairman  Burns' 
letter.) 

Computerized  banking.  For  several  years  since  the  advent  of  elec- 
tronic data  processing  equipment;  computerized  banking  was  limited 
to  the  large  city  and  regional  banks  that  had  the  necessary  personnel 
and  resources  to  utilize  this  highly  sophisticated  method  of  accounting 
and  recordkeeping.  The  need  for  examiners  with  the  knowledge  and 
expertise  to  examine  such  a  system  was  therefore  limited  to  only  a  few 
large  cities.  In  recent  years,  however,  the  facilities  became  accessible  to 
all  banks  and  it  became  more  and  more  difficult  to  perform  examina- 
tions without  a  thorough  familiarity  with  the  computer  operations. 
As  a  result,  it  became  necessary  to  develop  and  implement  new  exami- 
nation procedures  for  banks  with  electronic  data  processing  equipment. 
An  examination  report  and  a  manual  (the  report  referred  to  is  re- 
tained in  the  committee  tiles)  were  developed  exclusively  tor  the 
ise  of  examiners  in  the  evaluation  of  a  bank's  EDP  facilities.  Ex- 
perienced examiners  were  given  basic  training  courses  to  assist  them 
in  better  understanding  the  accounting  and  other  reports  produced 
by  the  computer-.  More  importantly,  specialists  had  to  be  devel- 
oped and  trained  for  evaluating  the  operation  and  performance  of 
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computer  systems  and  for  determining  the  reliability  of  the  infor- 
mation produced  by  the  computer  and  used  for  examination  purposes. 
Currently,  an  on-site  inspection  of  EDP  facilities  in  each  bank,  which 
includes  an  analysis  of  the  audit  and  internal  controls  surrounding 
those  facilities,  is  conducted  by  these  specialists  on  an  annual  basis. 

Trust  activities.  Concerted  effort  has  been  devoted  in  recent  years  to 
improving  and  updating  the  examination  process  for  trust  activities 
of  State  member  banks.  The  formal  report  of  examination  and  the 
manual  for  trust  examiners  were  revised  and  the  school  for  trust  ex- 
aminers was  improved  through  an  updating  of  its  curriculum  designed 
to  meet  changes  in  trust  activities  of  banks.  Other  improvements  in- 
cluded the  establishment  of  a  study  and  advisory  committee  of  field 
examiners,  organization  of  periodic  seminars  for  senior  trust  exami- 
ners to  discuss  current  developments,  and  initiation  of  a  program  ex- 
panding visitations  by  the  Board's  staff  to  the  Reserve  Banks  for  con- 
ducting conferences  of  trust  examiners  and  for  evaluating  the  perform- 
ance of  the  Reserve  Bank  field  staffs. 

Consumerism.  In  response  to  increased  legislation  increasing  public 
awareness  in  such  areas  as  truth-in-lending,  truth-in-advertising, 
truth-in-savings,  equal  credit  opportunity,  civil  rights,  and  other  anti- 
discrimination and  consumer-oriented  developments,  examiners  have 
instituted  procedures  which  include  check  lists,  questionnaires,  lobby 
posters,  etc.,  for  insuring  that  the  letter  and  spirit  of  the  laws  and 
regulations  dealing  with  this  area  are  closely  followed.  A  sample  of 
the  kind  of  forms  being  used  is  attached. 

Capital  adequacy.  As  indicated  in  our  response  to  Section  A  of  this 
questionnaire,  the  high  rate  of  growth  of  bank  assets  and  deposits  in 
recent  years  and  the  lack  of  a  commensurate  rate  of  growth  in  bank 
capital  have  heightened  even  further  the  concern  of  bank  supervisors 
for  the  adequacy  of  bank  capital.  The  Board,  specifically  in  its  role  as 
bank  supervisor,  has  maintained  the  traditional  view  on  the  need  for 
adequate  capital  and  it  has  sought  to  halt  the  continuing  erosion  of 
capital,  particularly  in  those  institutions  exposing  themselves  to  addi- 
tional risks  through  holding  company  expansion  into  bank-related 
fields,  by  conditioning  acquisitions  of  banks  and  bank  related  subsidi- 
aries upon  the  maintenance  of  adequate  levels  of  capital. 

The  matter  of  capital  adequacy  has  over  the  years  received  consid- 
erable study  and  attention  by  the  Board  and  its  staff.  System  exam- 
iners apply  various  formulas  and  ratios  in  their  analysis  of  bank 
capital,  while  recognizing  their  limitations  and  using  them  for 
screening  purposes  only.  These  analytic  tools  have  been  frequently  re- 
appraised and  revised  in  conjunction  with  capital  studies.  As  already 
indicated,  the  staff  has  under  study  the  problem  of  developing  im- 
proved standards  for  the  minimum  level  of  eouity  capital  needed  by 
individual  banks.  Meanwhile,  the  System  continues  to  maintain  care- 
ful surveillance  of  capital  positions  in  fulfilling  its  bank  supervisory 
responsibility  and  responsibilities  under  the  Bank  Holding  Companv 
Act. 

In  addition  to  these  changes  and  innovations  in  bank  examination 
procedures,  an  overall  study  of  examination  techniques  has  been  under- 
taken with  the  assistance  of  an  outside  consultant.  The  purpose  of  the 
study  is  to  make  a  comprehensive  review  of  the  totality  of  the  examin- 
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ation  process  with  a  view  toward  modernization  of  approach,  where 
feasible,  as  well  as  a  fuller  utilization  of  techniques  such  as  computer 
models,  early  warning  systems,  etc.  We  anticipate  that  substantial 
changes  will  be  made  in  the  examination  area  as  the  findings  of  this 
study  are  implemented. 

(c)  There  are  two  major  areas  of  the  examination  function  that  we 
believe  need  attention  and  change.  The  more  important  of  the  two  is 
the  need  for  improved  uniformity  in  the  formal  examination  report 
and  the  overall  examination  process  among  the  Federal  banking  agen- 
cies. For  example,  reports  of  examination  of  all  the  Federal  agencies 
are  freely  exchanged  among  each  other,  and  while  they  are  designed 
to  accomplish  virtually  the  same  purposes,  there  are  differences  that 
are  important  to  the  various  users.  Specifically,  the  Board  utilizes  a 
substantial  number  of  the  reports  of  examination  of  the  Comptroller 
of  the  Currency  and  the  Federal  Deposit  Insurance  Corporation  in 
fulfilling  its  responsibilities  under  the  Bank  Holding  Company  Act 
and  for  this  reason  uniform  reporting  practices  would  be  of  signifi- 
cant benefit  to  the  Board.  The  fact  that  all  three  of  the  agencies  are 
now  in  the  process  of  updating  their  examination  procedures  rein- 
forces the  need  to  seek  uniformity  among  them. 

The  other  major  area  needing  change  is  the  need  for  examiner 
specialization.  The  rapid  changes  that  have  taken  place  in  the  banking 
industry  and  the  expansion  of  the  examiners'  traditional  responsi- 
bilities into  the  enforcement  of  newly  enacted  laws  for  such  matters  as 
bank  protection  against  robberies  and  burglaries,  recordkeeping  for 
enforcement  of  internal  revenue  laws,  and  anti-discrimination  and 
other  consumer-oriented  statutes,  have  created  a  need  for  greater 
specialization  by  examiners.  We  have  found  that  the  examiners'  re- 
sponsibility for  enforcement  of  laws  and  regulations  is  rapidly  becom- 
ing so  burdensome  that  the  quality  of  enforcement  will  soon  be  in 
danger  of  deteriorating.  While  there  has  been  some  specialization  in- 
stituted e.g.,  trust,  foreign,  and  electronic  data  processing  examiners^ 
efforts  will  be  increased  to  promote  greater  specialization.  Present 
plans  in  this  area  include  the  expansion  of  the  System's  bank  examiner 
training  programs  and  schools  to  emphasize  specialization. 

In  addition  to  the  need  for  greater  specialization  by  examiners,  we 
think  that  greater  emphasis  will  need  to  be  placed  on  the  development 
of  an  improved  surveillance  system  that  will  serve  as  a  mechanism  to 
provide  an  indication  as  to  which  banks  are  more  in  need  of  examina- 
tion and  what  specific  areas  require  closer  scrutiny.  Work  is  proceed- 
ing that  should  result  in  refinement  of  our  present  capabilities  in  this 
area,  thereby  creating  a  more  efficient  and  effective  examination 
system. 

Question  No.  11.7 

(a)  Describe  what  changes  have  occurred  in  the  lust  pre  j/ears 
regarding  your  examiner  forces?  site  and  quality.  (5)  How  are  bank 
i  xamithe'rs  n  cridted  and  trained?  ( <■)  What  "kvroas  of  background  and 
skills  are  mpst  common/  \<l)  Arc  examiners'  salaries  adequate  to 
dttradt  and  rettaift  pi  tsons  with  the  requisite  sftUlsf  (e)  Wjuzt  are 
(  m />Ioi/m<  uf  turnover  rates  for  field  <  ttanniru  re,  and  for  supt  rvisorv 
personnel?  (f)  tyidicate  the  p'<',  nidin  categories  ofnbturlc  into  which 
pi  rsoti/K  I  leaving  //our  fotce  went  {other  than  i <  tin  merit)  upon  l<  av 
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ing  your  force,  within  the  last  five  years,  (g)  What,  if  any,  limitations 
are  there  on  examiners  becoming  employees  or  owners  of  banks  they 
have  examined,  or  of  banks  located  in  regions  in  which  they  have 
conducted  examinations?  What  procedures  exist  for  enforcement  of 
such  limitations? 

Answer,  (a)  From  December  31,  1970,  to  December  31,  1974,  the 
professional  staffs  of  the  examination  departments  of  the  Reserve 
Banks  increased  by  17.6  per  cent,  or  from  671  to  789  persons.  The 
increase  stems  primarily  from  greater  holding  company  activity  re- 
sulting from  enactment  of  the  Bank  Holding  Company  Act  Amend- 
ments of  1970,  the  growth  of  Edge  Act  Corporations,  increased  mem- 
ber bank  activity  in  international  operations,  and  increased  activities 
under  the  several  consumer  protection  laws.  In  the  period  between 
December  31,  1970,  and  December  31,  1974,  the  number  of  registered 
bank  holding  companies  grew  from  121  with  total  deposits  of  about 
$78  billion  to  1,752  with  deposits  of  almost  $510  billion.  In  the  same 
period,  State  member  banks  that  are  examined  annually  increased 
their  assets  from  about  $125  billion  to  almost  $182  billion.  Their  total 
offices  increased  from  4,802  to  5,276. 

Reserve  Banks  recruit  applicants  for  examining  positions  primarily 
from  colleges  and  universities  and  frequently  accept  applications  from 
experienced  bank  employees.  They  are  under  instructions  to  screen 
applicants  carefully  and  accept  the  services  of  only  those  who  are  best 
fitted  for  the  positions  and  who  give  reasonable  promise  of  developing 
into  competent  senior  examiners.  Because  of  travel  requirements,  it 
is  difficult  to  maintain  a  staff  with  the  ideal  number  of  years  of  ex- 
perience, but  we  are  able  to  maintain  quality  through  intensive  on-the- 
job  training  and  specialized  schools  and  training  programs. 

(b)  Although  colleges  and  universities  are  the  primary  source  of 
applicants,  applications  for  examining  positions  have  been  accepted 
over  the  years  from  experienced  employees  of  banks  and  other  finan- 
cial institutions,  from  other  related  fields,  and  from  the  staffs  of  other 
departments  of  the  Reserve  Banks. 

With  respect  to  training,  a  typical  new  examiner  in  the  System  re- 
ceives some  form  of  orientation  within  the  Reserve  Bank.  Before  being 
sent  to  the  field,  he  is  exposed  to  the  other  operating  departments  of 
the  Reserve  Bank  that  serve  and  have  contact  with  the  State  member 
banks  he  will  assist  in  examining.  He  is  introduced  to  the  laws  and 
regulations  applicable  to  State  member  banks  and  to  the  examination 
department's  operating  practices  and  procedures.  Thereafter,  he  re- 
ceives on-the-job  training,  being  assigned  to  work  with  experienced 
personnel  as  his  progress  continues.  After  a  few  months  of  field  ex- 
perience, he  attends  the  Board's  School  for  Assistant  Examiners.  De- 
pending on  his  progress,  usually  after  from  two  to  five  years  in  the 
field,  he  then  attends  the  Board's  School  for  Examiners.  For  special- 
ized training  some  examiners  attend  one  or  more  of  three  other  System 
schools — Trust,  Electronic  Data  Processing,  and  Foreign — as  their  ex- 
perience and  interests  warrant.  Examiners  are  also  enrolled  in  various 
outside,  independent  graduate  schools  of  banking  and  participate  in 
System  conferences,  seminars,  and  workshops  as  appropriate  through- 
out the  country. 
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(c)  A  sizeable  majority  of  those  being  employed  as  examiners  are 
college  graduates  with  an  undergraduate  degree  in  business  and  aca- 
demic courses  concentrated  in  accounting  or  finance.  Some  have  a  com- 
bination of  college  and  banking  experience,  and  a  few  are  high  school 
graduates  with  substantial  banking  or  equivalent  experience.  Occa- 
sionally, specialists  such  as  auditors  trained  in  electronic  data  proces- 
sing are  employed  for  electronic  data  processing  examinations, 
attorneys  for  trust  examinations,  and  attorneys  and  economists  for  the 
bank  holding  company  aspects  of  supervision. 

(d)  System  entrance  salaries  are  considered  adequate  to  attract 
qualified  applicants.  The  Reserve  Banks  are  permitted  to  hire  within 
various  salary  ranges,  thus  providing  the  ability  to  pay  competitive 
salaries  to  acceptable  candidates.  Some  difficulty  is  encountered  in 
keeping  the  more  experienced  examiners  because  of  travel  require- 
ments and  employment  opportunities  at  higher  salaries  in  commercial 
banks,  bank  holding  companies  and  other  financial  institutions.  Cur- 
rently, to  reduce  turnover  of  competent  examiners,  consideration  is 
being  given  to  restructuring  the  examiner  position  and  salary  program 
to  provide  a  more  attractive  career  path  and  to  compensate  them  for 
travel  and  other  inconveniences  inherent  in  the  profession. 

(e)  The  turnover  rate  for  examination  supervisory  personnel  is 
reasonable  considering  the  character  of  the  job.  An  average  of  15  per 
cent  of  the  field  staff  resign  each  year  or  are  transferred  to  other  de- 
partments of  the  Reserve  Banks.  The  highest  rate  of  resignations  oc- 
curs after  about  two  years  in  the  field. 

(f)  Of  the  personnel  resigning  from  the  examination  staff  during 
the  past  five  years,  almost  half  indicated  they  had  accepted  employ- 
ment with  commercial  banks  and  bank  holding  companies,  about  20 
per  cent  transferred  to  other  departments  of  the  "Reserve  Bank?,  and 
approximately  15  per  cent  moved  to  nonbanking  concerns.  Most  of  the 
remainder  indicated  they  were  either  returning  to  school,  moving  to 
other  supervisory  agencies  or  entering  the  practice  of  law. 

(g)  Generally,  examiners  are  prohibited  from  owning  or  holding 
anv  form  of  investment  (capital  stock,  notes,  debentures,  etc.)  in  bank 
holding  companies  or  banks  or  their  affiliates,  and  may  not  borrow 
from  banks  they  are  authorized  to  examine.1  Information  on  family 
relationships,  by  blood  or  by  marriage,  between  members  of  the  ex- 
amining staff  and  any  bank  officers,  directors,  or  employees  is  required 
to  be  reported  to  the  Svstem.  Appropriate  measures  are  taken  in  the 
examination  of  banks  that  employ  relatives  of  members  of  the  exam- 
ine stall'  to  avoid  embarrassment  to  the  System  and  to  prevent  ques- 
tions  being  raised  as  to  the  independence  of  the  individual  examiner's 
judgment  to  perform  satisfactorily  the  duties  of  his  position.  While 
the  Board  has  established  limital  ions  on  act  i\  it  ies  of  former  members 
.-irid  employees  of  the  Hoard  with  regard  to  matters  in  which  they  were. 
involved,  or  matters  within  their  official  responsibility,  there  arc  no 


1  For  several  years  the  Board  has  favored  modification  of  this  prohibition  to  permit  a 
federally  insured  bank  to  make  b  home  mortgage  loan  to  a  bank  examiner  under  appro- 
priate statutory  safeguards.  The  Board  also  believes  thai  a  bank  examiner  may  experience 
difficulties  in  being  prevented  from  obtaining  other  forms  of  bank  credit,  BOCb  as  loans 
to  finance  the  education  of  children,  automobile  loans,  home  Improvement  loans,  credit- 
card  loans,  and  other  types  of  consumer  credit.  For  that  reason,  the  Board  favors  legisla- 
tion to  permit  loans  to  a  bank  examiner  to  be  made  In  accordance  with  regulations 
prescribed  by  the  agency  employing  the  exumlner. 
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limitations  on  examiners  becoming  employees  or  owners  of  banks  sub- 
sequent to  termination  of  their  status  as  an  employee. 

Question  No.  B.  8 

(a)  What  persons  on  your  staff  (whether  in  Washington  or  in  the 
field)  have  been  primarily  responsible  for  evaluation,  modernization 
and  planning  with  respect  to  the  examination  process?  (b)  What  have 
been  their  most  important  efforts  and  achievements  within  the  last 
three  years?  (c)  Describe  any  otlx-er  significant  responsibilities  {in- 
cluding administration  of  other  types  of  activities)  they  had  con- 
currently. 

Answer,  (a),  (b)  and  (c).  Brenton  C.  Leavitt,  as  Director  of  the 
Board's  Division  of  Banking  Supervision  and  Regulation,  has  overall 
responsibility  for  bank  supervision  and  regulation,  bank  mergers, 
bank  holding  company  formations  and  applications,  and  foreign  bank- 
ing activities  of  member  banks.  He  has  the  on-going  responsibility  for 
the  improvement  and  maintenance  of  the  overall  quality  and  scope  of 
examination  procedures  and  practices  and  for  the  implementation  of 
innovations  in  examination  methods  to  meet  the  changes  that  occur  in 
the  banking  industry.  Over  the  past  three  years,  these  changes  have 
been  both  rapid  and  far-reaching. 

A  discussion  of  the  major  areas  of  action  taken  to  update  examina- 
tion procedures  in  order  to  address  these  changes  is  provided  in  more 
detail  in  response  to  question  6.  A  number  of  other  steps  that  have 
been  taken  with  respect  to  the  day-to-day  examination  process  and  the 
training  of  examiners  are  briefly  as  follows : 

(1)  A  comprehensive  manual  for  use  by  examiners  is  presently 
being  developed.  TTe  believe  that  the  manual  will  provide  a  valu- 
able guide  for  examiners  and  will  serve  to  promote  a  more  uniform 
approach  to  examinations  throughout  the  Federal  Reserve 
System. 

(2)  A  number  of  checklists  to  provide  assistance  in  specific 
areas  have  been  and  are  being  developed.  These  include  check- 
lists dealing  with  Truth  in  Lending,  relationships  with  related 
organizations  (most  notably  REITs  advised  by  an  affiliate) ,  loan 
commitment  procedures,  compliance  with  banking  laws,  dis- 
criminatory lending  practices,  etc. 

(3)  Communications  throughout  the  Federal  Reserve  System 
concerning  mutual  problems  have  been  enhanced  through  con- 
ferences and  greater  involvement  at  the  District  level. 

(4)  Follow-up  procedures  on  those  banks  requiring  a  greater 
degree  of  supervision  have  been  strengthened  considerably. 

(5)  Training  and  recruiting  of  examiners  have  been  given  a 
high  priority  and  a  comprehensive  program  in  this  area  is  being 
developed. 

The  response  to  question  B.26  discusses  action  being  taken  directly 
by  the  Board  to  review  and  evaluate  the  overall  performance  of  its 
bank  supervisory  and  examination  function  with  the  view  toward  de- 
vising measures  to  improve  performance  where  appropriate. 
Question  No.  B.9 

(    (a)  What  use  is  made  of  required  financial  and  other  reports  (e.g., 
interim  financial  statements)  in  providing  early  indications  of  emerg- 
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ing  problems  that  might  require  speeir/l  attention?  (b)  Should  more 
use  be  made  of  such  reports  and  other  infoumwtion  to  provide  an  early 
warning  system?  What  improvements  have  been  made  recently  and 
what  improvements  are  planned  for  early  warning  systems? 

Answer,  (a)  Many  of  the  financial  reports  obtained  by  the  Board  in 
fulfilling  all  its  functions  and  responsibilities  are  used  by  its  bank 
and  bank  holding  company  supervisory  staff.  Often,  information 
gleaned  from  these  reports  provides  the  basis  for  follow-up  action 
ranging  from  an  informal  telephone  conversation  to  an  on-site  ex- 
amination. The  information  is  also  used  to  provide  a  data  base  for  the 
banking  industry  that  is  used  in  determining  operating  norms  and 
standards.  Some  of  the  reports  most  often  used  include : 

(1)  Report  of  Condition.  This  basic  balance  sheet  report  is  filed  four 
times  annually  in  accordance  with  uniform  instructions.  It  is  used  by 
the  examination  staff  primarily  to  monitor  the  trend  of  individual 
banks  between  on-site  examinations.  Particular  attention  is  given  to 
unusually  large  increases  in  the  total  and  various  classes  of  assets  and 
liabilities  and  to  significant  changes  in  the  capital  accounts.  The  in- 
formation contained  in  these  reports  is  tabulated  and  serves  as  a  data 
base  for  the  banking  system. 

(2)  Report  of  Income.  The  annual  report  of  income  provides  the  in- 
formation necessary  for  evaluating  the  bank's  operations.  Supervisory 
interests  include  such  matters  as  overall  profitability,  loan  loss  ex- 
perience, and  efficiency  of  operations  as  evidenced  by  expense  levels.  In 
addition  to  providing  information  for  individual  monitoring  pur- 
poses, the  report  is  tabulated  and  operating  norms  within  size  groups 
are  developed  from  the  information  and  are  used  as  a  basis  for  com- 
paring an  individual  bank's  operations  with  those  of  other  institutions 
in  its  peer  group.  (See  attached.) 

(3)  Bank  Holding  Company  Reports.  Since  banking  activities  con- 
stitute the  major  part  of  the  operations  of  most  bank  holding  compa- 
nies, the  review  of  bank  holding  company  reports  provides  a  conveni- 
ent device  for  monitoring  the  activities  of  banks.  To  improve  methods 
of  monitoring  the  activities  of  bank  holding  companies  and  their  sub- 
sidiaries, a  special  staff  task  force  has  been  recently  created  by  the 
Board.  Its  immediate  <roal  is  to  review  existing  reports  of  holding  com- 
panies and  develop  a  comprehensive  computerized  reporting  system 
that  will  serve  as  an  early  warning  surveillance  system.  (See  also  com- 
ments under  (b)  of  this  question). 

(4)  lu-onohiic  and  monptnry  policy  reports.  These  include  a  number 
of  specialized  reports  which  are  mainly  used  by  the  Board  in  its  eco- 
nomic and  monetary  functions.  There  are,  however,  some  that  contain 
information  useful  in  the  supervisory  process.  The  principal  report 
used  for  such  purposes  is  a  weekly  asset  and  liability  report  submitted 
by  the  nation's  largest  banks  (copy  attached").  Information  contained 
in  this  report  often  reflects  an  early  indication  of  shifts  or  trends  in 
significant  accounts.  The  report  is  currently  being  used  particularly 
to  track  the  "borrowed  funds"  position  of  the  reporting  banks. 

(5)  Reports  filed  with,  stockholders  and  the  SEC,  Annual  and  quar- 
terly reports  filed  with  stockholders  and  the  £}EC  are  also  monitored 
for  supervisorv  purposes.  Information  in  these  reports  is  particularly 
QBeful  in  tracking  quarterly  earnings  performance  and  valuation  re- 
serve additions. 
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(b)  The  staff  has  had  under  consideration  for  some  time  the  possibil- 
ity of  developing  an  early  warning  surveillance  system  for  both  State 
member  banks  and  bank  holtfiftg  companies  through  a  fuller  utiliza- 
tion of  existing  required  reports  and  other  informational  sources.  To 
this  end,  we  are  endeavoring,  as  part  of  the  overall  review  of  the  exam- 
ination process  discussed  in  the  response  to  question  B.26,  to  explore 
this  area  more  fully.  A  special  task  force  as  noted  in  part  (3)  above 
has  been  formed  to  develop  a  system  for  monitoring  bank  holding  com- 
panies and  significant  progress  is  being  made.  The  Board's  staff,  in 
consultation  with  staff  of  the  SEC  and  other  bank  regulatory  agencies, 
has  been  developing  extensive  revisions  in  the  reporting  require- 
ments of  banks,  particularly  the  larger  institutions.  It  is  believed  that 
these  new  reporting  requirements  will  provide  the  basis  for  improved 
monitoring  capabilities  and  the  data  base  for  a  comprehensive  early 
warning  surveillance  system. 

Question  No.  B.10 

How  do  bank  examiners  evaluate  bank  asset  liquidity?  How  do 
etocmi 'hiers*  in  assessing  a  bank3*  liquidity  position,  take  into  accoutre 
the  implications  of  liability  management,  including  foreign  sources 
of  funds,  particularly  at  larger  banks?  How  does  the  evaluation  of 
liquidity  take  into  account  practices  of  affiliates  for  banks  that  are  con- 
trolled by  bank  holding  companies?  Was  the  expansion  of  short-term 
borrowing  by  larger  banks  during  1970-107 '4  excessive?  If  so,  how  can 
a  recurrence  best  be  avoided? 

Answer.  Under  normal  circumstances,  assets  are  evaluated  on  a 
"going  concern"  basis  and  liquidity  available  from  assets  is  matched 
with  anticipated  cash  needs  for  a  determination  of  net  liquidity.  Cash 
assets  (cash  and  balances  due  from  banks)  are  viewed  as  available  net 
liquidity  to  the  extent  that  they  exceed  normal  operational  needs.  Se- 
curities that  are  both  available  (unpledged)  and  marketable  within 
a  loss  tolerance  that  is  not  burdensome  are  generally  considered  the 
principal  source  of  liquidity.  Loans  are  accorded  a  liquidity  value  to 
the  extent  they  are  available.  For  example,  Federal  funds  sold  are 
considered  highly  liquid  because  of  their  short  maturity  and  commer- 
cial paper  and  trade  acceptances  are  generally  considered  reasonably 
liquid  because  of  their  established  secondary  market.  Term  commercial 
loans,  and,  in  fact,  the  bulk  of  the  balance  of  loan  account  of  most 
banks,  are  not  considered  a  source  of  net  liquidity. 

A  significant  amount  of  data  relative  to  a  determination  of  net  li- 
quidity is  formally  presented  in  each  report  of  examination.  For  ex- 
ample, maturity,  class  and  market  values  of  securities ;  types  of  loans ; 
deposit  concentrations;  forward  commitments  in  connection  with 
loans,  securities,  and  foreign  exchange ;  contingent  liabilities ;  and  de- 
posit trends  are  presented  as  a  supplement  to  the  balance  sheet.  In  the 
course  of  preparing  and  analyzing  these  data,  extraordinary  factors 
relative  to  liquidity  become  apparent. 

Within  the  basic  framework  described,  a  decision  is  made  as  to  ade- 
quacy of  liquidity,  i.e.,  the  ability  of  the  bank  to  fund  both  probable 
and  possible  cash  needs  without  resorting  to  a  liquidation  of  assets 
at  substantial  market  losses.  The  decision  is  necessarily  subjective,  and 
many  factors  such  as  the  structure  of  liabilities  and  forward  com- 
mitments, local  economy,  capability  of  management,  severity  of  asset 
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problems,  etc.,  are  considered.  Adequacy  is  apparent  in  many  cases, 
particularly  with  respect  to  small  banks,  and  the  analyzing  process 
is  simplified.  In  large  banks,  particularly  those  active  in  the  money 
market,  the  analysis  is  often  extremely  complex  and  liquidity  needs 
are  difficult  to  measure. 

Throughout  the  System  weekly  reports  of  condition  of  the  largest 
national  and  State  member  banks  are  obtained.  Each  Eeserve  Bank 
maintains  extensive  records  related  to  the  funds  position  of  the  banks 
located  within  the  district.  Use  of  Federal  funds,  repurchase  agree- 
ments, money  market  certificates  of  deposit,  and  other  borrowings 
are  periodically  reviewed  and  tracked.  Computerized  printouts  of  the 
purchased  money  positions  of  selected  banks  and  of  their  trends  are 
developed  by  the  Board's  staff  for  use  by  the  examination  departments 
of  the  Eeserve  Banks.  All  other  member  banks  submit  less  comprehen- 
sive, weekly  reports  used  to  produce  a  continuing  weekly  trend  sheet 
of  loans,  securities,  deposits,  borrowings,  required  reserves,  and  cash 
assets. 

Over  the  years,  the  System  has  considered  and  used  various  ratios 
and  formulas  developed  both  by  its  own  staff  and  those  of  other  bank 
supervisory  agencies  to  measure  bank  liquidity.  Individual  Reserve 
Banks  have  also  devised  and  used  various  methods  in  an  effort  to  de- 
velop a  formula  that  can  be  universally  applied.  A  complex  form  de- 
signed for  measuring  capital  and  liquidity  was  used  for  some  20  years 
by  System  examiners.  It  has  been  de-emphasized  in  recent  years  pri- 
marily because  of  its  inapplicability  to  the  changes  in  the  methods 
banks  use  in  obtaining  funds  for  managing  their  money  positions.  The 
System  continues  to  seek  better  measures  of  the  adequacy  of  liquidity 
although  realizing  that  the  many  variables  and  complex  interrela- 
tions of  money  management  almost  defy  the  development  of  a  precise 
and  exact  formula  that  can  be  applied  universally  to  all  banks  or  even 
to  banks  of  comparable  size. 

Practically  all  banks  are  engaged  in  liability  management  to  some 
extent — i.e.,  their  operations  are  funded  in  part  by  large  depositors  or 
lenders  that  are  attracted  almost  solely  by  interest  rates  and  for  whom 
most  or  all  of  the  spectrum  of  available  money  market  instruments  is 
an  alternative  investment  outlet.  Liability  management  can  be  as 
meaningful  for  a  small  bank  which  holds,  for  example,  large  munici- 
pal time  deposits,  as  for  a  Larger  institution  holding  a  substantial  ag- 
gregate of  market  funds  from  more  diversified  sources. 

Although  large  banks  do  have  significant  amounts  of  assets  and  lia- 
bilities with  common  maturities,  most  of  them  do  not  have  a  precise 
match  between  the  maturities  of  their  assets  and  all  of  their  liabilities, 
riternal  liquidity  is  usually  not  sufficient  to  meet,  at  any  one  time, 
their  total  money  market  liability.  Thus,  some  rollover  of  maturities 
or  access  to  an  alternative  external  source  of  funds  is  essential.  For 
these  banks,  the  ability  to  remain  in  the  market  and  attract  funds  on 
both  a  short-  and  long-run  basis  is  most  important. 

A  common  hazard  experienced  by  Some  banks,  particularly  the  less 
sophisticated  medium-sized  bank,  is  the  sudden  inability  to  attract 
invest  ible  funds  at  ;i  price  that  will  yield  a  positive  carry  when  there 
is  an  adverse  turn  m  market  conditions.  One  alternative  involves  op- 
erating losses  when  available  funds  in  the  market  cost  more  than  the 
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yield  on  the  related  investments  or  loans.  The  other  alternative  in- 
volves sale  of  such  assets,  usually  at  a  loss,  in  order  to  bring  about  a 
balance  resulting  from  the  shrinkage  in  deposits.  At  various  times  in 
the  past  interest  rate  ceilings  have  had  the  effect  of  excluding  all  ex- 
cept prime  borrowers  in  the  negotiable  "certificate  of  deposits"  market 
and  thus  forcing  banks  to  adjust  their  position  through  the  sale  of 
assets. 

For  purposes  of  determining  adequacy  of  liquidity,  large  banks  are 
viewed  on  both  a  fully  consolidated  and  segmented  basis,  i.e.,  domes- 
tic and  foreign.  Generally,  most  of  the  foreign  assets  held  by  banks 
are  funded  from  foreign  sources,  and  the  competitive  strength,  finan- 
cial condition  and  market  standing  for  banks  in  the  foreign  markets 
is  of  greater  importance  than  domestic  funding  because  of  the  greater 
concentration  of  funding  sources  abroad. 

The  subsidiary  bank  may  be  viewed  as  a  separate  entity  that  must 
be  capable  of  meeting  its  own  liquidity  requirements  independent 
of  its  parent  and  sister  subsidiaries.  Whether  the  evaluation  of  its 
liquidity  position  differs  from  that  of  an  independent  bank  may 
depend  on  the  extent  to  which  the  parent  holding  company  is  involved 
in  the  management  of  the  subsidiary's  funds.  If,  for  example,  the 
holding  company  dictates  policies  that  create  liquidity  strains  on  the 
subsidiary,  or  on  the  other  hand,  serves  as  support  or  an  alternative 
source  of  funds  to  the  subsidiary,  such  involvement  is  given  as  much 
consideration  in  evaluating  liquidity  requirements  as  are  key  external 
variables  affecting  the  liquidity  of  an  independent  bank.  Operations 
of  sister  affiliates  of  banks  can  affect  the  liquidity  of  the  bank  either 
directly  or  indirectly.  Deposit  balances,  loan  participations,  interbank 
loans  and  transfers  of  assets  can  have  a  direct  impact  on  the  bank. 
For  example,  questionable  financial  practices  or  poor  financial  condi- 
tion on  the  part  of  sister  affiliates  of  a  bank  can,  through  association, 
affect  the  position  o,f  the  bank  in  the  financial  markets.  All  relations 
with  affiliated  organizations  are  reviewed  and  examined,  as  discussed 
elsewhere  in  this  questionnaire,  to  determine  their  effects  on  the  bank's 
operations,  including  its  management  of  funds. 

The  expansion  of  short-term  borrowings  by  larger  banks  during 
1970-1974  was  rapid,  and  in  some  cases,  we  believe  that  it  deserved 
io  be  labeled  "excessive.*'  Even  if  considered  apart  from  the  mistakes 
that  occurred  in  evaluating  credit  worthiness  and  the  declines  in 
capital  adequacy  which  intensified  thereunder,  the  heavy  short-term 
funding  of  some  large  banks  reached  dimensions  which  were  of 
concern. 

Through  increases  in  regular  and  marginal  reserve  requirements 
during  these  years,  the  Board  acted  to  restrain  extreme  bank  use  of 
Eurodollars,  corporate  "loans"  to  banks,  money  market  certificates  of 
deposit  and  certain  other  types  of  short-term  funds.  It  took  unprec- 
edented action  by  requesting  voluntary  reserves  against  money 
market  certificates  by  large  nonmember  banks  at  the  peak  of  the 
expansion  period.  The  Board  more  recently  reduced  reserve  require- 
ments against  longer-term  time  deposits  as  an  incentive  to  banks  to 
hold  them  and  thus  obtain  more  stable  funding.  Board  denials  of 
certain  bank  expansion  applications,  particularly  into  foreign  areas, 
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also  have  reduced  the  need  for  short-term  funding  by  some  banking 
organizations. 

The  use  o,f  more  positive  control  steps,  such  as  the  arbitrary  appli- 
cation of  capital  ratios  or  specific  limits  on  short-term  funding,  are 
conceivable  as  measures  to  try  to  avoid  the  recurrence  of  the  problems 
experienced  in  1970-1974.  However,  other  problems  such  as  the  dis- 
intermediation  created  by  regulation  Q  might  very  well  evolve  from 
such  measures.  Also,  U.S.  banks  operating  in  foreign  markets  would 
face  special  problems  presented  by  such  arbitrary  controls.  Even  set- 
ting such  effects  on  the  unit  bank  aside,  it  is  not  believed  the  national 
interests  would  be  best  served  by  imposing  such  qualitative  limits. 

As  mentioned  above,  the  Board  now  has  in  place  several  reporting 
systems  for  detecting  significant  swings  in  bank  borrowings  and  it 
expects  to  utilize  the  computerized  early  warning  surveillance  system 
it  lias  under  development  to  monitor  all  financial  aspects  of  operations, 
including  short-term  borrowings.  It  is  believed  that  such  a  system  will 
draw  attention  to  and  make  more  difficult  the  recurrence  of  instances 
of  excessive  liquidity  deterioration  in  some  banks. 

Increased  and  broadened  reserve  requirements  are  a  likely  measure 
for  use  in  resisting  a  general  recurrence  of  excessive  liability  manage- 
ment. Beyond  this  possibility,  the  Board  has  no  other  specific  sugg<  3- 
tions  at  this  time  as  to  how  best  to  avoid  a  recurrence.  Any  other  steps 
which  might  be  proposed  should  include  uniformity  of  policy  among 
the  bank  supervisory  agencies  and  avoidance  of  rules  that  would  stifle 
either  competition  or  banks'  ability  to  meet  credit  needs  of  the  markets 
served. 

(hlrnliOV  No.  B.ll 

(a)  IIovj  do  examiners  evaluate  hank  capital?  (b)  Has  the  decline 
in  capital  ratios  since  the  early  19G0\s  been  excessive?  If  so,  how  can 
the  problem,  best  be  remedied?  WhoA  is  the  appropriate  role  of  svb- 
ordinated  debt? 

Anwrer.  (a)  Bank  capital  serves  primarily  as  a  cushion  against 
losses  from  loans,  investments,  operations  and  otber  risks.  The  strength 
of  a  bank's  equity  capital  is  a  measure  of  its  ability  to  remain  solvent 
and  viable  as  an  ongoing  corporate  concern.  Its  total  capital  position, 
including  debt  capital,  indicates  the  total  cushion  available  to  protect 
depositors  against  loss  in  the  event  of  insolvency.  The  concern  of  bank 
supervisors  with  capital  adequacy  arises  from  their  responsibility  to 
promote  the  stability  of  banks  and  public  confidence  in  the  banking 
system,  as  well  as  to  protect  depositors'  funds.  While  deposit  in-ur- 
ance  helps  to  maintain  depositors'  confidence  and  to  prevent  bank  i-uns 
that  might  force  liquidation  of  assets  with  heavy  losses  and  a  corre- 
sponding drain  on  bank'  capital,  it  is  only  a  partial  substitute  for 
capital* 

A  principal  task'  of  a  bank  examiner  is  to  appraise  (he  adequacy  of  ;i 
bank's  capital  to  absorb  losses.  Such  losses  could  arise  from  poor 
quality  loans  or  Investments  (i.e.,  credit  risk)  or  sale  iorf  assets  at  de- 
pressed prices  to  raise  needed  cash  (market  risk),  as  well  as  fraud.  An 
evaluation  of  the  quality  of  a  bank's  asset-;  rg  an  important  Step  in 
determining  a  bifflk9€  capital  requirements,  and  this  process  necessarily 
involves  an  analysis  of  t\\o  market  and  credit  risks  inherent  in  the 
bank's  asset  structure. 
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The  primary  means  of  determining  a  bank's  asset  quality  is  the  on- 
site  examination.  Loans,  investments,  and  all  other  assets  are  analyzed 
to  determine  whether  the  terms  of  all  contracts  are  being  met,  to 
appraise  the  credit  risks  inherent  in  the  agreement,  and  to  form  a 
judgment  as  to  the  likelihood  that  the  bank  will  recover  principal  and 
interest.  Such  analysis  enables  the  examiner  to  determine  the  volume  of 
a  bank's  assets  that  should  be  considered  of  substandard  or  doubtful 
quality  or  as  worthless.  The  volume  of  a  bank's  assets  that  fall  within 
this  range  are  called  classified  assets. 

In  general,  the  relationship  of  the  volume  of  these  classified  assets  to 
bank  capital  provides  examiners  with  an  important  indication  of  capi- 
tal adequacy.  In  this  context,  examiners  consider  a  bank's  capital  to 
consist  of  the  aggregate  of  the  equity  investment  (such  as  capital  stock, 
surplus,  undivided  profits,  contingency  reserves)  capital  notes  and  de- 
bentures (within  limits),  and  valuation  reserves  for  loan  losses.  For 
some  purposes,  examiners  may  adjust  bank  capital  by  deducting  all  or 
portions  of  those  classified  assets  considered  to  be  likely  losses  to  arrive 
at  a  more  realistic  measure  of  the  total  capital  available. 

Xo  rule-of -thumb  guide  can  determine  precisely  the  amount  of  capi- 
tal that  is  needed  to  maintain  a  sound  basis  of  operation.  The  deter- 
mination of  capital  requirements  is  fundamentally  a  matter  for  judg- 
ment of  the  elements  of  strength  and  risk  in  the  bank's  operations. 
Although  attempts  have  been  made  by  legislatures,  supervisory  au- 
thorities and  bankers  to  establish  standards  or  norms  of  capital  ade- 
quacy, experience  has  proved  that  no  single  ratio  or  set  of  ratios  com- 
paring capital  funds  to  asset  or  liability  accounts  can  be  considered 
appropriate  for  each  individual  situation.  Nevertheless,  examiners  and 
other  supervisory  personnel  employ  several  methods  of  preliminary 
measures  of  capital  adequacy.  One  formula  approach  to  assist  in 
analyzing  bank  capital  and  liquidity  (the  ABC  Form)  was  used  for 
some  years  by  System  examiners,  before  being  de-emphasized  because 
of  its  inapplicability  to  changing  bank  methods  of  managing  their 
money  positions.  A  more  recent  approach,  the  Equity  Capital  Meas- 
ure (ECM)  developed  at  the  Board,  is  based  on  equity  capital  alone 
and  stresses  the  ability  of  a  bank  to  remain  solvent.  It  is  defined  as 
the  ratio  of  gross  equity  capital  to  the  total  of  all  liabilities  and  debt 
capital  after  deducting  cash  and  balances  due  from  banks.  The  ECM 
is  a  rough  measure  of  a  bank's  equity  capital  position,  which  provides 
a  basis  for  comparison  with  other  banks  in  its  size  group  and  class.  In 
appraising  bank  capital  on  the  basis  of  the  ECM,  other  relevant  fac- 
tors such  as  earnings,  quality  of  assets,  and  quality  of  management 
are  always  considered. 

Several  other  guidelines  used  only  as  preliminary  indicators  of 
capital  adequacy  are  employed  within  the  System.  One  measure  is  the 
ratio  of  risk  assets  to  the  aggregate  capital  accounts  (as  defined 
earlier)  with  risk  assets  normally  including  all  assets  except  the  so- 
called  riskless  assets  of  cash,  balances  due  from  banks,  and  U.S.  Gov- 
ernment and  Federal  agency  securities.  Such  ratios  determined  for 
individual  banks  are  compared  with  norms  or  standards  usually 
based  on  the  average  ratios  for  banks  of  similar  size,  but  must  be  in- 
terpreted with  due  allowance  for  other  factors  that  influence  a  bank's 
underlying  financial  condition. 
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A  further  measure  of  capital  adequacy  frequently  used  in  the  Sys- 
tem is  a  formula  developed  by  an  individual  Reserve  Bank.  In  apply- 
ing this  formula,  assets  are  divided  into  six  categories  against  each  of 
which  is  applied  a  specific  but  varying  capital  requirement,  according 
to  the  degree  of  risk  involved.  The  six  classifications  and  correspond- 
ing capital  requirements  are:  (1)  riskless  assets,  no  capital  require- 
ment; (2)  minimum  risk,  5  per  cent;  (3)  normal  risk  assets,  12  per 
cent;  (4)  substandard  assets,  20  per  cent;  (5)  assets  of  doubtful  col- 
lectibility, 50  per  cent  and  (6  j  fixed  assets  and  assets  considered  worth- 
less, 100  per  cent.  (A  significant  weakness  of  this  measure  is  its  lack 
of  a  capital  requirement  to  cover  possible  losses  arising  from  a  forced 
liquidation  of  assets  resulting  from  a  major  deposit  drain.)  From  this 
computation  total  capital  needs  are  projected  and  compared  to  the 
bank's  existing  capital  funds.  As  with  the  use  of  other  ratios,  judg- 
ment must  be  used  in  interpreting  the  significance  of  the  comparison, 
giving  consideration  to  such  matters  as  the  quality  of  management  and 
assets,  earnings  experience  and  prospects,  diversification  of  assets  and 
the  bank's  competitive  position  and  growth  potential. 

(b)  Comments  regarding  the  decline  in  capital  ratios  since  the  early 
1960s  and  the  need  for  remedial  action  are  contained  in  our  response 
to  section  A.2. (3)  of  this  questionnaire.  As  discussed  therein  and  at 
part  (a)  above  of  this  question  it  is  not  necessarily  implicit  in  the  de- 
cline of  overall  capital  ratios  in  recent  years  that  bank  capital  positions 
in  general  are  presently  at  a  low  level  of  adequacy.  They  have  in  fact 
been  strengthened  by  many  banks  during  the  course  of  1975,  chiefly  by 
a  combination  of  reductions  in  risk  assets  and  sizable  earnings  reten- 
tion. There  is  no  generally  accepted  standard  for  measuring  precisely 
the  minimum  capital  needed  by  individual  banks,  for  groups  of  banks, 
or  for  banks  generally.  There  is  only  the  general  agreement  that  a  bank 
should  have  sufficient  capital  to  remain  viable  during  periods  of  ad- 
versity through  the  ability  to  absorb  unanticipated  losses  and  to  main- 
tain sufficient  financial  strength  to  command  the  continued  confidence 
of  the  public. 

The  Board  has  traditionally  focused  on  equity  capital  in  the  ap- 
praisal of  capital  adequacy  but  not  to  the  exclusion  of  subordinated 
debt.  It  recognizes  that,  while  subordinated  debt  may  provide  a  useful 
supplement  to  equity  capital,  particularly  in  the  event  of  insolvency, 
it  cannot  serve  all  the  functions  of  equity  capital  and  is  therefore  not 
a  full  substitute.  Further  comments  on  this  matter  and  on  the  Board's 
proposed  guidelines  governing  the  issuance  of  subordinated  debt  that 
nave  been  published  for  public  comment  are  contained  in  the  response 
to  section  A.2(3)  of  this  questionnaire. 

Question  No.  B.12 

(a)  How  do  examiners  evaluate  hank  earnvngsf  (7>)  What  signifi- 
■  is  attached  to  the  amount  of  haul-  earnings,  the  potential  vola* 
tility  of  earnings,  and  earnings  trends  for  individual  banks  and  for 
the  banking  system  or  groups  of  banks  within  vtf  (<■)  IIo>>\  if  at  all, 
does  the  (ruination  of  earnings  of  un  individual  bank  in  u  hunk  hold' 
iuo  company  take  info  account  its-  relationship  to  affiUatesf 

Answer,  (a)  The  analysis  of  bank  earnings,  frequently  a  difficult 
task-,  is  one  of  Hie  most  important  aspects  of  the  examination  process 
because  it  is  highly  indicative  of  such  matters  as  management  per- 
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formance,  efficiency  of  operations,  and  the  responsiveness  of  the  bank 
to  its  community.  In  addition  to  verifying  the  accuracy  of  earnings 
data  reported  by  the  bank  to  the  System,  the  examiner  must  be  sensi- 
tive to  the  underlying  meaning  of  the  earnings  data.  The  analytical 
process  used  by  examiners  draws  heavily  on  comparisons  with  indus- 
try and  peer  group  norms  developed  from  earnings  data  reported  by 
all  banks  to  the  supervisory  agencies.  In  addition  to  these  comparisons, 
examiners  also  review  the  earnings  trend  of  the  individual  bank  for 
sharp  swings  in  income  or  expense  items  and  large,  extraordinary 
charge-offs  or  recoveries  that  must  be  closely  scrutinized  for  their  over- 
all impact  on  profitability. 

Of  particular  concern  is  the  interest  margin  or  "spread",  i.e.,  the 
difference  between  the  interest  income  being  earned  on  assets  vis-a-vis 
the  interest  cost  of  the  funds  attracted.  Of  special  interest  to  the  ex- 
aminer is  the  extent  to  which  short-term  interest-sensitive  funds  are 
being  used  to  finance  long-term,  fixed-rate  loans.  Recent  experience  in 
high  interest  rate  periods  had  demonstrated  the  need  for  monitoring 
such  activity  closely. 

In  assessing  overall  earnings  performance,  examiners  rely  heavily 
on  ratios  developed  as  industry  norms.  The  ratio  of  earnings  to  assets 
is  regarded  as  the  most  practical  for  measuring  the  effectiveness  and 
efficiency  of  a  bank's  operation  and  is  probably  the  most  frequently 
used.  The  rate  of  earnings  on  equity  is  useful  but  is  not  accorded  the 
same  degree  of  importance  as  the  ratio  of  the  return  on  assets,  since  a 
high  return  on  equity  may  reflect  a  greater  degree  of  leverage  through 
use  of  borrowed  funds  rather  than  effective  and  efficient  operations." 

(b)  Earnings  performance  is  believed  to  be  the  key  to  the  viability 
of  an  individual  bank  as  well  as  the  banking  system  generally.  With- 
out adequate  earnings,  the  banking  system  would  be  unable  to  attract 
and  make  available  the  funds  it  needs  to  support  the  credit  expansion 
necessary  to  finance  the  U.S.  economy.  One  of  the  strengths  of  the 
banking  system  has  been  a  history  of  relatively  stable  earnings.  Al- 
though it  is  true  that  a  relatively  small  number  of  individual  banks 
have  experienced^  wide  swings  in  profitability,  overall  performance 
has  not  been  volatile. 

The  trend  of  earnings  in  individual  banks  often  reflects  significant 
changes  in  operating  policies  and  practices.  In  some  instances  an  in- 
crease in  earnings  may  reflect  normal  growth  or  more  efficient  opera- 
tions ;  in  others  an  increase  may  represent  adverse  changes  in  policies. 
For  example,  a  change  in  ownership  of  a  bank  is  often  followed  by  an 
increase  in  total  income.  While  the  increase  superficially  suggests  im- 
proved management,  further  analysis  may  in  fact  disclose  that  it  has 
resulted  from  a  substantial  increase  in  poor  quality  loans  made  at  hio-h 
interest  rates. 

Examiners  also  investigate  downside  swings  in  net  income  to  deter- 
mine whether  they  are  due  to  heavy  losses,  disproportionate  expert, 
or  lack  of  earning  assets.  Extreme  fluctuations  in  income  are  also 
scrutinized  to  determine  their  cause. 

(c)  The  evaluation  of  earnings  in  a  bank  that  is  a  member  of  a 
holding  company  group  alwavs  includes  a  review  and  analysis  of 
the  effect  on  such  earnings  of  any  control  or  influence  of  the  hold- 
ing company  or  any  sister  subsidiaries  and  of  financial  transac- 
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tions  between  the  bank  and  the  parent  company  and  between  other 
sister  subsidiaries.  Both  direct  and  indirect  policies  and  influences  of 
a  holding  company  can  seriously  atl'ect  the  earnings  of  a  subsidiary 
bank.  Close  scrutiny  is  given  to  dividends  and  management  fees  drawn 
from  the  bank  by  the  holding  company  or  subsidiary  to  determine  if 
such  payments  are  justified,  both  in  relation  to  the  services  performed 
and  in  relation  to  their  effect  on  the  bank's  financial  condition. 

Question  No.  BJ3 

What  is  the  role  of  evaluation  of  bank  and  bank  holding  company 
management  in  the  examination  and  supervisory  pn^ocess?  What  cri- 
teria  are  used  to  evaluate  management?  What  improvements  are  being 
made,  or  need  to  be  made,  in  this  area?  To  what  extent  are  these  eval- 
uations made  available  to  management? 

A  nswer.  An  important  System  objective  is  the  maintenance  of  a  com- 
petitive and  sound  banking  environment.  To  do  so,  the  System  must  be 
continuously  aware  of  the  condition  of  member  banks  arid  the  quality 
of  their  managements.  Occasionally,  banks  encounter  difficulty  because 
of  national  or  regional  economic  conditions  but  most  problems  encoun- 
tered in  banks  are  due  to  Weaknesses  in  management.  Generally,  bank 
and  bank  holding  company  managements  are  similar,  but  in  those 
cases  where  they  differ,  bank  holding  company  management  is  evalu- 
ated through  an  investigation  of  the  holding  company. 

Examiners  classify  managements  as  satisfactory,  fair  or  poor.  Man- 
agements rated  fair  have  significant  weaknesses  or  lack  in  some  meas- 
ure over-all  competence.  The  poor  rating  is  reserved  for  those 
situations  where  bank  officials  are  clearly  inept  or  incompetent  and  the 
examiner  believes  that  management  needs  to  be  greatly  strengthened 
or.  in  fact,  replaced  in  order  for  the  bank  to  be  properly  operated. 

Good  management  demonstrates  over  a  period  of  time  the  ability  to 
operate  a  bank  without  significant  operational  deficiencies,  to  maintain 
satisfactory  asset  quality,  to  provide  for  adequate  liquidity  and  capital 
support,  and  to  achieve  average  or  better  than  average  profitability. 

Throughout  an  individual  examination,  the  examiner  reviews  all 
major  activities  in  the  bank,  including  the  lending  function,  invest- 
ment management,  bank  operations,  interna]  audits,  external  controls, 
liability  management,  capital  adequacy,  earnings,  fiduciary  activities, 
marketing  procedures,  personnel  administration,  supervision  by  direc- 
tors, fixed  assets  and  long-term  planning.  He  also  determines  if  man- 
agement and  operating  policies  are  formally  recorded  or  otherwise 
well  defined.  On  the  basis  of  this  review,  he .then  reaches  a  judgment  on 
the  adequacy  with  which  policies  have  been  formulated  and  the  flexi- 
bility of  management  in  dealing  with  changes  in  economic  conditions, 
competitive  situations  and  regulatory  requirements. 

The  experience  gained  from  examining  banks  under  a  variety  of 
conditions  and  circumstances  enables  examiners  to  rate  managements 
judgmentally  on  the  basis  of  a  comparative  standard.  Thus,  if  a  given 
management  measures  up  to  thai  found  in  similar-sized,  well  managed 
banks  o;ffering  essentially  the  same  banking  service-  under  similar 
conditions  and  the  bank's  condition  is  satisfactory,  the  examiner  will 
conclude  t  he  management  is  competent. 

Among  the  criteria  for  evaluating  management,  the  banking  experi- 
ence and  depth  of  the  official  and  senior  staff  are  of  major  importance. 
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Career  development  and  the  ability  of  the  bank  to  provide  for  man- 
agement succession  are  also  vital.  In  reviewing  management,  the  role 
of  the  board  of  directors  in  appraising  and  guiding  management  is  of 
considerable  importance.  On  occasion,  director  influence  may  involve 
a  conflict  of  interest  damaging  to  the  bank. 

Attention  is  given  to  the  general  attitude  present  in  the  bank.  Is 
management  concerned  about  its  fiduciary  responsibilities  to  deposi- 
tors and  other  bank  cutomers?  Does  management  unduly  emphasize 
growth  and  profits?  Do  speculative  tendencies  show  in  leveraging, 
excessive  intermediation,  or  relaxed  attitudes  toward  conflicts  of  in- 
terest or  in  other  ways  ? 

The  best  evaluation  of  management  is  through  personal  visitation 
and  observation,  including  examiner  meetings  with  the  board  of  di- 
rectors if  called  for  by  the  bank's  condition.  These  meetings  enable 
the  supervisors  to  communicate  effectively  with  the  board  members 
regarding  their  responsibilities  for  the  problems  facing  the  bank. 

Explicit  comments  pertaining  to  management  are  regularly  in- 
cluded in  the  examination  report  in  the  confidential  section  which  is 
not  available  to  management.  However,  the  examination  findings  con- 
cerning the  bank's  condition  are  highlighted  in  the  examiner's  com- 
ments to  the  board  of  directors.  That  presentation  implicitly,  and 
when  warranted  explicitly,  reveals  the  supervisory  evaluation  of  man- 
agement. Transmittal  letters  accompanying  the  examination  report 
and  other  correspondence  likewise  indicate  supervisory  evaluation  of 
the  bank's  operation.  Management  evaluations  are  also  revealed  at 
supervisory  meetings  with  the  bank's  senior  management.  Deficiencies 
brought  to  the  attention  of  management  are  followed  up  at  the  next 
examination,  if  not  before,  to  determine  the  progress  management  has 
made  in  correcting  such  deficiencies. 

Question  No.  BJ4 

(a)  How  do  bank  examiners  evaluate  loans?  (b)  Describe  exami- 
ners'' initial  training ;  especially  as  it  relates  to  new  developments  in 
h  nding  practices;  continuing  training ;  materials  continuously  fur- 
nislied  regarding  ths  economy  and/ or  corporate  or  particular  industry 
conditions ;  supervisory  oversight  of  examiners  and  examination  re- 
ports; and  (c)  the  loan  evaluation  process  itself. 

Ansioer.  (a)  In  no  phase  of  bank  examination  is  the  examiner's 
skill  in  interpretation  of  facts  and  exercise  of  sound  judgment  sub- 
jected to  greater  test  than  in  the  evaluation  of  loan  portfolios  and  the 
appraisal  of  loan  policies.  Loan  evaluation  requires  detailed  knowl- 
edge of  laws  and  regulations,  as  well  as  familiarity  with  accounting 
practices  and  the  characteristics  of  industry  and  business  conditions. 

To  evaluate  loans,  examiners  must  understand  the  technicalities  of 
the  particular  kind  or  type  of  credit.  This  involves  knowledge  of  the 
mechanics  of  credit  extension  and  the  nature  of  documentary  require- 
ments, along  with  the  capacity  to  interpret  financial  statements  as 
they  apply  to  individual  types  of  credit.  Bank  loan  files  are  used  as  the 
"basic  source  of  background  information  and  analytical  material  to 
reveal  the  condition  of  the  borrower,  the  details  surrounding  the  loan 
application,  the  requirements  established  by  the  bank,  and  the  ader 
quacy  of  loan  documentation. 
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Individual  loans  are  evaluated  as  to  their  quality,  current  or  delin- 
quent status,  compliance  with  technical  requirements,  conformity  with 
law  and  regulations,  and  relationships  to  the  bank's  directors,  officers, 
employees  and  their  interests.  Often  quality  judgments  are  of  primary 
importance  when  the  examiner  determines  a  loan  involves  more  than 
normal  risk.  In  these  cases  the  examiner  uses  objective  criteria  based 
on  his  knowledge  and  experience  to  arrive  at  a  subjective  analysis  of 
the  quality  of  the  loan  under  evaluation.  Should  the  credit  contain 
risks  beyond  those  acceptable  for  bank  investment,  the  loan  is  ''classi- 
fied" (criticized)  in  the  examination  report.  In  analyzing  credit  risk, 
the  examiner  considers  such  factors  as  the  financial  condition  of  the 
borrower,  payment  record  and  sufficiency  of  security.  If  his  analysis 
indicates  undue  risk  is  present,  he  classifies  the  loan  as  either  '"substand- 
ard," "'doubtful"  as  to  collectibility,  or  ''loss,"  depending  on  the  de- 
gree of  exposure  to  the  bank. 

Examiners  also  evaluate  loan  policies,  collection  practices  and  con- 
centrations of  risks.  Not  only  does  the  examiner  determine  whether 
the  bank's  loan  policy  is  acceptable,  but  he  also  determines  whether 
actual  performance  is  consistent  with  policy  and  directors  are  familiar 
with  lending  activities.  The  most  appropriate  policies  still  require 
proper  administration,  effective  collection  procedures  and  supervision 
by  management  and  directors. 

Concentrations  of  credits  to  particular  lines  of  industry  or  classes 
of  borrowers  may  be  a  potential  danger  to  the  bank  because  of  the  di- 
rect and  cumulative  effect  of  adverse  developments  affecting  such  in- 
dustry or  borrowers.  Diversification  of  risk  is  highly  desirable  and  a 
major  consideration  in  loan  evaluation. 

(b)  Initial  training  of  examiners  consists  of  on-the-job  field  experi- 
ence supplemented  by  schooling  at  the  regional  Reserve  Bank  and  at 
the  Board's  offices.  The  training  process,  as  it  relates  to  new  develop- 
ments in  lending  practices,  is  usually  evolutionary.  Field  examiners 
are  usually  the  first  to  learn  of  new  developments  in  lending 
practices  since  they  are  continuously  exposed  to  banks  of  all  sizes 
throughout  the  nation.  Knowledge  of  such  developments  is  made 
known  to  Reserve  Bank  officials  and  supervisory  personnel  who  re- 
view conclusions  of  examiners  and,  when  appropriate,  they  establish 
norms  for  future  guidance.  Where  necessary,  training  in  the  particular 
development  may  be  included  in  the  curriculum  of  examiner  schools. 

Career  development  is  primarily  based  on  field  training.  Years  of 
experience  are  ordinarily  involved,  particularly  in  learning  the  tech- 
nicalities of  the  numerous  operations  of  large  banks.  Formal  training 
in  bank  operations  is  available  at  schools  operated  by  the  examin- 
ing agencies,  universities  and  various  banking  organizations.  Some 
offer  general  courses  in  bank  administration,  while  others  cover  more 
specific  subjects  such  as  the  analysis  of  agricultural,  real  estate  and 
consumer  loans.  Some  universities  specialize  in  training  examiners  on 
their  campuses  or  through  correspondence  courses. 

The  examining  staff  of  each  Reserve  Bank  is  under  the  supervision 
of  a  chief  examiner  or  other  official  at  the  Reserve  Bank.  Oversight  of 
the  examination  reports  is  conducted  at  the  Reserve  Bank,  where  all 
examination  reports  are  reviewed  and  processed  before  transmittal  to 
the  banks  examined.  In  all  cases,  an  official  performs  a  final  review  and 
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prepares  and  forwards  a  memorandum  summarizing  the  findings  of 
the  examination  to  the  Board  together  with  copies  of  the  examination 
report  and  other  pertinent  documents.  Staff  of  the  Board  subsequently 
reviews  the  reports  of  examination  and  the  corrective  action  taken  by 
the  Reserve  Bank  to  determine  the  adequacy  of  the  report  and  th* 
supervisory  action. 

(c)  The  specific  process  for  loan  evaluation  followed  by  examiners 
varies  somewhat  among  the  several  districts,  but  it  may  be  described 
srenerallv  as  follows : 


erai  ledger,  uonaterai  supporting  loans  is  piaueu  unuei  wuuvi  and 
subsequently  verified  if.  after  determining  the  adequacy  of  the  bunk's 
internal  audit  controls  and  safeguards,  it  is  deemed  necessary.  In  most 
brinks,  the  individual  loan  review  is  confined  to  all  past  clue  loans  and 
all  other  credits  above  a  designated  amount  determined  by  the  exam- 
iner after  considering  such  factors  as  size  of  the  bank,  quality  of  the 
loan  account  at  the  previous  examination,  and  competence  of  manage- 
ment. 

In  large  banks,  for  example,  the  loan  review  may  be  confined  to 
credits  of  $1  million  or  more.  Although  all  loans  are  not  reviewed^ 
some  80  to  90  per  cent  of  the  dollar  total  of  loans  is  usually  covered. 
Real  estate  mortgages  and  consumer  loans  are  usually  made  in  amounts 
below  the  cut-off  chosen  and  are  therefore  not  reviewed  individually. 
However,  the  lending,  collection,  operating,  and  internal  control  poli- 
cies and  practices  of  both  those  departments  are  carefully  reviewed 
to  determine  that  they  are  adequate  and  sounds  Generally,  a  repre- 
sentative sample  of  the  loans  in  both  departments  is  reviewed  and 
evaluated  to  verify  that  stated  policies  and  practices  are  followed  in 
the  lending  operation. 

The  scope  followed  assures  an  adequate  coverage  of  all  of  the  sig- 
nificant commercial  and  industrial  credits  and  all  other  loans  that  are 
of  sufficient  size  to  jeopardize  the  capital  account  if  they  have  deterior- 
ated or  should  deteriorate  in  quality.  The  examiner  is  usually  able  to 
determine  in  the  early  stages  of  his  review  if  there  is  a  general  deteri- 
oration in  the  loan  portfolio  and  whether  the  cut-off  point  for  indi- 
vidual loan  reviews  should  be  lowered. 

The  examiner  in  charge  has  "line  cards"  prepared  for  those  individ- 
ual credits  to  be  reviewed.  On  each  line  card  is  recorded  the  name  and 
address  of  the  borrower,  the  outstanding  balances  of  all  notes,  and  such 
credit  information  as  date  of  origin  of  each  indebtedness,  maturity 
date  or  payment  schedules,  co-signers,  endorsers,  guarantees,  and  de- 
scription and  current  value  of  any  securities  or  other  collateral  held. 
Credit  files  are  reviewed  to  obtain  for  the  line  cards  the  borrower's 
occupation  or  business,  past  credit  experience,  purpose  of  the  credit, 
loan  and  repayment  agreements,  financial  statements  of  the  borrow- 
ers, co-signers,  or  guarantors. 

Based  on  the  information  thus  obtained,  the  examiner  makes  a 
judgment  as  to  the  general  quality  and  acceptability  of  each  loan.  If 
there  is  insufficient  information  to  accurately  judge  credit  quality,  the 
examiner  discusses  the  loan  with  the  lending  officers  to  obtain  sufficient 
information  to  make  a  credit  evaluation.  Loans  that  appear  initially  to 
warrant  listing  in  the  report  as  criticized  loans  are  discussed  with 
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management.  If  elements  of  undue  risk  are  evident,  the  loans  are  listed 
in  the  examination  report  under  either  of  the  categories,  ''specially 
mentioned,"  "substandard,"  "doubtful,''  or  "loss,"  depending  on  the 
judgment  of  the  examiner  as  to  the  degree  of  risk  involved. 

Question  No.  B.15 

(a)  Apart  from  matters  covered  by  the  preceding  question,  what 
established  procedures  are  there  to  keep  examiners  abreast  of  re- 
gional, notional,  and  international  economic  and  credit  market  con- 
ditions aiul  prospects  that  are  relevant  to  evaluation  of  bank  sound- 
ness? (b)  To  what  extent  do  these  factors  enter  into  the  conduct  of 
examinations  and  the  findings  of  examiners? 

Answer  (a)  One  of  the  important  established  procedures  is  the 
Board's  SR  series  of  communications  with  Eeserve  Banks  (cop}'  of 
sample  is  attached).  These  communications  emanate  from  the  Board's 
Division  of  Banking  Supervision  and  Regulation  and  are  for  the  pur- 
pose of  keeping  examiners  current  regarding  relevant  developments 
within  the  banking  industry,  whether  they  are  regional,  national  or 
international.  The  SR  communications  are  often  incorporated  in  the 
examination  manuals  of  the  Reserve  Banks,  comprising  one  method 
by  which  revisions  in  the  examination  process  or  new  procedures  can 
be  promptly  implemented. 

In  addition  to  regional  examination  manuals,  the  Board  publishes 
various  manuals  for  use  of  examiners.  The  Board's  publications — in 
such  areas  as  commercial  examination,  trust  examination,  EDP  exam- 
ination and  Truth  in  Lending — are  rewritten  or  revised,  as  applicable, 
to  reflect  changes  in  examination  philosophy  or  approach.  The  manual 
revisions  are  then  forwarded  to  the  Reserve  Banks  with  instructions 
for  implementation. 

Conferences  of  examination  personnel  have  long  been  used  within 
the  Reserve  System  to  update  examiners  on  developments  in  the  bank- 
ing industry.  Each  Reserve  Bank  generally  has  an  annual  conference 
of  its  examination  staff  at  regional  headquarters  in  which  Board 
personnel  often  participate.  Semi-annual  supervisory  conferences  on 
bank  and  holding  company  matters  are  held  each  year  in  Washington 
and  in  the  city  in  which  the  annual  Conference  of  State  Bank  Super- 
visors is  held.  Both  conferences  are  attended  by  supervisory  officials 
of  the  Board's  staff  and  Reserve  Banks.  Holding  one  conference  in 
conjunction  with  the  annual  Conference  of  State  Bank  Supervisors 
facilitates  the  interchange  of  information  between  Federal  and  State 
bank  supervisors. 

In  addition  to  formal  schools  for  training  examiners,  the  Board 
sponsors  national  and  regional  seminars  for  more  senior  examiners 
or  experienced  assistants.  In  all  those  schools  and  seminars  special 
efforts  are  made  to  update  examiner  knowledge  in  the  light  of  current 
banking  developments. 

Oilier  procedures  for  keeping  examiners  abreast  of  new  develop- 
ments include  telephonic  conference  calls  with  Reserve  Bank  officials 
and  temporary  assignment  of  Reserve  Bank  examiners  to  operational 
desks  in  Washington.  Conference  calls,  with  several  or  all  Reserve 
Banks,  are  used  to  deal  with  problems  of  an  urgent  character.  The 
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Board  has  found  it  expedient  to  utilize  Reserve  Bank  examiners  tem- 
porarily for  actual  Board  tasks,  particularly  in  the  international  area, 
to  assist  in  the  processing  of  pertinent  applications  and  to  serve  as  a 
training  vehicle  for  examiners  preparing  for  subsequent  field  inspec- 
tions of  international  banking  departments  and  Edge  Act  Cor- 
porations. 

(b)  The  above  considerations  are  vitally  important  to  the  conduct 
of  examinations.  During  the  seventies,  the  Board  has  become  increas- 
ingly aware  of  the  necessity  for  prompt  reaction  to  changing  economic 
conditions,  both  national  and  international,  and  the  fact  that  banking 
changes  spread  rapidly  throughout  the  nation.  A  dynamic  banking 
industry  requires  that  examiners  be  knowledgeable  of  current  develop- 
ments in  the  industry  to  assure  that  their  findings  and  conclusions 
are  consistent  with  existing  conditions  and  developing  innovations. 

[The  sample  of  communication  with  Federal  Reserve  Banks  from 
the  Board  of  Governors  of  the  Federal  Reserve  System  with  an  at- 
tachment "Proposed  Formula  Approach  for  REIT  Classification" 
follow :] 

Board  of  Governors  of  the  Federal  Reserve  System, 

Division  of  Banking  Supervision  and  Regulation 

Washington,  D.C.,  June  10, 1975. 

To  the  Officer  in  Charge  of  Examinations  at  Each  Federal  Reserve  Bank : 

Enclosed  is  an  outline  of  a  "formula"  prepared  by  the  Federal  Reserve  Bank 
of  New  York  for  use  in  the  classification  of  loans  to  REITs. 

Board  staff  has  reviewed  the  "formula"  and  regards  it  as  a  reasonable  method 
for  assigning  classification  categories  to  REIT  credits.  While  we  believe  that  the 
process  of  appraising  the  quality  of  loans  cannot  be  reduced  to  a  rigid  formula, 
the  approach  outlined  by  the  New  York  Reserve  Bank  is  believed  to  be  a  useful 
tool  for  this  unique  industry  during  the  present  period  of  uncertainty  concerning 
the  ultimate  value  of  troubled  real  estate  projects. 

The  material  is  being  forwarded  to  you  for  use  as  you  see  fit.  We  suggest  that 
the  "formula"  be  made  available  to  your  field  examiners  who  may  wish  to  use 
it  as  an  aid  in  their  analysis  of  REIT  loans. 

Brenton   C.   Leavitt, 

Director. 

Enclosure. 

Proposed  Formula  Approach  for  REIT  Classification 

As  we  know,  both  the  Board  and  the  management  of  the  various  banks  which 
are  heavily  involved  in  financing  this  industry  are  becoming  increasingly  con- 
cerned with  the  more  adverse  classifications  being  accorded  these  credits  as  time 
progresses.  Of  particular  concern  are  those  REITs  which  have  been  classified 
doubtful. 

Moreover,  we  are  also  aware  that  substantive  problems  have  arisen  in  en- 
deavoring to  properly  classify  REIT  credits.  Of  particular  consequence  has  been 
the  general  lack  of  detailed  information  concerning  the  REITs'  portfolios.  Also, 
due  to  the  volume  of  supplied  material  (although  still  lacking  adequate  details) 
submitted  by  the  REITs,  a  tremendous  number  of  examiner  mandavs  are  being 
expended  in  this  area. 

As  a  result  of  the  aforementioned,  a  formula  (see  illustrative  formula  at- 
tached) has  been  devised  which  should  provide  both  a  more  appropriate  classi- 
fication, and  substantially  cut  back  the  number  of  required  examiner  mandays 
in  arriving  at  a  meaningful  conclusion.  The  basic  formula  together  with  certain 
underlying  assumptions  and  conclusions  is  as  follows : 

(a)  Cash  and  short-term  investments  are  considered  "good"  assets,  and  as 
such,  are  included  in  collectible  assets.  (However,  in  most  instances,  this  will 
not  be  a  significant  factor  due  to  the  average  REIT's  minimal  cash  position.) 


542 

.  b  i  A  REIT's  "problem  loans"  are  defined  as : 

1.  Past  Due. 

2.  Non-accrual  status. 

3.  Foreclosed  properties  (real  estate  owned). 

4.  Properties  in  process  of  foreclosure. 
o.  Bankruptcies. 

6.  Otherwise  defined  as  representing  a  problem  situation. 

(c)  An  arbitrary  50%  of  such  assets  designated  as  problems  will  be  equated 
to  total  senior  debt  to  determine  the  approximate  shortfall. 

(d)  "Shortfall"  is  defined  as  representing  the  total  dollar  (also  figured  as 
percentage)  shortage  of  a  REIT's  apparent  collectible  assets  in  relation  to  its 
outstanding  senior  debt. 

(e)  Because  of  the  doubtful  collectibility  aspects  of  the  problem  loans  which 
result  in  the  "shortfall,"  the  latter  amount  will  be  doubled  and  the  resulting 
amount  classified  as  doubtful,  which  in  turn,  will  have  the  net  effect  of  reducing 
the  bank's  capital  funds  by  100%  of  the  estimated  (loss)  shortfall. 

The  amounts  inserted  in  the  attached  formula  are  for  illustrative  purposes 
only  and  are  based  on  an  approximate  prevailing  ratio  of  2.5-1  of  liabilities 
versus  equity  (including  subordinated  debt)  found  in  the  average  REIT.  Also, 
an  assumption  that  the  REIT  reported  that  75%  of  its  portfolio  constituted  a 
"problem"  status  (as  defined)  and  that  the  individual  bank's  participation  equals 
10%  of  the  total  consortium  loan. 

REIT  Classification  Formula  (Illustrative) 

[In  millions] 
Cash $3 

Short-Term    Investments 1 

Total  REIT  Portfolio 340 

Subtotal    344 

Total  prrrblpm  loans  (75%) 255 

50%  of  problem  loans — 127 

Net  problem  loans —128 

Total  Assets  considered  ultimately  collectible 216 

Total  Senior  Debt 250 

Shortfall  (collectible  assets  versus  total  senior  debt=14%) —34 

Total  ultimate  principal  repayment  reasonably  expected 216 

Bank's  share  of  total  senior  debt  (10%) 25 

Shortfall     (14%) —4 

Total  ultimate  principal  repayment  reasonably  expected 21 

Computation  f<>r  determining  classification  in  bank  examination  report: 

Doubtful    (2X4  (shortfall)) 8 

Sub  d   (remaining  balance  of  credit) 17 

Total   25 

Question  No.  B.16 

How  do  examiners  find,  measure  and  evaluate  exposures  to  risk: 
(")  associated  with  interest  rate  movements  when  the  maturities  of 
<  and  liabilities  do  not  match,  (l>)  from  iti  ms  not  shown  on  bol- 
ts {e.g.,  loan  commitments  <<nd  standby  letters  <>i  credi 
Ht  w  can  >e  exposure  to  these  risks  best  be  prevented? 

Answer,  (a)  Other  than  \w  some  foreign  banking  operations,  ii  is 
usua]  for  a  bank's  asset,  and  liability  maturities  to  be  mismatched.  The 
nature  of  the  banking  business  is  such  thai  assets  almost  always  have 
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a  longer  average  maturity  than  liabilities,  many  of  which  are  payable 
on  demand.  In  general,  experience  reveals  that  this  mismatch  in 
maturities  is  not  unduly  risky  provided  the  differences  are  kept  within 
prudent  dimensions. 

During  periods  of  relative  interest  rate  stability,  fluctuations  are 
seldom  so  great  as  to  have  a  serious  impact  on  bank  earnings,  let  alone 
raise  questions  as  to  a  bank's  viability.  During  such  periods  interest 
rate  fluctuations  are  not  of  major  concern  to  examiners. 

More  recently,  the  variable  effect  of  sharp  interest  rate  fluctuations 
on  bank  assets  and  liabilities  has  been  large  enough  to  cause  concern  to 
both  bankers  and  examiners.  To  minimize  the  risks  inherent  in  holding 
fixed  rates  on  loans  while  paying  a  variable  cost  for  deposits  and  other 
funds,  bankers,  with  the  encouragement  of  examiners,  began  using 
variable  rate  loan  instruments  on  which  the  rate  of  interest  moves  up 
or  down  with  some  predetermined  guideline  such  as  the  prime  rate. 
Steps  have  also  been  taken  to  lengthen  maturities  of  liabilities,  and 
thus  minimize  somewhat  the  danger  that  the  difference  between  inter- 
est paid  and  interest  received  will  become  seriously  adverse  to  the 
bank's  earnings.  Adverse  fluctuations  in  interest  rates  are  detrimental 
to  an  institution's  capital  structure  if  assets  must  be  liquidated  at  a 
discount  prior  to  maturit}\ 

It  is  not  customary  for  examiners  to  attempt  to  project  future  in- 
terest rate  movements.  However,  should  his  review  of  a  bank's  earn- 
ings and  the  maturity  profile  of  its  assets  and  liabilities  suggest  that 
the  bank  is  following  policies  which  might  seriously  hamper  its  ability 
to  cope  with  changing  interest  rates,  then  the  matter  would  be  of  major 
concern  to  him. 

(b)  As  noted  in  the  answer  to  question  A.2.(4)  certain  steps  have 
been  taken  by  the  Board  to  deal  with  the  risk  involved  in  loan  commit- 
ments and  standby  letters  of  credit.  The  Board's  concern  with  the  risks 
in  loan  commitments  led  to  its  action  in  April  1973  requesting  member 
banks  to  review  carefully  outstanding  loan  commitments.  Member 
State  banks  were  requested  to  maintain  a  record  of  such  commitments, 
to  review  them  periodically  and  to  relate  overall  credit  risks  involved 
to  the  banks'  total  capital  accounts.  Federal  Reserve  examiners  were 
instructed  to  review  commitments  with  bank  management  to  determine 
whether  there  was  due  consideration  given  to  the  risks  involved  when 
the  commitments  were  granted.  (See  the  answer  to  question  A.  2(4) ). 

With  respect  to  standby  letters  of  credit,  the  Board  has  required  that 
total  amounts  of  such  instruments  be  shown  on  banks'  Reports  of  Con- 
dition beginning  with  the  December  1973  report.  Moreover,  the  Board 
amended  its  Regulation  H  to  require  that  the  total  of  standby  letters 
of  credit  be  added  to  other  loans  to  determine  a  borrower's  legal  loan 
limits.  (A  copv  of  the  Board's  regulatory  amendment  limiting  standby 
letters  of  credit  is  contained  in  the  answer  to  question  A.  2(4) ). 

Question  No.  B.17 

(a)  Id ow  do  examiners  find,  measure  and  evaluate  concentration  of 
loans  {or  other  exposures)  to  p-articular  individuals  or  related  (for- 
rnally  or  not)  groups  of  individuals,  or,  to  particular  lines  of  business 
or  other  activities?  (b)  Have  recent  developments  indicated  a  need  for 
improvement? 
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Answer,  (a)  During  the  loan  evaluation  process,  the  examiner  devel- 
ops a  list  of  all  direct  and  indirect  extensions  of  credit  to  individual 
borrowers  and  concentrations  of  credit  to  the  same  or  related  interests 
or  to  particular  lines  of  industry  that  are  large  in  relation  to  the  capi- 
tal and  total  resources  of  the  bank.  Information  on  such  credits  is 
typically  gleaned  from  the  bank's  credit  files  and  other  records  and 
from  discussions  with  bank  personnel.  Concentrations  of  credit  to  par- 
ticular lines  of  industry  may  be  a  source  of  potential  loss  to  the  bank 
because  of  the  direct  and  cumulative  effect  of  any  adverse  developments 
affecting  such  industry.  Not  infrequently  the  inclusion  of  the  aggre- 
gate of  such  loans  in  the  Report  of  Examination  brings  the  matter  to 
the  attention  of  management  who  previously  may  have  not  fully  rec- 
ognized the  extent  of  the  concentration. 

Examiners  evaluate  the  risk  involved  with  respect  to  both  the  qual- 
ity of  loans  comprising  the  concentration  and  the  exposure  to  risk  in- 
herent in  any  such  credit. 

(b)  In  general,  we  feel  that  our  examination  procedures  for  ascer- 
taining and  evaluating  concentrations  of  credit  are  effective  and  that 
no  major  change  in  our  practices  is  needed.  However,  certain  aspects 
of  the  procedures  followed  are  currently  under  review,  especially  with 
attention  to  the  issue  of  impelling  prompt  remedial  action  if  excessive 
loan  concentrations  are  found. 

Question  No.  B.18. 

(a)  How  is  the  examination  of  foreign  branches  and  subsidiaries 
of  U.S.  banks  carried  out?  (Include  a  discussion  of  the  problems  for 
supervision  raised  by  Eurodollar  operations,  including  interbank 
loans:  foreign  exchange  trading  exposure;  other  exposure  to  chang*  s 
in  exchange  rates;  risks  of  unforeseen  capital  controls,  and  risks  of 
expropriation.)  (b)  How  is  the  examination  of  ac/iritn's  of  the  home 
office  related  to  thai  of  branches  and  subsidiaries?  (c)  Are  there  coun- 
tries where  U.S.  banks  are  not  permitted  to  do  business  because  of  the 
inadequacy  of  the  covnt/y's  regulation?  If  so,  ichat  standards  are  used 
in  applying  these  prohibitions? 

Answer,  (a)  In  carrying  out  its  supervisory  responsibilities  under 
Sections  25  and  25(a)  of  the  Federal  Reserve  Act,  the  Board  has  al- 
ways sought  to  assure  that  the  foreign  branches  and  subsidiaries  of  all 
member  banks  of  the  Federal  Reserve  System  are  operated  in  a  safe 
and  prudent  manner  so  as  not  to  encroach  on  the  stability  and  effective- 
ness of  the  banking  system  in  the  United  States.  To  avoid  a  duplica- 
tion of  supervisory  efforts,  the  Board  lias  relied  on  the  Office  of  the 
Comptroller  of  the  Currency  to  monitor,  through  the  examination 
profess,  the  operations  of  the  foreign  branches  and  directly-owned 
subsidiaries  of  national  banks,  concentrating  its  own  effort  on  the  sur- 
veillance of  the  foreign  activities  of  State-chartered  member  banks. 
The  Board's  surveillance  of  these  activities  has  been  carried  out  for  the 
past  seven  years  through  on-site  examinations  of  selected  overseas 
branches  (examinations  conducted  abroad)  as  well  as  through  exami- 
nations of  all  overseas  branches  and  subsidiaries  conducted  from  head 
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offices  in  the  United  States  on  the  basis  of  information  received  from 
abroad.  The  term  "survey"  has  been  used  for  the  latter  type  of 
examination. 

Prior  to  1969,  on-site  examinations  were  conducted  at  irregular  in- 
tervals while  survej^s  were  used  as  the  main  supervisory  tool  in  moni- 
toring the  activities  of  the  branches  and  subsidiaries.  A  program  of 
regular  on-site  examinations  of  branches  was  initiated  in  1969  in  re- 
sponse to  growing  supervisory  concern  over  the  increasing  share  of 
assets  held  by  those  branches  in  the  total  assets  of  the  banks,  the  in- 
creasing involvement  of  the  branches  in  the  Eurodollar  interbank 
lending  activities,  and  the  expanding  volume  of  the  overseas  foreign 
exchange  trading  operations.  The  program,  which  is  under  the  Board's 
continuous  review,  does  not  call  for  regular  on-site  examination  of  the 
foreign  subsidiaries  of  State  member  banks  although  a  number  of  sub- 
sidiaries have  received  limited  scope  on-site  examinations  of  particu- 
lar activities. 

The  basic  difference  between  an  on-site  examination  and  a  survey 
is  that  an  on-site  examination  is  based  on  records  of  original  entries 
while  a  survey  is  based  on  reports  submitted  periodically  to  the  head 
office.  However,  the  latter  do  allow  for  a  general  review  and  appraisal 
of  a  substantial  portion  of  the  assets  of  a  branch  or  subsidiary  includ- 
ing interbank  placements ;  an  assessment  of  the  ability  of  a  branch  or 
subsidiary  to  meet  the  outstanding  obligations ;  review  of  the  internal 
and  external  audit  programs;  and  an  appraisal  of  potential  risk  ex- 
posure and  liquidity  requirements  resulting  from  such  contingencies 
as  loan  commitments  and  guarantees  or  their  equivalents.  Credit  and 
other  information  on  large  borrowers  (including  interbank  place- 
ments) is  generally  available  at  the  head  office  or  easily  obtained  from 
abroad. 

An  important  area  of  a  branch  or  subsidiary  operation  with  large 
risk  potential,  namely,  the  foreign  exchange  trading  and  money 
market  operations,  cannot  be  properly  reviewed  from  the  records 
maintained  at  the  head  office.  It  was.  therefore,  decided  to  place  added 
emphasis  on  the  review  of  these  activities  at  all  on-site  examinations 
of  overseas  branches.  As  a  consequence,  the  examination  includes  an 
in-depth  review  of  systems  and  procedures  as  they  relate  to  foreign 
exchange  and  money  market  operations.  This  is  to  establish  that 
the  branch's  records,  systems  and  controls,  in  this  and  other  areas, 
conform  to  generally  accepted  sound  practices,  effectively  minimize 
anjr  loss  potential,  and  accurately  reflect  the  branch's  trading  and 
money  market  positions.  Noted  deficiencies  are  brought  to  the  atten- 
tion of  senior  management  and  the  board  of  directors  for  correction 
in  the  form  of  specific  comments  by  the  examiner  in  the  report  of 
examination. 

There  are  no  formal  guidelines  to  define  what  represents  excessive 
or  unreasonable  risks  in  currency  positions,  maturity  distributions, 
or  volume  of  trading  activity.  A  reasonable  risk  to  one  bank  may 
not  necessarily  constitute  an  acceptable  risk  to  another  institution. 
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Therefore,  in  the  examination  process  the  final  overall  appraisal  of 
the  foreign  exchange  trading  and  money  market  activities  of  any 
foreign  branch  or  the  bank  as  a  whole  takes  into  consideration  the 
competence  of  the  senior  trader  and  of  senior  management,  the  depth 
and  quality  of  internal  control  and  audit  staffs,  and  the  broad  range 
of  international  activities  and  objectives  of  the  bank. 

Any  U.S.  bank  which  operates  a  foreign  branch  or  subsidiary,  or 
for  that  matter  extends  a  loan  to  a  foreign  borrower,  may  by  virtue  of 
such  operations  be  exposed  to  risks  of  unforeseen  capital  controls  or 
expropriation  up  to  the  amount  of  its  capital  investment.  However,  a 
bank  can  frequently  take  steps  to  minimize  or  eliminate  these  risks. 
and  bank  examiners  review  this  aspect  of  bank  management  as  part 
of  the  overall  examination  procedure. 

(b)  The  examiner  in  charge,  during  his  review  of  the  affairs  of  a 
State  member  bank,  will  also  review  the  reports  of  examination  of 
subsidiary  organizations  and  on-site  examination  reports  of  overseas 
branches  in  order  to  ascertain  what  impact  the  subsidiary  or  branch 
may  have  on  the  condition  of  the  total  institution.  If  the  examiner 
deems  any  criticisms  found  in  the  subsidiary  or  the  branch  reports  to 
be  significant  in  terms  of  the  parent  bank,  he  may  incorporate  such 
criticisms  in  his  report  of  examination  or  to  make  reference  to  the 
subsidiary  or  branch  examination  reports. 

(c)  We  do  not  know  of  any  country  where  U.S.  banks  are  not  per- 
mitted to  do  business  because  of  the  inadequacy  of  the  country's  regu- 
lations. Regardless  of  local  regulation,  American  banks  operating 
abroad  are  still  subject  to  American  prudential  supervision,  and  are 
expected  to  conduct  their  affairs  in  a  sound  manner. 

Question  No.  B.19 

Do  foreign  hanking  authorities  play  an  important  role  in  policing 
the  soundness  of  foreign  operations  of  U.S.  banks  and  bank  holding 
companies?  What  relevant  information,  if  any,  is  obtained  from  for- 
eign hanking  authorities?  IIoiv  is  information  provided  by  I  T.S.  hanks 
or  by  foreign  hanking  authorities  relating  to  overseas  operations 
verified? 

Answer.  Although  the  degree  of  supervision  of  foreign  operations 
of  U.S.  banks  and  bank  holding  companies  by  foreign  banking  au- 
thorities varies  from  country  to  country,  in  general  such  supervision 
cannot  be  considered  sufficient  from  a  U.S.  supervisory  standpoint. 
Foreign  banking  authorities  regulate  or  supervise  only  those  foreign 
branches  and  subsidiaries  (of  U.S.  banking  organizations)  that  are 
located  in  their  respective  countries,  and  thus  do  not  have  a  knowledge 
of  how  the  operations  of  those  branches  or  subsidiaries  fit  into  the 
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overall  operations  of  the  U.S.  banking  organizations.  However,  in- 
formed central  bank  contacts  are  an  important  source  of  information 
on  developments  abroad  that  may  directly  or  indirectly  affect  the  for- 
eign operations  of  U.S.  banks.  In  addition,  as  noted  in  the  response  to- 
Question  A.2(7),  a  committee  on  banking  regulation  and  supervisory 
practices  has  been  established  to  review  and  improve  supervisory  prac- 
tices with  respect  to  the  international  activities  of  banks. 

The  information  provided  by  U.S.  banks  on  their  foreign  operations, 
in  the  form  of  reports  of  condition  or  other  reports  submitted  to  the 
Board,  is  verified  during  the  examination  of  head  offices  by  comparing 
such  reports  to  trial  balances  or  other  detailed  data  obtained  from  the 
reporting  entities  as  of  the  same  dates.  Likewise,  during  on-site  exami- 
nations of  overseas  offices,  examiners  review  audits  and  other  reports 
prepared  for  the  head  office  for  completeness  and  accuracy.  Upon  re- 
turn to  the  head  office,  the  examiners  will  check  up  to  see  if  head  office 
personnel  reviews  and  understands  the  information  generated  by  its 
own  internal  reporting  system  and  auditors.  This  check-up  by  the  ex- 
aminers on  head  office  use  of  information  received  from  overseas  offices 
is  part  of  the  examiners'  effort  to  determine  if  senior  management  is 
exercising  proper  supervision  and  control  of  the  overseas  offices. 

Question  No.  B. 20 

What  procedures  are  used  to  detect  possible  fraud?  How  do  exam- 
iners seek  to  detect  conflicts  of  interest  both  within  the  bank  and  be- 
tioeen  the  bank  and  its  affiliates?  What  regulations  or  other  criteria 
does  your  agency  have  in  the  areas  of  fraud  and  conflicts  of  intt  i  est? 

Answer.  Internal  fraud  is  more  likely  to  be  detected  through  an  au- 
dit than  an  examination.  The  examination  process  is  not  and  should  not 
be  considered  an  audit;  the  examination  function  concerns  itself  pri- 
marily with  appraisal,  while  an  audit  is  primarily  concerned  with 
certification  of  the  accuracy  of  financial  statements.  However,  there  are 
certain  verification  procedures  necessarily  followed  in  the  examina- 
tion process  that  are  also  characteristically  performed  by  auditors. 
The  verification  procedures  utilized  by  examiners  depend  on  the  scope 
and  effectiveness  of  the  bank's  own  audit  procedures,  internal  controls, 
and  personnel,  as  well  as  the  condition  of  the  particular  institution.  In 
this  regard,  examiners  use  an  internal  controls  questionnaire  (sample 
follows)  to  aid  in  evaluating  each  bank's  internal  control  procedures. 
In  small  banks  with  limited  staff,  adequate  internal  controls  or  safe- 
guards are  often  lacking ;  in  such  banks  more  audit-oriented  checking 
by  examiners  is  required.  However,  in  a  bank  with  a  competent  and 
effective  auditing  department,  requiring  such  procedures  by  examiners 
as  well  would  not  be  justified. 
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INTERNAL  CONTROLS 

(Where  answer  is  negative,  describe  situation  on  page  2  or  on  next  sheet,  indicate  possible  corrective  action  and  describe 

corrective  action  proposed] 


Yes 


No 


Yes 


No 


CASH  AND  DUE  FROM  BANKS 

1.  Is  each  teller's  cash  properly  segregated 

and  controlled? 

2.  Are  cash  items  (including  holdovers)  and 

teller's  differences  recorded  and  regu- 
larly scrutinized  by  an  officer? 

3.  (a)  Are  correspondent  accounts   properly 

and  independently    reconciled? 

(b)  Is  a  permanent  reconcilement  record 
maintained? 

SECURITIES 

4.  Is  joint  control  or  other  adequate  safe- 

guard in  effect? 

5.  Is  independent  verification  adequate  and 

satisfactorily  frequent? 

6.  Are  purchase  and  sale  invoices  verified 

and  properly  filed? 

LOANS  AND  DISCOUNTS 

7.  Are  satisfactory  note  register  and  collater- 

al records  maintained? 

8.  Are  notes  and  collateral  periodically  and 

occasionally    independently    verified?. 

9.  Are  receipts  obtained  and  filed  for  re- 

leased and  substituted  collateral? 

10.  Are  paid  notes  so  stamped  and  returned 

immediately  to  customers?. 

11.  Is  it  the  practice  never  to   hold   notes 

signed  in  blank  by  customers? 

12.  Areirttre  '.discount  and  rebate  compu- 

tations independently  verified? 

REAL  ESTATE 

13.  Are  adequate  records  as  to  cost,  income 

and  expense  maintained  with  regard  io 
banking  house  to  other  real  estate? 

DEPOSIT  LIABILITIES 

14.  Are  deposit  ledger  bookkeepers  rotated?. 

15.  Does  no  employee  receive  deposits  and 

post  ledgers? 

16.  Are  ledgers  periodically  and  independ- 

ently proved  to  general  ledger? 

17.  Are    there    adequate    safeguards    sur- 

rounding the  regular  preparation,  proof 
and  delivery  of  statements  on  indivi- 
dual accounts? 

18.  Are  savings  passbooks  periodically  and 

independently  compared  with  ledgers 
when  presented? 

19.  (a)  Are  dormant  accounts  segregated 

and  controlled? 

(b)  Is  officer  approval  required  for  en- 
tries to  such  accounts? 

OVERDRAFTS 

20.  Is  approval  of  officer  required? 

21.  Is  permanent  daily  record  maintained?.. 

CENERAL  LEDGER 

22.  Is   it   satisfactory  and   sufficiently   de- 

tailed?....  

23.  Are  entries  authorized  or  reviewed  each 

day  by  an  officer  or  auditor?     ...    .. 

24.  Is  general  ledger  bookkeeper  separated 

from  making  entries  on  deposit  ledgers, 
handling  cash,  issuing  checks  alone 
and  from  control  over  other  trans- 
actions and  accounts? 


CHARGEOFF  ASSETS 

25.  Are  they  segregated  and  properly  con- 

trolled?....  ... 

CERTIFICATES  OF  DEPOSIT  AND  OFFICIAL 
CHECKS 

26.  Is  record  satisfactory  and  proved  period- 

ically and  independently? 

27.  Are  forms   numbered   by   printer  and 

never  signed   in   blank? 

SAFEKEEPING 

28.  Are  proper  receipts  given  and  obtained?. 

29.  (a)  Are  satisfactory  records  maintaineJ?. 
(b)  Independently  venfisd  periodically?. 

30.  (a)  Is  safe  deposit  vault  jseparate,  if 

maintained? 

(b)  Are  keys  never  retained? 

31.  Does  bank  refuse  to  accept  sealed  pack- 

ages for   safekeeping?... 

32.  Are  unissued  "E"  bonds  verified  with 

Reserve  Bank  periodically?... 

COLLECTIONS 

33.  Are  items  segregated  and  controlled? 

34.  Are  satisfactory  records  maintained? 

EARNINGS  AND  EXPENSES 

35.  Is  distribution  of  income  and  expense 

properly  shown  in  records? 

36.  Does  accrual  system,  if  any,  appear  to  be 

operated  properly? 

CAPITAL  STOCK 

37.  Are  suitable  records  currently   posted 

and  periodically  indepandently  proved?. 

38.  Are  surrendered   certihcares  cancelled 

and  filed  and  no  certificated  signed  in 
blank?.... 

DIRECTORS  AND  DIRECTORS' 

COMMITTEES 

39.  Are  the  following  accounts  frequently 

examined  by  the  directors  or  a  com- 
mittee thereof: 
(a;  Expense  account? 

(b)  Over  and  short  account? 

(c)  Overdraft  account? 

(d)  Cash  items? 

(e)  Charged-off  assets? 

40.  Do  minutes  record  action  as  noted  under 

No.  39  above? 

41.  Where  the  institution  is  too  small  for  a 

full  time  auditor  is  a  periodic  audit 
made  by  qualified  outside  accountants?. 

MISCELLANEOUS 

42.  (a)  Do  all  officers  and  employes  take 

ad?quate  annual  vacations?. 

(b)  Dotliey  remain  continuously  absent 
during  such  periods? 

43.  Are  errois  in  books  corrected  by  lining 

through  rather  than  erasing?. 

44.  Are    unhealed    differences   closed    out 

through  general  ledger? 

45.  Is  the  use  of  dual  controls  adequate? 
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AUDIT 


Yes        No 

Yes        No 

1.  Is  the  auditor  an  authorized  officer  with 
responsibilities  outlined  by  the  bank's 

4.  Does  the  auditorm  ake  examinations  and 
audits  of  all  departments  without  prev- 
ious consultation  with  any  officer? 

2.  Does  the  auditor  report  directly  to  the 

5.  Is  the     audit   program    in    writing   and 
adequate  with  regard  to  b:th  scope  and 

3.  Are  the  auditor's  written  reports  made 
available  to  the  examiner  and  is  the  au- 

6.  Is  the  examiner  satisfied  that  the  audit 

cuss  his  findings  with  the  examiner?. 

Major  audit-oriented  procedures  followed  in  conducting  an  exam- 
ination consist  essentially  of  proving  all  asset  and  liability  accounts 
against  the  bank's  general  ledger,  actual  verification  of  the  existence  of 
all  major  assets,  partial  verification  of  liabilities,  and  a  review  of  in- 
come and  expense  accounts. 

In  proving  assets  and  liabilities  to  the  general  ledger,  subsidiary  rec- 
ords are  either  totaled  directly  by  the  examiner  (mostly  in  smaller, 
non-automated  banks),  or  a  computer-generated  trial  balance  is  rec- 
onciled to  the  general  ledger,  taking  special  notice  of  any  open  or  un- 
posted items.  Special  EDP  examinations  are  conducted  to  determine 
and  help  ensure  the  reliability  of  computer-generated  reports. 

Verification  of  the  existence  of  all  major  assets  consists  generally 
of  sighting  those  on  hand  at  the  bank  (such  as  currency  and  coin,  cash 
items,  securities,  notes  and  other  assets),  verification  of  ownership  by 
checking  documents  of  title)  such  as  real  estate  or  repossessed  ve- 
hicles), or  direct  mail  verification  with  the  party  or  institution  hold- 
ing the  asset  (such  as  correspondent  bank  balances  or  securities  held  in 
safekeeping  elsewhere).  Certain  major  liabilities  are  usually  verified 
by  correspondence  with  the  depositor  or  creditor,  particularly  deposit 
balances  due  other  banks  and  the  Federal  Government,  and  liabilities 
representing  borrowed  money.  Deposits  of  individuals,  partnerships 
and  corporations  are  not  usually  verified  directly  with  the  depositor, 
although  all  banks  are  encouraged  to  follow  a  direct  verification  pro- 
gram that  i?  controlled  by  the  internal  auditor  or  by  an  independent 
accounting  firm.  Some  State  laws  require  periodic  direct  verification 
of  loan  and  deposit  accounts  by  the  State  examiner  or  an  independent 
firm. 

Income  and  expense  accounts  are  reviewed  with  special  attention 
given  to  large  or  unusual  items.  The  bank's  procedures  for  accounting 
for  and  controlling  income  and  expense  items  are  reviewed.  More  de- 
tailed audit  procedures  may  be  performed  on  a  test  basis  to  verify  that 
income  received  is  being  properly  reflected  on  the  bank's  books  and 
is  not  being  diverted  by  an  officer  or  employee,  and  that  the  expense 
items  are  legitimate  and  supported  by  proper  receipts  or  vouchers. 

In  attempting  to  detect  conflicts  of  interest,  each  bank's  manage- 
ment is  requested  to  supply  to  the  examiner  a  listing  of  all  loans  to 
directors,  officers  and  employees,  and  loans  to  organizations  in  which 
directors,  officers  or  employees  are  interested.  (Copies  of  sample  ques- 
tionnaires follow.) 
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Officer's  Questionnaire 

investments 

1.  Do  directors  authorize  (of  record)  purchases  and  sales?  If  not,  who  de- 
termines the  action  taken  and  does  board  subsequently  approve? 

2.  Is  a  definite  investment  policy,  outlined  by  the  directors,  in  effect?  If  so, 
summarize  briefly  that  policy. 

3.  Is  a  statistical  or  advisory  service  used? 

4.  Does  the  bank  underwrite  or  deal  in  securities? 

5.  Are  any  bonds  (a)  in  default  as  to  interest?  (b)  held  under  resale  agree- 
ment?        (c)  borrowed? 

6.  Have  any  investment  securities  been  sold  with  agreement  to  repurchase? 

SPECIAL   CUSTOMEE   ACCOMMODATIONS 

1.  Does  your  bank  purchase  or  sell  securities  on  account  for  any  customer (s) 
or  firm(s)?  If  so,  provide  full  information  on  the  manner  in  which  such 
transactions  are  handled. 

2.  Are  customers  who  are  renting  safe  deposit  boxes  allowed  to  leave  their 
keys  in  the  custody  of  any  bank  officer  or  employee?  If  so,  how  many  keys 
are  on  hand? 

LOAN    PROCEDURE 

1.  Detail  loan  authorizations  currently  in  effect. 

2.  State  procedure  followed  in  establishing  lines  of  credit.   (Underline  items 

applicable. )    On  sums  over  $ application  is  taken — financial  statement 

taken — references  investigated — collateral  evaluated — mortgage  record  checked 
— credit  analysis  prepared — reviewed  by  discount  committee — submitted  to  board 
of  directors. 

3.  Does  the  bank  participate  in  credit  cards  or  revolving  credit  plans? 

4.  In  what  manner  do  directors  (a)  authorize  loans?         (b)  indicate  approval? 

5.  Have  directors  designated  a  discount  committee :         (names) 
(').  Are  discount  committee's  actions  made  a  matter  of  record? 

7.  Does  either  the  committee  or  board  review  (a)  demand  loans  periodically? 
(b)  important  loans  before  maturity? 

8.  Usual  rate  of  interest  charged  is  :  %  ;  Highest : %  Low- 
est : % 

9.  Are  loans  taken  to  accommodate  other  banks?  If  so,  name  bank(s) 
accommodated. 

10.  Has  the  bank  sold,  either  with  or  without  recourse,  any  loans,  mortgage 
bonds,  or  participations?  Since  last  examination,  has  the  bank  repurciuiMMl 
any  loans,  mortgage  bonds  or  participations  which  it  had  previously  sold? 

11.  Does  the  bank  have  any  outstanding  commitments  to  pay  drafts,  letters  of 
credit,  etc.?  If  so,  detail  on  separate  schedule  showing  (1)  date  originated 
(2  i  drawee,  (3)  payee,  (4)  maximum  amount  authorized,  (5)  specific  limitations, 
such  as  number  of  days  accepted,  etc.  and  (6)  amount  held  on  date  of  examina- 
tion. 

12.  Is  any  stock  of  this  bank,  owned  by  a  borrower  or  guarantor,  held  by  bank 
in  safekeeping? 

1.'!.  Has  the  bank,  any  of  its  directors,  officers,  or  employees  made  any  loan 
t<>  a  public  bank  examiner  or  assistant  examiner?  If  so,  provide  full  informa- 
tion. 

14.  Has  any  director,  officer,  employee  or  attorney  of  the  bank  received  a  fee, 
commission,  or  gift  from  any  person,  firm,  or  corporation  in  connection  with  any 
loan  made  by  the  bank? 

1.").  Has  tiie  bank  paid  any  fees  to  any  individual  (s)  or  concern(s)  to  obtain 
deposits  or  loans  for  subject  bank?         If  so,  to  whom  and  to  what  extent. 

MANAGEMENT 

1.  Directors  meet  (on  call-monthly-quarterly-semiannually)  on:  (a)  day  and 
month  :  (b)  hour  : 

2.  Fees  paid  dirctors :  $ per  meeting  to  (a)  non-salarird  (b)  all.  (Under- 
line item  applicable.) 

:;.  Are  financial  Statements  of  directors  on  file? 
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4.  Is  the  bank  stock  of  any  directors  pledged  to  secure  obligations  he  is  owing? 

5.  Is  any  director,  officer,  or  employee  of  this  bank  a  director,  officer  or  em- 
ployee of  any  other  bank  or  trust  company  (including  Morris  Plan  Banks)  or  pri- 
vate banks  ?        If  so,  provide  names  and  other  bank  connections. 

6.  Is  any  director,  officer,  or  employee  of  this  bank  (a)  a  director,  officer,  or  em- 
ployee of  any  other  corporation  or  unincorporated  association  primarily  engaged 
in  the  issue,  flotation,  underwriting,  public  sale  or  distribution  at  wholesale 
or  retail  or  through  syndicate  participation  of  stocks,  bonds,  or  similar  securi- 
ties? (b)  a  partner  or  employee  of  any  partnership  primarily  so  engaged? 
(c)  or,  in  his  individual  capacity,  primarily  so  engaged? 

7.  Are  executive  officers  of  this  bank  borrowing  from  or  otherwise  indebted  to 
other  banks?  If  so,  detail  on  attached  schedule.  Is  proper  report  of  such  in- 
debtedness on  file  and  receipt  reflected  by  corporate  minutes? 

8.  As  of  date  of  examination  has  the  bank  loans  to  any  of  the  following:  (a) 
own  officers,  directors  or  employees?  (b)  firms  or  corporations  in  which  own 
officers,  directors  or  employees  are  interested?  (c)  notes  secured  by  stocks, 
bonds,  or  other  obligations  of  corporations  in  which  own  officers,  directors,  and 
employees  are  substantially  interested?  (d)  officers  of  other  banks?  If  so, 
detail  on  attached  schedule. 

9.  Has  any  director,  officer,  or  employee  been  known  to  have  embezzled,  ab- 
stracted, or  criminally  misused  the  funds  of  the  bank  during  the  past  three 
years?        If  so,  has  it  been  reported  to  the  proper  authorities? 

10.  Are  vacations  required,  and  taken? 

OTHER    MATTERS 

I.  Has  the  bank  been  granted  (a)  trust  powers?  (b)  any  special  powers 
other  than  the  usual  banking,  safe  deposit  or  trust  functions?  Have  any 
special  powers  formerly  exercised  been  discontinued  since  last  examination? 

12.  Does  the  bank  own  any  other  real  estate?  If  so,  what  efforts  are  being 
made  to  dispose  of  it? 

3.  Are  any  shares  of  capital  stock  of  this  bank  held  in  trust  for  benefit  of  de- 
positors or  creditors? 

4.  Does  the  bank  have  any  branch  offices,  agencies,  or  receiving  stations?  If 
so,  give  location  of  any  such  facility. 

5.  Is  the  ownership,  sale  or  transfer  of  stock  of  this  bank  conditioned  in  any 
way  upon  ownership,  sale,  or  transfer  of  stock  of  any  other  organization? 
Is  the  ownership,  sale,  or  transfer  of  stock  of  any  other  organization  conditioned 
in  any  manner  upon  the  ownership,  sale,  or  transfer  of  stock  of  this  bank?  Is 
the  stock  of  any  other  organization  trusteed  for  the  benefit  of  the  shareholders  of 
this  bank  or  the  stock  of  this  bank  trusteed  for  the  benefit  of  shareholders  of  any 
other  organization? 

6.  Is  the  bank  related  to  any  other  bank  or  business  organization  through  :  (a) 
common  ownership?         (b)   similar  directorate?         (c)   election  of  directors? 

(Re :  As  defined  by  Section  2(b)  of  the  Banking  Act  of  1933.)  If  so,  give  names 
of  such  related  banks  or  organizations. 

7.  Is  the  bank  a  defendant  in  any  law  suits?  Is  there  any  threatened  litiga- 
tion in  which  the  bank  is  or  may  become  involved?  If  so,  provide  a  statement  from 
the  bank's  attorney  outlining  the  issues  involved,  current  status,  opinion  as  to  ex- 
pected outcome,  and  financial  liability  in  the  case. 

8.  Does  any  other  financial  institution,  or  other  organization  or  agency  of  any 
nature,  share  banking  quarters? 

9.  Does  the  bank  issue  letters  of  credit?        Traveler's  checks?        Acceptances? 

10.  What  system  of  record  is  kept  of  negotiable  securities  left  by  customers  for 
safekeeping? 

II.  Profit  accounts  not  specifically  described  on  daily  statement? 

12.  Estimated  population  of  trade  area?        Describe  primary  service  area: 

13.  Estimated  amount  of  interest  Collected,  Not  Earned  now  carried  in  the 
Undivided  Profits  account.  $ . 


Name  of  Bank Location. 

By  : Title 
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Information  for  Bank  Examiners — Directors 

Date  of  examination 

The  following  information  has  been  requested  by  examiners  now  examining: 
this  bank.  Please  fill  out,  sign,  and  return  to 


Firms  or  Corporations  in  which  I  am  substantially  interested  or  with  which  I 
am  officially  connected : 

Name  of  firm  or  corporation  Capacity  in  ichich  interested  or 

connected 


Indebtedness  to  this  bank 
Date  of  note        Original  amount        Balance  due        Security        Purpose 


Other  banks  which  I  am  serving  as  director  or  officer  : 

Name  of  bank  Capacity 


Signature 


Title 
Business  address  Home  address 


Street  Street 


City  Zip  code  City  Zip  code 

Business  telephone Business  telephone 

During  his  review  of  the  bank's  assets,  liabilities,  income  and  ex- 
pense items,  the  examiner  notes  any  situation  involving  the  bank's 
directors,  omcars  or  employees  which  toight  indicate  a  conflict  of  in- 
terest. Loans  made  by  the  bank  to  its  own  executive  bfficers  are  sub- 
ject to  the  limitations  of  Section  22(g)  of  the  Federal  Reserve  Act  and 
the  Board's  Regulation  ()  that  prescribe  restrictions  on  such  loans 
partly  to  avoid  or  minimize  conflicts  of  interest.  (The  text  of  the 
Federal  Reserve  Board's  Regulation  O  and  Section  22(g)  of  the  Fed- 
eral Reserve  Ad  follow:) 

REGULATION  O 

(12  CFR  215) 

(As  amended  effective  March  15,  1968) 

Lo.\.\s  to  Executive  Officers  of  Member   i:.\.\ks* 

SECTION    215.1-   hasis    and    SCOPE 

This  Part  is  issued  pursuant  to  sections  11  (i>  and  22(g)  of  the  Federal  Re- 
serve Act,  as  amended  |  il»  r.s.r.  248(1)  ami  375a  i.  and  relates  to  extensions  of 
credit  by  member  hanks  to  their  exe<  utive  officers  and  reports  of  such  Indebted- 
ness 


♦This  texl  correspond!  to  the  Code  of  Federal  Regulations.  Title  12.  Chapter  IT,  Part 
218  ;    cited   as   12   CPU   215.    The   words   "this    Part",   as   used    herein,   mean   Regulation  O. 
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SECTION     215.2 — DEFINITIONS 

(a)  "Member  bank". — The  term  "member  bank"  means  any  banking  institution, 
that  is  a  member  of  the  Federal  Reserve  System. 

(b)  "Executive  officer. — The  term  "executive  officer"  means  every  officer  of  a 
member  bank  who  participates  or  has  authority  to  participate,  otherwise  than  in 
the  capacity  of  a  director,  in  major  policy-making  functions  of  the  bank,  regard- 
less of  whether  he  has  an  official  title  or  whether  his  title  contains  a  designation 
of  assistant  and  regardless  of  whether  he  is  serving  without  salary  or  other  com- 
pensation.1 The  chairman  of  the  board,  the  president,  every  vice  president,  the 
cashier,  secretary,  and  treasurer  of  a  member  bank  are  assumed  to  be  executive 
officers,  unless,  by  resolution  of  the  board  of  directors  or  by  the  bank's  bylaws, 
any  such  officer  is  excluded  from  participation  in  major  policy-making  functions, 
otherwise  than  in  the  capacity  of  a  director  of  the  bank,  and  he  does  not  actually 
participate  therein.2 

(c)  "Extension  of  credit"  and  "extend  credit:' — The  terms  "extension  of 
credit"  and  "extend  credit"  mean  the  making  of  a  loan  or  the  extending  of  credit 
in  any  manner  whatsoever,  and  include  : 

(1)  any  advance  by  means  of  an  overdraft,  cash  item,  or  otherwise; 

(2)  the  acquisition  by  discount,  purchase,  exchange,  or  otherwise  of  any  note, 
draft,  bill  of  exchange,  or  other  evidence  of  indebtedness  upon  which  an  execu- 
tive officer  may  be  liable  as  maker,  drawer,  endorser,  guarantor,  or  surety ; 

(3)  the  increase  of  an  existing  indebtedness,  except  on  account  of  accrued 
interest  or  on  account  of  taxes,  insurance,  or  other  expenses  incidental  to  the 
existing  indebtedness  and  advanced  by  the  bank  for  its  own  protection ; 

(4)  any  advance  of  unearned  salary  or  other  unearned  compensation  for 
periods  in  excess  of  30  days ;  and 

(5)  any  other  transaction  as  a  result  of  which  an  executive  officer  becomes 
obligated  to  a  bank,  directly  or  indirectly  by  any  means  whatsoever,  by  reason 
of  an  endorsement  on  an  obligation  or  otherwise,  to  pay  money  or  its  equivalent. 
Such  terms,  however,  do  not  include  : 

(i)  advances  against  accrued  salary  or  other  accrued  compensation,  or  for 
the  purpose  of  providing  for  the  payment  of  authorized  travel  or  other  expenses 
incurred  or  to  be  incurred  on  behalf  of  the  bank  ; 

(ii)  the  acquisition  by  a  bank  of  any  check  deposited  in  or  delivered  to  the 
bank  in  the  usual  course  of  business  unless  it  results  in  the  carrying  of  a  cash 
item  for  or  the  granting  of  an  overdraft  (other  than  an  inadvertent  overdraft 
in  a  nominal  amount  that  is  promptly  repaid)  to  an  executive  officer  ; 

(iii)  the  acquisition  of  any  note,  draft,  bill  of  exchange,  or  other  evidence  of 
indebtedness,  through  a  merger  or  consolidation  of  banks  or  a  similar  transac- 
tion by  which  a  bank  acquires  assets  and  assumes  liabilities  of  another  bank  or- 
similar  organization,  or  through  foreclosure  on  collateral  or  similar  proceeding 
for  the  protection  of  the  bank  ;  or 

(iv)  indebtedness  arising  by  reason  of  general  arrangements  under  which  a 
bank  (a)  acquires  charge  or  time  credit  accounts  or  (b)  makes  payments  to  or 
on  behalf  of  participants  in  a  bank  credit  card  plan,  check  credit  plan,  or  similar 
plan,  except  that  this  subdivision  (iv)  shall  not  apply  to  indebtedness  of  an 
executive  officer  to  his  own  bank  to  the  extent  that  the  aggregate  amount  thereof 
exceeds  $1,000  or  to  any  such  indebtedness  to  his  own  bank  that  involves  prior 
individual  clearance  or  approval  by  the  bank  other  than  for  the  purpose  of 
determining  whether  his  participation  in  the  arrangement  is  authorized  or 
whether  any  dollar  limit  under  the  arrangement  has  been  or  would  be  exceeded. 

SECTION    215.3 — GENERAL   PROHIBITIONS 

(a)  Extensions  of  credit  to  executive  officers. — Except  as  provided  in  §  215.4, 
no  member  bank  shall  extend  credit  to  any  of  its  own  executive  officers  and  no 
executive  officer  of  a  member  bank  shall  borrow  from  or  otherwise  become  in- 
debted to  such  bank. 


1  The  term  is  not  intended  to  include  persons  who  may  have  official  titles  and  may 
exercise  a  certain  measure  of  discretion  in  the  performance  of  their  duties,  including 
discretion  in  the  making  of  loans  but  who  do  not  participate  in  the  determination  of 
major  policies  of  the  bank  and  whose  decisions  are  circumscribed  by  policy  standards 
fixed  by  the  top  management  of  the  bank.  For  example,  the  term  would  not  include  a 
manager  or  assistant  manager  of  a  branch  of  a  bank  unless  he  participates  or  is  authorized 
to  participate  in  major  policymaking  functions. 

2  Such  resolutions  may  be  particularly  appropriate  with  respect  to  some  officers  of  banks-- 
with  a  large  number  of  vice  presidents. 

62-748 — 76 — bk.  I 36 
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(b)  Extensions  of  credit  to  partnerships. — Except  as  provided  in  subparagraph 
(3)  of  §  21.1.4(b),  no  member  bank  shall  extend  credit  to  a  partnership  in  which 
one  or  more  executive  officers  of  such  bank  are  partners  having  either  indi- 
vidualy  or  together  a  majority  interest  in  the  partnership  and  no  such  partner- 
ship shall  borrow  from  or  otherwise  become  indebted  to  such  member  bank. 

SECTION"    215. 4 — EXCEPTION  S 

fa)  Protection  of  member  bank  against  loss. — This  Part  shall  not  apply  to  the 
endorsing  or  guaranteeing  for  the  protection  of  a  member  bank  of  any  loan  or 
other  asset  previously  acquired  by  such  bank  in  good  faith  or  to  any  indebted- 
ness for  the  purpose  of  protecting  a  member  bank  against  loss  or  of  giving 
financial  assistance  to  it. 

(b)  Particular  exceptions. — Subject  to  the  requirements  of  §  215.5,  the  provi- 
sions of  this  Part  shall  not  apply  : 

(1)  to  any  loan  not  exceeding  $30,000  made  by  a  member  bank,  with  the  spe- 
cific prior  approval  of  its  board  of  directors,  to  any  executive  officer  of  such  bank 
if,  at  the  time  the  loan  is  made : 

(i)  it  is  secured  by  a  first  lien  on  a  dwelling  which  is  owned,  or  after  the 
making  of  the  loan  is  to  be  owned,  by  the  officer  solely  or  jointly  with  his  spouse 
and  used  by  him  as  his  residence  ; 

(ii)  it  is  made  for  the  purpose  of  purchasing,  constructing,  maintaining,  or 
improving  such  residence  ;  and 

( iii )   no  other  such  loan  by  the  bank  to  the  officer  is  outstanding ; 

(2)  to  extensions  of  credit  made  by  a  member  bank  to  any  executive  officer 
of  the  bank,  not  exceeding  the  aggregate  amount  of  $10,000  outstanding  at  any 
one  time,  to  finance  the  education  of  the  children  of  the  executive  officer ;  or 

(3)  to  extensions  of  credit  made  by  a  member  bank  to  any  executive  officer  of 
the  bank  which  are  not  otherwise  specifically  authorized  under  this  paragraph 
(b),  not  exceeding  the  aggregate  amount  of  $5,000  outstanding  at  any  one  time. 
For  purposes  of  this  subparagraph,  the  full  amount  of  any  extension  of  credit 
authorized  hereunder  that  may  be  made  to  a  partnership  in  which  one  or  more 
of  the  member  bank's  executive  officers  are  partners  and  have  either  individually 
or  together  a  majority  interest  shall  be  considered  to  have  been  extended  to 
each  executive  officer  of  the  bank  who  is  a  member  of  the  partnership. 

SECTION    215.5 REQUIREMENTS    FOR  EXTENSIONS    OF   CREDIT 

Every  extension  of  credit  to  an  executive  officer : 

(a)  shall  be  promptly  reported  to  the  board  of  directors  of  the  bank:3 

(b)  shall  be  one  that  the  bank  is  authorized  to  make  to  borrowers  other  than 
it*  officers  ; 

(c)  shall  be  on  terms  not  more  favorable  than  those  afforded  other  borrowers 
with  similar  credit  standing  who  are  not  associated  with  the  bank; 

(d)  shall  be  preceded  by  submission  of  a  detailed  current  financial  statement 
of  the  borrowing  officer,  which  shall  include,  but  not  be  limited  to,  all  data 
customarily  associated  with  a  personal  financial  statement  including  any  ob- 
ligations for  which  the  officer  may  be  personally  liable  ;  and 

(e)  shall  be  made  subject  to  the  condition  that  it  shall,  at  the  option  of  the 
bank,  become  due  and  payable  at  any  time  when  the  officer  is  indebted  to  any 
other  bank  or  banks  on  account  of  extensions  of  credit  of  any  one  of  the  three 
categories  respectively  described  in  subparagraphs  (1),  (2).  and  (3),  of 
§  215.4(b),  in  an  aggregate  amount  greater  than  the  amount  of  credit  of  the 
Same  category  thai  could  he  extended  him  by  the  hank  of  which  he  is  an  officer. 

SECTION    215.0 — KEPOKTS    BY    EXECUTIVE    OFFICERS    OF    THEIB   INDEBTEDNESS 

TO   OTHER    HANKS 

Any  executive  Officer  of  a  member  hank  who  becomes  indebted  to  any  other 
hank  or  hanks  on  or  after  July  :;,  1967,  on  accounl  of  extensions  of  credit  of  any 
one  of  the  three  categories  respectively  described  in  subparagraphs  (1),  (2), 
and  (3)  of  § 215.4(b),  iii  .hi  aggregate  amount  greater  than  the  amount  of  credit 
of  the  same  category  that  could  lawfully  he  extended  to  him  by  the  bank  of 


■  Prior  approval  by  the  board  of  directors  of  nn  extension  of  credit  made  under  §  215.4(b) 
Bhall  !»<'  regarded  ;is  compliance  with  this  requirement. 
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which  he  is  an  executive  officer,  shall  within  10  days  make  a  written  report  to 
the  board  of  directors  of  the  member  bank,  identifying  the  lender  and  stating 
the  date  and  amount  of  each  such  extension  of  credit,  the  security  therefor,  if 
any,  and  the  purposes  for  which  the  proceeds  have  been  or  are  to  be  used. 

SECTION    215.7 REPORTS    OF   MEMBER   BANKS    TO   FEDERAL   SUPERVISORS 

Each  member  bank  shall  include  with  (but  not  as  part  of)  each  report  of  con- 
dition and  copy  thereof  filed  pursuant  to  section  7(a)(3)  of  the  Federal  Deposit 
Insurance  Act  (12  U.S.C.  1817(a)  (3) )  a  report  of  all  loans  under  authority  of 
this  Part  made  by  the  bank  since  the  date  of  its  previous  report  of  condition. 

Statutory  Appendix 

Subsection  (g)  of  section  22  of  the  Federal  Reserve  Act  provides  as  follows : 

Sec.  22.  *  *  * 

(g)(1)  Except  as  authorized  under  this  subsection,  no  member  bank  may 
extend  credit  in  any  manner  to  any  of  its  own  executive  officers.  No  executive 
officer  of  any  member  bank  may  become  indebted  to  that  member  bank  except  by 
means  of  an  extension  of  credit  which  the  bank  is  authorized  to  make  under 
Tliis  subsection.  Any  extension  of  credit  under  this  subsection  shall  be  promptly 
reported  to  the  board  of  directors  of  the  bank,  and  may  be  made  only  if — 

(A)  the  bank  would  be  authorized  to  make  it  to  borrowers  other  than  its 
officers ; 

( B )  it  is  on  terms  not  more  favorable  than  those  afforded  other  borrowers  ; 

(C)  the  officer  has  submitted  a  detailed  current  financial  statement :  and 

(D)  it  is  on  condition  that  it  shall  become  due  and  payable  on  demand  of 
the  bank  at  any  time  when  the  officer  is  indebted  to  any  other  bank  or  banks 
on  account  of  extensions  of  credit  of  any  one  of  the  three  categories 
respectively  referred  to  in  paragraphs  (2),  (3),  and  (4)  in  an  aggregate 
amount  greater  than  the  amount  of  credit  of  the  same  category  that  could 
be  extended  to  him  by  the  bank  of  which  he  is  an  officer. 

(2)  With  the  specific  prior  approval  of  its  board  of  directors,  a  member  bank 
may  make  a  loan  not  exceeding  $30,000  to  any  executive  officer  of  the  bank  if,  at 
the  time  the  loan  is  made — 

(A)  it  is  secured  by  a  first  lien  on  a  dwelling  which  is  expected,  after  the 
making  of  the  loan,  to  be  owned  by  the  officer  and  used  by  him  as  his  resi- 
dence, and 

(B)  no  other  loan  by  the  bank  to  the  officer  under  authority  of  this  para- 
graph is  outstanding. 

(3)  A  member  bank  may  make  extensions  of  credit  to  any  executive  officer  of 
the  bank,  not  exceeding  the  aggregate  amount  of  $10,000  outstanding  at  any  one 
time,  to  finance  the  education  of  the  children  of  the  officer. 

(4)  A  member  bank  may  make  extensions  of  credit  not  otherwise  specifically 
authorized  under  this  subsection  to  any  executive  officer  of  the  bank  not  exceed- 
ing the  aggregate  amount  of  $5,000  outstanding  at  any  one  time. 

(5)  Except  to  the  extent  permitted  under  paragraph  (4),  a  member  bank  may 
not  extend  credit  to  a  partnership  in  which  one  or  more  of  its  executive  officers 
are  partners  having  either  individually  or  together  a  majority  interest.  For  the 
purposes  of  paragraph  (4),  the  full  amount  of  any  credit  so  extended  shall  be 
considered  to  have  been  extended  to  each  officer  of  the  bank  who  is  a  member  of 
the  partnership. 

(6)  Whenever  an  executive  officer  of  a  member  bank  becomes  indebted  to  any 
bank  or  banks  (other  than  the  one  of  which  he  is  an  officer)  on  account  of  exten- 
sions of  credit  of  any  one  of  the  three  categories  respectively  referred  to  in  para- 
graphs (2),  (3),  and  (4)  in  an  aggregate  amount  greater  than  the  aggregate 
amount  of  credit  of  the  same  category  that  could  lawfully  be  extended  to  him  by 
the  bank,  he  shall  make  a  written  report  to  the  board  of  directors  of  the  bank, 
stating  the  date  and  amount  of  each  such  extension  of  credit,  the  security  there- 
for, and  the  purposes  for  which  the  proceeds  have  been  or  are  to  be  used. 

(7)  This  subsection  does  not  prohibit  any  executive  officer  of  a  member  bank 
from  endorsing  or  guaranteeing  for  the  protection  of  the  bank  any  loan  or  other 
asset  previously  acquired  by  the  bank  in  good  faith  or  from  incurring  any  indebt- 
edness to  the  bank  for  the  purpose  of  protecting  the  bank  against  loss  or  giving 
financial  assistance  to  it. 
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(8)  Each  day  that  any  extension  of  credit  in  violation  of  this  subsection  exists 
is  a  continuation  of  the  violation  for  the  purposes  of  section  8  of  the  Federal 
Deposit  Insurance  Act. 

(9)  Each  member  bank  shall  include  with  (but  not  as  part  of)  each  report  of 
condition  and  copy  thereof  filed  under  section  7(a)(3)  of  the  Federal  Deposit 
Insurance  Act  a  report  of  all  loans  under  authority  of  this  subsection  made  by 
the  bank  since  its  previous  report  of  condition. 

(10)  The  Board  of  Governors  of  the  Federal  Reserve  System  may  prescribe  such 
rules  and  regulations,  including  definitions  of  terms  as  it  deems  necessary  to 
effectuate  the  purposes  and  to  prevent  evasions  of  this  subsection. 

[U.S.C.,  title  12,  sec  375a.] 

Bank  management  is  also  requested  to  provide  the  names  of  all 
companies  that  are  affiliates  of  the  bank,  and  the  examiner  watches  for 
evidence  of  affiliations  which  may  not  have  been  disclosed  by  manage- 
ment, either  inadvertently  or  otherwise.  Affiliate  records  are  examined 
to  the  extent  deemed  necessary  to  determine  the  nature  of  the  affilia- 
tion and  the  effects  of  the  relationship  on  the  bank,  with  particular 
emphasis  on  transactions  between  the  bank  and  the  affiliate.  In  this 
regard,  Section  23 A  of  the  Federal  Reserve  Act  imposes  restrictions 
and  limitations  on  loans  made  by  a  bank  to  its  affiliates  in  order  to  safe- 
guard the  resources  of  banks  against  misuse  for  the  benefit  of  orga- 
nization under  common  control  with  the  bank.  (The  text  of  Section 
23 A  of  the  Federal  Reserve  Act  follows :) 

SECTION    2  3  A.     RELATIONS    WITH    AFFILIATES 
[Note. — For  definition  of  "affiliate"  applicable  to  this  section,  see  p.  80.] 

1.  Loans  to  affiliates  and  investments  in,  or  loans  on,  their  obligations 

Sec.  23A.  No  member  bank  shall  (1)  make  any  loan  or  any  extension  of  credit 
to,  or  purchase  securities  under  repurchase  agreement  from,  any  of  its  affiliates,. 
or  (2)  invest  any  of  its  funds  in  the  capital  stock,  bonds,  debentures,  or  other 
such  obligations  of  any  such  affiliate,  or  (3)  accept  the  capital  stock,  bonds, 
debentures,  or  other  such  obligations  of  any  such  affiliate  as  collateral  security 
for  advances  made  to  any  person,  partnership,  association,  or  corporation,  if, 
in  the  ease  of  any  such  affiliate,  the  aggregate  amount  of  such  loans,  extensions- 
oi'  credit,  repurchase  agreements,  investments,  and  advances  against  such  col- 
lateral security  will  exceed  10  per  centum  of  the  capital  stock  and  surplus  of 
such  member  bank,  or  if,  in  the  case  of  all  such  affiliates,  the  aggregate  amount 
of  such  loans,  extensions  of  credits,  repurchase  agreements,  investments,  and 
advances  against  such  collateral  security  will  exceed  20  per  centum  of  the  capitaL 
stock  and  surplus  of  such  member  bank. 

[U.S.C.  title  12,  poc.  371c.  As  added  by  Act  of  June  16,  1933  (48  Stat.  188).] 

2.  Security  for  loans  to  (iff ilia  t<  s 

Within  the  foregoing  limitations,  each  loan  or  extension  of  credit  of  any  kind 
or  character  to  an  affiliate  shall  lie  secured  by  collateral  in  the  form  of  stocks, 
bonds,  debentures,  or  other  such  obligations  having  a  market  value  at  the  time 
of  making  the  Loan  or  extension  of  credit  of  at  least  20  per  centum  more  than 
the  amount  of  the  loan  or  extension  of  credit,  or  of  al  least  10  per  centum 
more  than  the  amount  of  the  loan  or  extension  of  credit  if  it  is  secured  hy 
obligations  of  any  state,  or  of  any  political  subdivision  Di-  agency  thereof:  Pro- 
vided,  That  the  provisions  of  this  paragraph  shall  not  apply  to  loans  or  exten- 
sions of  credit   secured  by  obligations  of  the  United  states  Government,  the 

Federal  Intermediate  Credil  hanks,  the  Federal  land  hanks,  or  the  Federal  Home 
Loan  Banks,  or  \>y  such  notes,  drafts,  hills  of  exchange,  or  hankers'  acceptances 
as  are  eligible  for  rediscount  or  for  purchase  by  Federal  reserve  banks.  A  loan 

or  extension   Of  Credil    to  a  director,  officer,  clerk,  or  other  employee  0*  any  rci- 

resentative  Of  any  such  affiliate  shall  be  deemed  a  loan  to  the  affiliate  to  tbt 
extent  tli.it  the  proceeds  of  such  loan  are  used  lor  the  benefit  of,  or  t  ransforrcd 
to,  the  affiliate. 

[U.S.C.  title  12,  *(■<-.  ::T1<-.  As  added  by  Act  of  June  16,  1933  (48  Stat.  183);  and" 
amended  by  Act  of  Sept.  S,  1959  (78  Stat  ir.7).] 
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8.  Affiliates  to  which  section  applicable 

The  provisions  of  this  section  shall  not  apply  to  any  affiliate  (1)  engaged 
solely  in  holding  the  bank  premises  of  the  member  bank  with  which  it  is  affili- 
ated ;  (2)  engaged  solely  in  conducting  a  safe-deposit  business  or  the  business  of 
an  agricultural  credit  corporation  or  livestock  loan  company;  (3)  in  the  capital 
stock  of  which  a  national  banking  association  is  authorized  to  invest  pursu- 
ant to  section  25  of  this  Act,  as  amended,  or  a  subsidiary  of  such  affiliate,  all 
the  stock  of  which  (except  qualifying  shares  of  directors  in  an  amount  not  to 
exceed  10  per  centum)  is  owned  by  such  affiliate;  (4)  organized  under  section 
25(a)  of  this  Act,  as  amended,  or  a  subsidiary  of  such  affiliate,  all  the  stock 
of  which  (except  qualifying  shares  of  directors  in  an  amount  not  to  exceed 
10  per  centum)  is  owned  by  such  affiliate;  (5)  engaged  solely  in  holding  ob- 
ligations of  the  United  States  or  obligations  fully  guaranteed  by  the  United 
States  as  to  principal  and  interest,  the  Federal  intermediate  credit  banks,  the 
Federal  land  banks,  the  Federal  Hoine  Loan  Banks;  (6)  where  the  affiliate  re- 
lationship has  arisen  out  of  a  bona  fide  debt  contracted  prior  to  the  date  of 
the  creation  of  such  relationship;  or  (7)  where  the  affiliate  relationship  exists 
by  reason  of  the  ownership  or  control  of  any  voting  shares  thereof  by  a  member 
bank  as  executor,  administrator,  trustee,  receiver,  agent,  depositary,  or  in  any 
other  fiduciary  capacity,  except  where  such  shares  are  held  for  the  benefit  of 
all  or  a  majority  of  the  stockholders  of  such  member  bank ;  but  as  to  any  such 
affiliate,  member  banks  shall  continue  to  be  subject  to  other  provisions  of  law 
applicable  to  loans  by  such  banks  and  investments  by  such  banks  in  stocks, 
bonds,  debentures,  or  other  such  obligations.  The  provisions  of  this  section  shall 
likewise  not  apply  to  indebtedness  of  any  affiliate  for  unpaid  balances  due  a 
bank  on  assets  purchased  from  such  bank  or  to  loans  secured  by,  or  extensions 
of  credit  against,  obligations  of  the  United  States  or  obligations  fully  guaranteed 
by  the  United  States  as  to  principal  and  interest. 

[U.S.C.  title  12,  sec.  371c.  As  added  by  Act  of  June  16,  1933  (48  Stat.  183)  ;  and 
amended  by  Acts  of  Aug.  23.  193.")  (49  Stat.  717)  ;  June  30,  1954  (68  Stat.  358)  ;  Sept. 
S,  1959  (73  Stat.  457)  ;  July  1.  1966  (80  Stat.  243).] 

4.  Meaning  of  "extension  of  credit" 

For  the  purposes  of  this  section,  (1)  the  term  "extension  of  credit"  and  "ex- 
tensions of  credit"  shall  be  deemed  to  include  (A)  any  purchase  of  securities, 
other  assets  or  obligations  under  repurchase  agreement,  and  (B)  the  discount 
of  promissory  notes,  bills  of  exchange,  conditional  sales  contracts,  or  similar 
paper,  whether  with  or  without  recourse,  except  that  the  acquisition  of  such 
paper  by  a  member  bank  from  another  bank,  without  recourse,  shall  not  be 
deemed  to  be  a  "discount"  by  such  member  bank  for  such  other  bank;  and  (2) 
non-interest-bearing  deposits  to  the  credit  of  a  bank  shall  not  be  deemed  to  be 
a  loan  or  advance  or  extension  of  credit  to  the  bank  of  deposit,  nor  shall  the 
giving  of  immediate  credit  to  a  bank  upon  uncollected  items  received  in  the 
ordinary  course  of  business  be  deemed  to  be  a  loan  or  advance  or  extension  of 
credit  to  the  depositing  bank. 

[U.S.C.  title  12,  sec.  371c.  As  added  by  Act  of  July  1,  1966  (80  Stat.  241).] 

5.  Bank  holding  company  as  "affiliate" 

For  the  purposes  of  this  section,  the  term  "affiliate"  shall  include,  with  re- 
spect to  any  member  bank,  any  bank  holding  company  of  which  such  member 
bank  is  a  subsidiary  within  the  meaning  of  the  Bank  Holding  Company  Act 
of  1956,  as  amended,  and  any  other  subsidiary  of  such  company. 

[U.S.C.  title  12,  sec.  371c.  As  added  by  Act  of  July  1,  1966   (SO  Stat.  241).] 

6.  Exemptions 

The  provisions  of  this  section  shall  not  apply  to  (1)  stock,  bonds,  debentures, 
or  other  obligations  of  any  company  of  the  kinds  described  in  section  4(c)  (1)  of 
the  Bank  Holding  Company  Act  of  1956,  as  amended;  (2)  stock,  bonds,  de- 
bentures, or  other  obligations  accepted  as  security  for  debts  previously  con- 
tracted, provided  that  such  collateral  shall  not  be  held  for  a  period  of  over  two 
years;  (3)  shares  which  are  of  the  kinds  and  amounts  eligible  for  investment 
by  national  banks  under  the  provisions  of  section  5136  of  the  Revised  Statutes; 
(4)  any  extension  of  credit  by  a  member  bank  to  a  bank  holding  company  of 
which  such  bank  is  a  subsidiary  or  to  another  subsidiary  of  such  bank  holding 
company,  if  made  within  one  year  after  the  effective  date  of  this  amendment 
to  section  23A  and  pursuant  to  a  contract  lawfully  entered  into  prior  to  January 
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1,  19C6:  or  (5)  any  transaction  by  a  member  bank  with  another  bank  the  de- 
posits of  which  are  insured  by  the  Federal  Deposit  Insurance  Corporation,  if 
more  than  50  per  centum  of  the  voting  stock  of  such  other  bank  is  owned  by 
the  member  bank  or  held  by  trustees  for  the  benefit  of  the  shareholders  of  the 
member  bank. 

[U.S.C.  title  12,  sec.  371c.  As  added  by  Act  of  July  1,  1966  (80  Stat.  241).] 

The  Federal  Reserve  has  no  regulations  which  bear  directly  on  the 
detection  of  fraud,  nor  does  it  require  external  audits  be  made  of  all 
State  member  banks.  However.  State  member  banks  are  subject  to  State 
laws  and  regulations,  some  of  which  require  examinations  by  the  bank's 
directors  or  by  independent  auditors,  or  direct  verification  of  balances 
by  customers  on  some  regular  basis.  Besides  an  effective  system  of 
internal  controls  established  by  each  bank,  an  independently  con- 
trolled direct  verification  program  is  an  important  and  effective  means 
of  detecting  fraud,  particularly  those  types  of  fraud  that  cannot 
normally  be  detected  through  an  examination. 

The  primary  statutes  dealing  with  conflicts  of  interest  are  those 
mentioned  above  that  place  restrictions  and  limitations  on  loans  to 
executive  officers  (Section  22(g)  of  the  Federal  Reserve  Act  and  the 
Board's  Regulation  O)  and  on  loans  to  affiliates  (Section  23 A  of  the 
Federal  Reserve  Act).  Section  32  of  the  Banking  Act  of  1933  pro- 
hibits any  director,  officer  or  employee  of  a  member  bank  from  engag- 
ing primarily  in  the  issuance,  flotation,  underwriting,  public  sale  or 
distribution  of  stocks,  bond^  or  other  similar  securities.  This  statute  is 
designed  primarily  to  ensure  that  a  bank's  investment  policies  not 
be  unduly  influenced  by  a  securities  dealer,  and  that  investment  advice 
given  the  public  by  a  securities  dealer  not  be  influenced  by  a  bank's 
investment  holdings. 

Question  No.  B.21 

Without  in  any  icay  narrowing  or  limiting  the  answer  to  the  pn  - 
ceding  question*  describe  the  system  your  exami/ners  lis"  to  check  t  <> 
the  appropriate  n ess  of  either  the  deposit  balance  size  of.  or  the  Joans 
to,  both  corporations  generally,  and  charitable  or  quasi-charitabli  • 
tities  particularly,  in  which  bank  officers  or  directors  serve  as  ofr 
or  directors. 

Answer,  Generally,  the  size  of  deposit  balances  maintained  by  com- 
panies in  which  bank  officers  or  directors  are  interested  is  not  a  cause 
for  concern.  However,  if  the  deposit  is  particularly  large  or,  in  the 
of  a  time  deposit,  if  it  bears  an  unusually  low  or  high  rate  of  Interest . 
there  may  be  indication  of  preferential  treatment  which  conflicts  with 
the  officer's  or  director's  responsibilities  to  the  bank.  The  examiner 
is  constantly  alert  to  any  such  situations  and  may  follow  up  such  find- 
ings through  further  investigation  or  discussion  with  bank  manage- 
ment in  an  effort  to  determine  the  nature  of  the  deposit  relationship 
and  its  effect  or  the  bank. 

Loans  to  companies  in  which  bank  officers  or  directors  are  interested 
are  evaluated  by  examiners  on  the  same  basis  as  other  loans.  It  is  to  be 
expected,  however,  that  such  Loans  will  be  above  reproach;  the  stand- 
ard applied  by  examiners  is  that  the  loan  would  have  been  made  by 
any  prudent  banker  who  is  not  associated  with  t  he  company  or  its  prin- 
cipals. Management  is  requested  to  provide  a  listing  of  all  such  loans 
to  the  examiner  (see  sample  form  supplied  in  connection  with  Ques- 
tion B.20). 
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In  the  case  of  deposit?  of  or  loan-  to  charitable  or  quasi-charitable 
entities  in  which  bank  officers  or  directors  are  interested,  examiners 
have  a  primary  interest  in  any  possible  detrimental  effects  on  the  bank. 
Not  only  are 'loans  to  such  entities  evaluated  for  credit  quality  to 
determine  whether  they  might  be  in  fact  donations,  but  deposits  of 
the  entities  are  also  analyzed  (particularly  large  deposits)  to  deter- 
mine if  the  officer  or  director  might  be  using  his  position  (either  with 
the  bank  or  the  charitable  entity)  to  the  detriment  of  either  the  bank 
or  the  charitable  entity.  Examples  of  such  abuse  might  be  a  large, 
non-interest-bearing  deposit  as  a  means  of  inflating  bank  resources  and 
earnings  (which  could  result  in  subsequent  legal  action  against  the 
bank  by  the  charitable  entity),  or  an  agreement  of  an  officer  or  direc- 
tor to  obtain  a  large  deposit  for  the  bank  in  return  for  the  bank's 
granting  credit  or  extending  some  other  significant  preferential  treat- 
ment to  the  officer  or  director. 

Question  Xo.  B.2! 

(a)  What  determines  the  degree  of  involvement  of  a  bank's  Board 
of  Directors  "'hen  problem  situations  are  uncovered?  (b)  What  assur- 
ance does  the  supervisor  have  that  the  hank's  Board  gave  the  report 
appropriate  attention?  (c)  For  each  of  the  last  three  year*,  give  the 
number  of  instances  {categorized  by  the  quality  rating  of  the  bank  in 
question,  and  by  the  district  or  region  in  which  the  bank  is  located) 
in  which  a  supervisory  official  has  met  with  a  bank's  Board  or  Board 
Committee;  indicate  separately  (similarly  categorised)  the  number  of 
instances  in  which  there  was  more  them  one  meeting  with  a  Board  or 
Board  Committee,  and  the  frequency  oj  such  meetings. 

Answer,  (a)  The  degree  of  involvement  of  a  bank's  board  of  direc- 
tors when  problem  situations  are  uncovered  is  determined  by  the  sever- 
ity of  the  problem.  When  circumstances  warrant,  it  is  the  general 
policy  that  the  examiner-in-charge  meet  at  the  conclusion  of  the  ex- 
amination with  the  bank's  board  of  directors  and  review  with  them  all 
matters  subjected  to  criticism,  and  if  Board  action  is  required  he  makes 
his  request  for  such  action  a  part  of  the  record  by  including  it  as  a 
part  of  his  examination  report.  This  recommendation  is  ordinarily 
consolidated  in  the  letter  of  the  Reserve  Bank  official  transmitting  the 
examination  report  to  the  directors.  Periodic  report-  from  the  direc- 
tors are  required  as  circumstances  dictate. 

In  situations  in  which  the  bank  is  viewed  as  a  problem  bank,  it  is 
System  policy  for  the  Reserve  Bank  to  call  the  directors  into  confer- 
ence, usually  convened  jointly  by  the  officers  in  charge  of  the  Reserve 
Bank  examination  department  and  the  State  supervisory  authorities. 
at  which  time  definite  conditions  and  requirements  are  imposed  to  as- 
sure that  any  unsafe  or  unsound  practices  will  be  discontinued  and  the 
bank's  operations  restored  to  a  sound  basis.  The  conditions  and  re- 
quirements which  are  imposed  by  the  supervisors  are  subject  to  follow- 
up  attention  through  periodic  report,  further  meetings,  special  investi- 
gations and  or  complete  examinations  as  circumstances  dictate. 

(b)  A  signed  receipt  is  obtained  from  an  executive  officer  of  the  bank 
acknowledging  that  the  report  of  examination  has  been  received  and 
will  be  submitted  to  the  directors  for  their  consideration  at  their  next 
meeting.  At  the  next  examination,  the  minutes  of  the  directors'  meet- 
ings are  read  and  the  date  that  the  directors  reviewed  the  report  of 
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examination  is  ascertained.  If  the  supervisory  letter  transmitting  the 
examination  report  contained  any  criticisms*  of  the  bank  then  direc- 
tors are  regularly  required  to  respond  in  writing  to  these  criticisms 
indicating  remedial  action  taken  where  appropriate.  In  troublesome 
cases,  subsequent  periodic  reports  required  of  directors  and  special  in- 
vestigations and/or  examinations  will  further  confirm  the  attention 
given  by  the  bank's  board. 

(c)  Following  are  the  number  of  instances  (categorized  by  the  qual- 
ity rating  of  the  bank  in  question,  and  by  the  district  or  region  in 
which  the  bank  is  located)  in  which  an  official  of  the  examination  de- 
partment of  the  Reserve  Bank  has  met  with  a  bank's  board  or  board 
committee.  The  more  numerous  meetings  held  by  examiners-in-charge 
with  boards  of  directors  at  the  conclusion  of  the  regular  examinations 
for  the  same  periods  is  not  included. 


Number 

Rating 

Number 

Rating 

of 

of 

of 

of 

banks 

banks  ' 

banks 

banks 

Federal  Reserve  Bank  of  Boston: 

Fedeiai  Reserve  Bank  of  Chicago- 

1972 

None  . 
None  . 

1 

Continued 
1974 

i 

2 

4 

1973 

1974... 

3 

2 

4 

Federal  Reserve  Bank  of  New  York 

3 

1 

1973 

None 
2  . 

23 

1975  to  date 

9 

5 

2 

1974.. 

3 

1975  to  date    

2 

•  1 

Federal  Reserve  Bank  of  St.  Louis: 

4 

4 

Federal  Reserve  Bank  of  Philadel 

phia: 

1972 

None  .. 

1972 

"1 

1 
2 

3 
2 

1973.... 

1974 

1 

None  .. 

2 

1973 

2 

2 

Federal   Reserve   Bank  of  Minne- 

1974  

•I 

2 

1 

2 

3 

apolis: 

J 

2 

1 

Federal  Reserve  Bank  of  Cleveland 

1972. 

2 

2 

1973 

•1 

1 
1 

2 
3 

1973 

I 

2 
2 

3 
2 

1974 

None  .. 

| 

2 

3 

1975  to  date 

2 

3 

1974 

J 

3 

2 

Federal  Reserve  Bank  of  Richmond: 

3 

3 

1973 

-1 

2 
1 

2 
3 

Federal   Reserve   Bank  of   Kansas 
City: 

1 

1 

2 

1972 

2 

3 

1974 

3 

3 

1973. 

2 

3 

1 

6 

2 

1974 

2 

3 

1975  to  date. 

4 

3 

Federal  Reserve  Bank  of  Dallas: 

3 

Federal  Reserve  Bank  of  Atlanta: 

1973 

2 

3 

1973 

3 

3 

1974. 

3 

3 

1974. 

"j 

•t 

1 
1 
2 

4 
4 
3 

1975  to  date 

1 

3 

1975  to  date 

Federal     Reserve     Bank    of    San 
Francisco: 

Federal  Reserve  Bank  of  Chicago: 

1972 

1 

3 

i 

1 

1 

1973. 

1 

3 

1973. 

1 

2 
3 

2 
3 

1974 

2 

3 

1  Generally,  banks  are  rated  on  a  scale  of  1  to  4  as  follows:  Rating  No.  1— Banks  rated  No.  1  are  sound  institutions  in 
every  respect.  Rating  No.  2  Banks  rated  No.  2  are  those  with  (a)  asset  weaknesses  ranging  from  relatively  moderate  to 
moderately  severe,  or  (b)  neglible  asset  problems  but  definitely  undercapitalized,  or  (c)  unsatisfactory  managements,  or 
(d)  a  modified  combination  of  these  and  other  weaknesses.  Rating  No.  3— Banks  rated  No.  3  are  those  that  have,  in  relation 
to  capital  protection,  an  immoderate  volume  of  asset  weaknesses  which,  in  view  of  the  (a)  character  of  the  asset  problems 
or  (b)  management  deficiencies,  or  (c)  economic  conditions,  or  a  combination  of  these  and  other  points,  could  reasonably 
develop  into  a  situation  urgently  requiring  aid  either  from  the  shareholders  or  otherwise.  Banks  in  this  category  require 
special  attention.  Rating  No.  4  -Banks  rated  No.  4  are  those  confronted  with  asset  weaknesses  of  a  character  and  volume,, 
in  relation  to  capital  protection  and  quality  of  management,  urgently  requiring  aid  from  the  shareholders  or  otherwise  and 
whose  failure,  if  such  aid  is  not  forthcoming,  would  appear  to  be  probable.  These  are  the  serious  or  hazardous  cases 
requiring  constant  supervisory  attention. 

2  Rated  hazardous. 

1  Rated  unsatisfactory. 
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[Following  are  the  number  of  instances  in  which  there  was  more  than  1  meeting  with  a  board  or  board  committee,  and  the 

frequency  of  such  meetingsl 


Number  of 
banks 

Number  of 
meetings 

Frequency 

Federal  Reserve  Bank  of  Boston: 

1972 

1973 

1974.... 

Federal  Reserve  Bank  of  New  York:  197 

to  date. 
Federal  Reserve  Bank  of  Philadelphia: 

1974. 
Federal  Reserve  Bank  of  Cleveland: 

1972 

1973 

1974 

Federal  Reserve  Bank  of  Richmond: 

1973 

1974.. 

1975  to  date... 

3  through  1975 
1972  through 

None  . 
None  . 

1 

None  . 
None  .. 

4 

Apparently   determined   by   the 
severity  of  the  problem. 

None  . 

None  . 

1 

1 

None  .. 

2 
None 
indicated  .. 

None  .. 

1 

2 

1 
None  .. 

1 

1 

1 

None  .. 

1 

1 

1 

2 

1 

None  .. 

None  .. 

2 

2 
2 

Aug.  27,  1974  and  Apr.  24,  1975. 

0). 
(0. 
0). 

Federal  Reserve  Bank  of  Atlanta:  1972 

through  1974.. 

Federal  Reserve  Bank  of  Chicago: 

1973. 

1974 

1975  to  date.. 

2 

2 
3 

4 
2 
2 

(2). 
(2). 
(2). 

Federal  Reserve  Bank  of  St.  Louis:  1972 
Federal  Reserve  Bank  of  Minneapolis: 
1972 

1973 

through  1974.. 

(2). 

August  through  November,  1972. 
July  and  December  1972. 
February  and   December,   1972. 

1974 

Federal  Reserve  Bank  of  Kansas  City: 
1972 

1973 

1974 

Federal  Reserve  Bank  of  Dallas:  1973, 

date. 
Federal  Reserve  Bank  of  San  Francisco 

1974. 

4 

2 

2 
2 
2 

March,    July,    September    and) 

December,  1974. 
June  and  October,  1974, 

(3). 
(3). 
(3). 

i974,"i975~to~ 

1972  through 

i  Furnished  by  the  Federal  Reserve  Bank  of  Richmond.  It  is  also  important  to  note  that  in  some  instances  the  fact  that 
only  1  meeting  was  held  within  a  calendar  year  does  not  mean  that  a  2d  meeting  was  not  held  within  less  than  12  mo. 
Banks  with  significant  problems  are  scheduled  for  frequent  examinations;  thus,  a  meeting  may  follow  examinations  made 
in  the  last  half  of  1-yr  and  the  1st  half  of  the  following  year. 

2  Bank  dees  not  have  a  regular  schedule.  Meetings  are  planned  as  the  supervisory  authorities  feel  that  they  are  needed. 

3  Officers  of  the  Federal  Reserve  Bank  meet  with  the  directors  at  the  bank  at  the  conclusion  of  the  examination  and  again 
after  the  report  is  prepared  at  which  time  State  supervisory  authorities  are  invited  to  attend. 

Question  No.  B.23 

(a)  What  efforts  are  made  to  determine  that  the  outside  members 
of  the  Board  of  Directors  are  not  captives  of  the  bank's  management? 
(b)  For  holding  company  banks,  what  information  is  obtained  on  the 
relationships  between  the  bank's  Board  of  Directors  and  the  Board  for 
the  parent?  (c)  Should  the  banking  agencies  be  authorised  to  assert 
stockholders'  claims  in  actions  against  banks,  their  officers  and 
directors? 

Answer,  (a)  In  the  performance  of  the  examination,  the  examiner 
is  ordinarily  able  to  determine  the  general  quality  of  the  board  of 
directors,  the  extent  of  their  involvement  in  administration  of  the 
bank,  and  the  degree  of  dominance  or  influence  exercised  over  them  by 
the  managing  officers.  His  awareness  of  the  usual  manifestations  of 
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the  role  of  the  outside  directors  in  other  banks  examined  helps  him  to 
detect  any  absence  of  responsible  director  behavior.  In  some  instances, 
the  examiner  discusses  his  findings  with  the  bank's  directors  at  a  meet- 
ing held  at  the  conclusion  of  the  examination  and  through  such  meet- 
ings is  able  to  observe  first  hand  the  independence  of  each  director. 

(b)  Information  is  obtained  and  reviewed  during  a  bank  examina- 
tion as  to  the  degree  of  supervision  and  control  exercised  by  the  par- 
ent bank  holding  company.  A  questionnaire  submitted  to  bank's  man- 
agement at  the  opening  of  an  examination  includes  inquiries  relative 
to  directors  and  their  interests.  Also,  information  is  obtained  from  the 
answers  to  the  six  questions  on  page  C(a)  of  the  Federal  Reserve  ex- 
amination report  covering  ''Relations  with  Affiliated  Organizations." 
A  review  of  the  answers  to  the  questions  listed  on  this  page  provides 
the  examiner  and  supervisory  authorities  with  information  to  aid  in 
determining  the  degree  of  influence  being  exerted  by  the  parent.  Re- 
ports of  examination  usually  indicate  whether  a  representative  of  the 
bank  holding  company  attends  the  meetings  of  the  board  of  directors 
of  a  subsidiary  bank. 

(c)  It  is  not  clear  as  to  the  exact  meaning  of  "stockholders-  claims  in 
actions  against  banks"  that  the  agencies  would  be  authorized  to  assert. 
If  the  claim  is  for  the  purpose  of  recovering  property  or  obtaining 
monetary  damages  from  a  bank  for  the  benefit  of  a  shareholder,  a 
conflict  of  interest  might  arise  if  the  banking  agencies  supported  the 
claim  of  the  shareholder.  The  broad  objective  of  the  bank  supervisory 
agencies  is  to  foster  and  maintain  sound  banking  conditions  through 
the  maintenance  of  each  institution  in  sound  and  solvent  condition,  in 
order  to  protect  the  depositor  and  to  enable  the  bank  to  serve  ade- 
quately the  needs  of  the  community.  At  times  it  would  be  impossible 
to  represent  public  interests  in  maintaining  the  soundness  of  the  bank 
and  the  integrity  of  claims  against  it  in  the  form  of  deposits,  while  at 
the  same  time  asserting  stockholders'  claims  in  actions  against  the 
bank,  its  officers  and  directors.  A  conflict  of  interests  is  inherent  in 
such  situations,  and  our  statutory  responsibility  is  to  preserve  the 
lights  of  depositors  who  have  no  representation,  as  depositors,  on  the 
board  of  directors  or  in  the  management  of  the  bank. 

Question  No.  BS.\ 

In  what  ways  does  the  exam  hat] on  and  supervision  proeess  adapt 
to  different  types  of  operations?  Please  comment  specifically  on  the 
following  (a)  Differences  in  approaches  to  local,  regional,  national \ 
and  inti  rnational  operations,  (b)  Differences  between  small  and  large 
banks,  (c)  Krai  nation  of  national  and,  international  loan  participa- 
tions. Is  there  a  process  for  centralized,  evaluations  of  these  loans  or 
for  central  review  of  (  valuations  by  different  examiners?  To  what  ex- 
tent, and  hon\  do  Federal  and  State  agencies  exchange  information 
concerning  the  credit-worthiness  of  large  borrowers?  (d)  Interna- 
tional  operations,  including  branches,  subsidiaries,  joint  ventures  and, 
consortiums,  (e)  Relations  betwi  t  n  banks  and  th<  ir  nonbank  affiliates, 
mcluding  parent  holding  com  panics.  (/)  /'ranches  of  foreign  banks. 

Answer,  (a)  The  adaptation  of  the  examination  and  supervision 
functions  to  the  various  special  and  different  types  of  operations  is 
contingent  upon  several  Key  criteria.  Basically,  any  adaptation  and 
consideration  to  <  lie  assignment  of  examination  personnel  hinges  upon, 
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(1)  the  size  of  the  institution  and  its  operations,  (2)  the  nature  of 
those  operations,  with  consideration  for  known  problems  m  the  respec- 
tive operation,  which  may  be  unique  to  that  institution  or  which  may 
be  generally  attributed  to  special  economic  ailments  at  any  one  time, 
and  (3)  the  qualitative  evaluation  of  the  institution's  management  and 
the  extent  of  internal  audit  functions  providing  management  with 
effective  assessments  and  appraisals. 

Conditions  in  the  institution's  market  place  influence  the  examina- 
tion approach  and  the  supervisory  role.  In  operations  unique  to  more 
local  activities,  consideration  is  given  to  the  effects  of  isolated  finan- 
cial influences,  such  as  specialized  industrial  or  agricultural  environ- 
ments which  might  make  the  bank  subject  to  the  effects  of  unusually 
large  seasonal  or  cyclical  fluctuations.  Examiner  analysis  of  such  op- 
erations needs  to  give  special  attention  to  the  ability  of  management  to 
deal  with  the  consequent  problems. 

The  examination  approach  must  make  similar  allowance  for  the 
variations  that  can  be  attributed  to  regional  operations  which,  while 
tending  to  be  less  cyclical,  may  combine  much  of  the  flavor  of  local 
fluctuations  with  certain  special  factors  more  generally  found  in  na- 
tional operations.  The  assignment  of  manpower  to  these  examinations 
necessarily  requires  a  review  of  special  skills  which  will  be  effective  in 
assessing  the  different  activities  expected  in  the  institution. 

The  approach  to  a  national  level  operation  must  foresee  broad  in- 
fluential forces  which  affect  the  large  and  complex  credits,  and  the 
external  economic  conditions  which  can  complicate  the  analysis  or 
resolution  of  problem  areas. 

Again,  an  evaluation  of  management's  intrinsic  skills  must  play  a 
major  role  in  any  assessment  of  the  ability  of  the  institution  to  deal 
effectively  with  its  problems.  The  supervisory  role  itself  does  not 
visibly  differ  for  local,  regional,  or  national  operations,  particularly 
at  the  "monitoring  level." 

Therefore,  in  the  supervisory  operation,  financial  data  are  first 
treated  uniformly,  and  where  problems  are  identified,  usually  as  varia- 
tions from  acceptable  norms,  a  more  in-depth  analysis  is  triggered 
which  requires  an  evaluation  of  the  operation  with  allowance  for  size 
of  operations,  and  regional,  national,  or  local  problems.  In  this  super- 
visory function  a  great  deal  of  reliance  must  be  placed  upon  the  vari- 
ous periodic  data  reported  by  the  respective  institutions.  Of  course, 
the  credibility  of  that  data  is  contingent  upon  examination  of  report - 
ings  for  accuracy  and  reliability. 

Credit  evaluation  in  international  operations  is  essentially  the  same 
as  in  domestic  operations,  except  that  risks  associated  with  the  coun- 
try of  the  borrower  (exchange  controls  or  possible  foreign  exchange 
fluctuations  if  the  credit  is  denominated  in  foreign  exchange)  must 
be  taken  into  consideration.  It  is  expected  that  officers  of  the  bank 
making  international  loans  will  have  an  extensive  traveling  program 
so  as  to  develop  first-hand  knowledge  of  the  countries  and  borrowers 
requiring  credit.  It  may  be  advisable  for  a  bank  to  retain  local  counsel 
abroad  so  that  loan  documentation  will  be  in  a  form  suitable  to  both 
the  lender  and  the  borrower.  The  bank's  research  department  should 
prepare  and  keep  current  country  studies  which  will  evaluate  the 
attractiveness  as  well  as  the  risks  of  lending  in  the  country  under 
consideration. 
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Operations  other  than  lending  which  may  be  unique  to  interna- 
tional divisions  include  foreign  exchange  dealing,  Euro-currency  deal- 
ing, issuance  of  letters  of  credit,  and  acceptance  financing.  While 
these  differences  in  operations  do  not  require  vast  differences  in  ap- 
proaches to  the  examination,  the  examiners  do  need  special  experience, 
skills  and  training  to  deal  effectively  with  each  of  these  highly  spe- 
cialized activities. 

Coordination  of  international  examining  personnel  with  the  exam- 
iner in  charge  of  the  entire  examination  is  important  since  the  bank 
may  encounter  liquidity  problems  through  its  transactions  in  the  in- 
ternational operations.  Unauthorized  foreign  exchange  positions,  as 
well  as  authorized  but  unreasonably  large  positions,  expose  the  bank 
as  a  whole  to  serious  risk  of  loss,  or  even  failure.  For  this  reason 
the  international  examiner  must  be  aware  of  the  concept  of  the  bank 
as  a  whole,  just  as  the  domestic  examiner  must  be  able  to  appreciate 
the  important  effect  that  the  bank's  international  operations  can  have 
on  the  bank's  earnings  and  condition. 

(b)  The  comments  made  in  reply  to  (a)  above  and  to  earlier  ques- 
tions concerning  examination  procedures  apply  to  the  examination 
and  supervision  process  of  both  small  and  large  banks.  Examination 
procedures  are  not  ordinarily  altered  according  to  the  size  of  the 
bank  per  se,  but  rather  in  accordance  with  the  functions  and  activities 
found  within  the  bank. 

(c)  An  examiner  encountering  a  participation  in  a  national  credit 
or  international  loan  at  a  bank  or  Edge  Corporation  expects  to  find 
adequate  credit  files  supporting  the  extension  of  credit,  just  as  though 
the  bank  under  examination  were  a  principal  bank  involved  in  the 
credit.  The  fact  that  a  participation  is  purchased  from  a  well-known, 
large  bank  provides  little  support  for  the  purchasing  bank,  and  does 
not  relieve  the  participating  bank  from  the  responsibility  for  per- 
forming its  own  credit  analysis  and/or  country  evaluation  before 
purchasing  the  participation. 

The  System  presently  has  no  process  of  centralized  evaluations  of 
national  and  international  loan  participations  or  central  review  of 
evaluations  of  such  loans  by  different  examiners.  Currently,  through 
information  contained  in  reports  of  examination  which  may  be  shared 
among  the  Reserve  Banks,  or  by  direct  contact  with  the  Reserve  Hank 
in  whose  district  the  lead  bank  in  the  participation  is  located,  exami- 
ners have  access  to  the  views  of  other  examiners  who  have  evaluated 
identical  credits.  However,  the  potential  value  of  providing  for  cen- 
tralized evaluations  of  certain  national  credits,  including  the  involve- 
ment of  other  hank  supervisory  agencies,  has  been  reviewed  by  the 
Federal  Reserve  and  is  once  again  under  active  consideration. 

While  the  Federal  banking  agencies  and  the  State  authorities  have 
on  occasion  exchanged  certain  credit  information  on  large  borrowers, 
System  examiners  ordinarily  rely  on  the  credit  files  of  the  lending 
bank  in  making  loan  evaluations. 
^  (d)  Foreign  branches  are  examined  on-site  every  few  years  by  the 
Federal  Reserve.  Small  branches,  or  branches  located  in  countries 
where  local  authorities  bave  imposed  restrictions  and  exercise  strict 
control  oyer  branches  of  U.S.  hanks  (e.g.  Japan)  bave  not  been  exam- 
ined on-site  by  the  Federal  Reserve.  All  foreign  branches  are  "sur- 
veyed" once  a  yi  ar.  generally  at  the  time  the  international  division  of 


565 

the  bank  is  examined.  A  survey  includes  a  review  of  the  branch's  loan 
portfolio,  the  frequency  and  completeness  of  audits  performed  by 
main  office  auditors,  aiid  reports  required  and  control  exercised  by 
main  office  officers. 

Subsidiaries,  joint  ventures,  and  consortia  are  likewise  "surveyed" 
during  the  examination  of  the  bank's  international  division  or  of  an 
Edge  Corporation  which  owns  the  subsidiaries.  Certain  information 
concerning  liquidity,  risk  assets,  contingencies,  and  controls  is  required 
by  law  (12  CFE  211.110),  and  examiners  use  this  information  plus 
other  files  along  with  discussion  with  responsible  officers  to  arrive  at 
a  judgment  concerning  the  subsidiary's  operations.  Subsidiaries  may 
be  subjected  to  an  on-site  examination  if  deemed  necessary  because  of 
size  or  the  nature  of  its  assets  or  operations,  but  in  certain  countries 
(England  is  a  chief  exception)  the  difficulty  in  obtaining  local  au- 
thorization to  inspect  these  subsidiaries  is  a  significant  deterrent.  For 
these  reasons  considerable  emphasis  is  placed  on  the  surveys  of  the 
subsidiaries  based  on  records  located  at  the  parent  bank's  main  office. 

(e)  For  larger  institutions,  transactions  between  banks  and  their 
holding  company  affiliates  are  now  being  reported  quarterly  to  the 
Federal  Reserve  (see  answer  to  G.6.).  In  addition,  relations  between 
banks  and  their  nonbank  affiliates  are  carefully  scrutinized  at  the  time 
of  each  examination  to  determine  their  legality  and  appropriateness 
and  to  help  assess  the  effect  of  interaffiliate  transactions  upon  the  finan- 
cial condition  of  each  of  the  affiliates  involved  and  upon  the  holding 
company.  Such  scrutiny  is  complemented  by  staff  analyses  of  various 
quarterly  and  annual  reports  of  condition  (including  special  reports  to 
the  Federal  Reserve)  that  each  bank  holding  company  may  be  required 
to  file.  Periodic  inspections  of  bank  holding  companies  and  their  non- 
bank  affiliates  trace  the  management  ties  between  each  affiliate  and  the 
parent  company,  defining  and  appraising  the  decision-making  process. 
Appraisal  of  the  financial  condition  and  future  prospects  of  each  en- 
tity are  related  to  appropriate  industry  norms,  and  areas  of  oppor- 
tunity for  operational  improvements  are  discussed  with  appropriate 
company  officers  and  directors.  The  size  and  experience  of  the  inspec- 
tion crew  is  related  to  the  size  and  complexity  of  the  holding  company 
in  order  that  a  more  coherent  review,  analysis  and  critique  of  the  com- 
pany's goals,  policies  and  procedures  can  be  accomplished,  and  poten- 
tial problem  areas  identified  and  appropriate  remedies  determined 
with  (when  possible)  agreement  of  company  management. 

(f )  At  the  present  time  there  are  no  provisions  for  Federal  Reserve 
supervision  of  branches  or  agencies  of  foreign  banks  located  in  the 
United  States.  Legislation  has  been  proposed  by  the  System,  however, 
which  would  bring  organizations  of  this  type  under  the  supervision  of 
a  Federal  agency,  either  the  Comptroller  "or  the  Federal  Reserve. 

Question  Xo.  B.25 

In  what  ways  can  bank  supervision  be  made  more  sensitive  to  the  de- 
velopment of  new  trends  (such  as  the  very  rapid  growth  of  a  number 
of  regional  hanks  in  the  early  1970's,  the  Eurodollar  market,  and  bor- 
rowing by  real  estate  investment  trusts  in  tlie  early  1970's)  so  as  to 
prevent  the  occurrence  of  adverse  developments  without  unduly  shack- 
ling banks  or  waiting  for  a  crisis 9 
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The  fundamental  objective  of  bank  supervision  is  to  establish  and 
maintain  a  sound  banking  system  which  is  responsive  to  the  need-  d 
an  expanding  economy.  This  objective  can  best  be  satisfied  by  main- 
taining a  clear  picture  of  the  current  state  of  the  industry  and,  at  the 
same  time,  remaining  alert  to  new  developments.  Some  new  develop- 
ments are  experimental,  and  experience  with  them  results  in  abandon- 
ment or  substantial  amendment.  On  the  other  hand,  many  innovations, 
such  as  consumer  loans,  the  amortized  real  estate  mortgages  and  con- 
sumer-type certificates  of  deposit  have  proved  productive  for  the  banks 
utilizing  them  and  have  resulted  in  definite  benefits  to  their  customers. 

There  seems  no  more  satisfactory  basis  for  predicting  the  success  or 
failure  of  a  given  innovation  than  careful  attention  to  its  acceptance. 
Bank  supervisors  are  responsible  for  detecting  emerging  developments 
at  an  early  stage  and  then  following  their  evolution  closely  to  deter- 
mine whether  or  not  the  practices  in  question  might  be  harmful.  Any 
regulatory  judgment  or  prescription  which  discourages  responsil  le 
testing  and  experiment  could  result  in  a  backward  banking  system,  un- 
responsive to  the  changing  needs  of  the  econom}T. 

Question  No.  B.26. 

What  are  the  procedures  used  to  evaluate  and  improve  hank  super- 
vision? Indicate  who  on  your  staff  (whether  in  Washington  a?'  else- 
where} is  responsible  for  evaluation,  improvement  and  planning  of 
supervision,  what  their  important  efforts  have  been  within  the  last 
three  years  and  what,  if  am/,  other  responsibilities  tliey  had  concur- 
rently. What  are  the  most  significant  lessons  to  be  learned  from  the 
experiences  of  recent  years,  what  improvements  in  response  to  these 
developments  liave  been  made,  and  what  significant  new  improvements 
are  planned? 

Answer.  The  review  of  the  supervisory  function  of  the  Federal  Ee- 
serve  System  together  with  plans  for  its  evaluation  and  improvement 
is  recognized  as  extremely  important.  The  Director  of  the  Board's  Di- 
vision of  Banking  Supervision  and  Regulation  has  the  on-going  re- 
sponsibility for  the  improvement  and  maintenance  of  the  overall  qual- 
ity and  scope  of  examination  procedures  and  practices  and  for  the 
implementation  of  innovations  in  examination  methods  to  meet  the 
changes  that  occur  in  the  banking  industry. 

Although  the  System  maintains  a  continuous  surveillance  of  the 
examination  activity,  following  the  recent  failure  of  two  large  banks, 
the  Board  decided  to  make  an  overall  review  of  the  supervisory  and 
regulatory  function.  To  give  this  study  focus,  a  committee  of  members 
of  the  Board  of  Governors  was  appointed  to  evaluate  the  existing  su- 
pervisory program  and  recommend  needed  changes.  Governor  Hol- 
land, who  serves  as  chairman  of  that  committee,  submitted  a  statement 
on  its  activities  to  this  Subcommittee  on  December  12.  1974.  We  be- 
lieve that  it  is  desirable  to  repeat  certain  paragraphs  of  that  statement 
because  it  describes  the  way  in  which  we  are  undertaking  a  review  of 
our  supervisory  responsibilities. 

"We  must  endeavor  to  learn  from  the  difficult  financial  experiences 
of  the  past  year  or  two  if  we  are  not  to  repeat  them.  In  that  spirit,  v 
at  the  Federal  Reserve — and  I  am  sure  others  as  well — are  hard  at  work 
poring  over  the  past  and  trying  to  devise  appropriate  measures  to  im- 
prove the  performance  of  banking  and  bank  regulation. 
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"To  give  our  work  focus,  we  have  concentrated  on  what  we  regard  as 
key  problem  areas.  In  our  work  to  date,  a  half-dozen  such  areas  stand 
out.  Certainly  one  is  the  attenuation  of  bank  capital.  Rapid  expansion 
of  bank  assets,  particularly  in  the  larger  banks,  over  the  last  decade 
has  far  outpaced  the  additions  that  have  been  made  to  bank  equity  capi- 
ta]. Furthermore,  greater  leveraging  of  organizational  capital  has  en- 
tered the  picture  by  such  means  as  bank  holding  companies  issuing  debt 
securities  to  raise  funds  to  buy  new  issues  of  common  stock  from  their 
bank  subsidiaries. 

"To  finance  their  rapid  asset  expansion,  many  larger  banks,  in  par- 
ticular, have  turned  to  heavy  reliance  on  liability  management,  in- 
volving the  issuance  of  market-type  deposit  certificates  and  other  lia- 
bilities to  raise  whatever  added  funds  are  wanted.  Such  instruments 
have  proved  not  only  highly  interest-sensitive,  but  also  highly  confi- 
dence-sensitive in  time  of  stress. 

"Undue  banker  confidence  in  their  abilities  as  liability  managers  has 
sometimes  contributed  to  the  making  of  excessive  loan  commitments. 
Such  promises  to  lend  are  a  practical  part  of  of  everyday  bank- 
ing, but  those  promises  have  not  always  been  prudently  limited  to 
amounts  which  banks  could  effectively  handle  in  times  of  strong  credit 
pressures. 

"A  companion  problem  has  been  some  deterioration  in  the  quality 
of  bank  assets.  This  development  seems  to  result  partly  from  the  cost- 
income  squeeze  that  has  been  suffered  by  many  borrowers,  and  partly 
from  the  overly  aggressive  lending  policies  followed  by  some  banks 
in  recent  years. 

aIn  certain  specialized  areas  of  bank  activities,  some  trouble  signals 
have  also  been  flashing.  One  involves  foreign  exchange  risks.  In  the 
new  world  of  flexible  exchange  rates,  the  opportunities  for  profit  by 
bank  foreign  exchange  departments  can  loom  larger,  but  so  do  the 
risks  of  loss.  Also,  the  sharp  fluctuations  and  recent  historic  highs  in 
interest  rates  have  increased  the  risk  of  losses  in  bond  trading  depart- 
ments of  banks.  These  developments  have  placed  heavy  burdens  on 
management  systems  for  controlling  risks  and  on  the  systems  of  audit 
control  relied  upon  to  discipline  these  two  departments  in  many  banks. 

"Finally,  recent  experience  has  suggested  to  us  that  the  public  in- 
terest would  be  well  served  if  there  could  be  more  expeditious  resolu- 
tion of  problem  bank  cases.  In  the  end,  such  cases  have  been  resolved, 
but  often  the  time  consumed  in  dealing  with  these  difficulties  has  ag- 
gravated uncertainties  and  concerns  within  the  financial  community. 

"The  Federal  Eeserve  believes  that  now  is  the  time  to  begin  to  de- 
velop and  implement  corrective  action  in  each  of  these  areas.  As  we  see 
it,  some  needed  changes  in  basic  legislation  will  have  to  be  brought  to 
the  attention  of  Congress.  Other  problems  can  probably  be  dealt  with 
by  means  of  well-designed  regulatory  or  administrative  changes.  Some 
of  these  problems  are  comparatively  easy  to  diagnose  and  cure :  others 
are  extraordinarily  complex  and  difficult.  All  our  Board  members  are 
giving  close  attention  to  these  questions. 

"I  am  now  chairing  a  wide-ranging  variety  of  task  forces  within 
the  Federal  Eeserve  System  that  are  studying  these  supervisory  and 
regulatory  problems  and  trying  to  develop  appropriate  solutions 
therefor.  This  study,  which  covers  all  the  problem  areas  discussed 
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above  and  more,  has  been  organized  in  six  major  sections.  These  are: 
resolution  of  problem  bank  and  bank  holding  company  cases;  foreign 
exchange  supervision  and  regulation ;  bank  examinations ;  bank  capi- 
tal and  liquidity  standards ;  longer-run  bank  holding  company  super- 
visory and  regulatory  policy;  and  the  structure  of  bank  regulatory 
agencies  and  related  reforms. 

"One  of  our  priority  items  is  to  find  ways  of  resolving  problem 
bank  (and  problem  bank  holding  company)  cases  more  speedily  and 
efficiently. 

"Our  work  on  the  resolution  of  this  subject  starts  with  a  searching 
examination  of  the  adequacy  and  efficacy  of  existing  regulatory  powers 
and  present  practices  as  a  guide  to  any  needed  legislative,  regulatory, 
or  administrative  changes.  Closely  paralleling  this  work  is  an  assess- 
ment of  the  best  methods  of  ensuring  that  stockholder  and  director 
responsibilities  are  met  in  problem  cases. 

"It  seems  reasonably  clear  that  these  are  areas  in  which  we  will  need 
to  ask  the  Congress  for  legislation.  For  example,  in  the  Bank  Merger 
Act  the  Congress  wisely  granted  an  exception  to  the  30-day  waiting 
period  before  a  merger  may  take  place  when  prompt  action  is  neces- 
sary to  prevent  the  probable  failure  of  a  bank.  There  is  no  such  waiver 
authority  in  the  Bank  Holding  Company  Act.  We  are  considering 
proposing  legislation  to  permit  such  a  waiver. 

"Another  legislative  suggestion  under  consideration  is  to  modify 
the  geographic  restraints  on  acquisitions  by  a  bank  holding  company 
in  emergency  situations.  It  may  be  that  the  public  interest  would  be 
better  served  by  permitting  out-of -State  acquisitions  in  those  undoubt- 
edly rare  emergency  cases  when  it  might  be  found  that  such  action  is 
necessary  to  protect  the  stability  of  the  regional  or  national  economy 
and  the  competitiveness  of  the  banking  system. 

"Turning  to  the  subject  of  foreign  exchange  supervision  and  regu- 
lation, reviews  are  under  way  of  the  operations  of  banks  engaged  in 
foreign  exchange  activities.  Our  studies  are  giving  particular  attention 
to  the  banks'  information  and  audit  systems,  to  their  policy  controls 
over  foreign  exchange  positions  and  trading,  and  to  the  question  of 
whether  further  measures  may  be  needed  to  limit  the  risks  involved. 
Bank  examination  treatment  of  foreign  exchange  operations  is  an  im- 
portant part  of  this  subject. 

"Our  consideration  of  bank  examinations  encompasses  all  aspects 
of  bank  operations.  We  are  interested  in  possible  improvements  in 
bank  examination  practices  and  procedures,  the  early  detection  of 
unsound  practices,  and  the  possible  use  of  management  information 
systems  for  bank  examiners  and  auditors.  As  a  part  of  this  project, 
at  lent  ion  will  be  given  to  ways  to  monitor  and  constrain  excessive  loan 
commitments  and  other  off-blance-sheet  promises  to  lend,  methods  to 
detect  and  discipline  poor  quality  bank  loans  more  effectively,  and 
measures  needed  to  minimize  bond  trading  risks.  An  important  seg- 
ment of  this  work  is  a  critical  analysis  of  banks  involved  in  recent 
failures  in  order  to  identify  possible  inadequacies  or  failures  of  the 
banks'  internal  management  and  audit  controls. 

"In  the  area  of  bank  capital  and  liquidity  standards,  our  analysis  is 
direct ed  toward  reviewing  and  sharpening  the  concept  of  what  is  'ade- 
quate' capital  and  liquidity.  We  are  hopeful  this  wTork  willlead  to  the 
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formulation  of  clarified  standards  for  bank  capital  and  liquidity.  In 
coordination  with  the  study  on  bank  examinations,  attention  also  will 
be  given  to  the  need  for  more  effective  surveillance  and  enforcement 
measures. 

"Because  of  the  great  importance  which  bank  holding  companies 
have  assumed  in  the  banking  system  in  the  last  few  years,  one  section 
of  our  study  is  devoted  to  longer-run  bank  holding  company  super- 
visory and  regulatory  policy.  Work  is  now  going:  forward  on  efforts  to 
design  an  information  system  to  monitor  activities  and  changes  in 
bank  holding  company  operations.  Attention  is  also  being  given  to  the 
relations  of  nonbanking  affiliates  to  bank  holding  companies,  with 
particular  focus  on  the  possible  contribution  of  nonbanking  affiliates 
to  banking  difficulties. 

"The  latest  project  relates  to  the  structure  of  bank  regulatory 
agencies  and  related  reforms.  This  subject  quite  properly  occupies  a 
concluding  position.  The  analysis  involved  in  all  of  the  other  projects 
described  above  will  contribute  to  our  understanding  of  the  inade- 
quacies— and  accomplishments — of  the  Federal  bank  regulatory  and 
supervisory  structure.  This  information  should  supply  a  factual 
foundation  for  judging  whether  changes  should  be  recommended  in 
the  structure  of  the  Federal  bank  regulatory  agencies.  One  project  in 
this  section  is  looking  at  the  relationship  between  field  examining 
forces,  both  Federal  and  State,  and  to  means  for  improving  those  rela- 
tionships. It  is  perhaps  appropriate  to  note  that  many  alternatives  will 
be  considered  before  the  Board  reaches  a  conclusion  on  this  sensitive 
subject. 

"I  might  mention  that  we  have  been  in  touch  with  our  sister  regu- 
latory agencies  regarding  these  studies,  and  we  will  continue  to  confer 
with  them  as  our  work  progresses. 

"We  realize  fully,  as  I  am  sure  you  do,  that  this  reexamination  and 
study  is  a  massive  undertaking.  I  want  to  assure  you,  however,  that  we 
at  the  Board  are  fully  committed  to  moving  forward  with  it  as  speed- 
ily as  possible.  We  view  our  work  as  an  action  program  to  be  put  into 
effect  by  legislative  recommendations,  changes  in  regulations,  or  re- 
forms in  administrative  and  operating  procedures. 

"I  can  report  the  Board  already  has  taken  concrete  action  on  several 
fronts.  Beginning  last  June,  we  introduced  a  'go-slow'  policy  regard- 
ing bank  holding  company  expansion.  This  policy  remains  in  effect 
today ;  its  future  will  have  to  be  determined  by  the  Board  in  the  light 
of  emerging  economic  and  financial  conditions.  The  policy  is  evident 
in  cases  in  which  we  have  felt  that  either  an  organization's  capital  or 
its  liquidity  positions  have  been  stretched.  We  have  denied,  in  such 
cases,  applications  for  acquisitions  of  other  firms  in  permissible  lines 
of  activity,  except  when  we  felt  the  public  benefits  of  a  particular 
acquisition  were  exceedingly  strong.  We  have  also  refused,  for  the  time 
being,  to  add  new  lines  of  activity  to  the  permissible  list  for  bank 
holding  companies. 

"In  addition,  we  have  stepped  up  our  information-gathering  and 
supervisory  oversight  with  respect  to  banks  and  bank  holding 
companies. 

"This  fall,  when  circumstances  seemed  to  us  propitious,  we  restruc- 
tured the  reserve  requirements  of  member  banks,  raising  average  re- 
serve requirements  somewhat  on  short-dated  time  deposits,  but  cutting 
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requirements  to  the  statutory  minimum  on  time  deposits  with  over  six 
months'  maturity.  Such  action,  we  felt,  would  be  an  encouragement  to 
banks  to  lengthen  the  average  maturity  of  their  liabilities  and  thereby 
reduce  the  potential  volatility  of  their  funds. 

"More  recently,  in  coordination  with  the  other  relevant  regulatory 
agencies,  we  acted  to  raise  somewhat  the  interest  rates  banks  could  pay 
to  attract  time  deposits  with  maturities  as  far  out  as  six  years  or  more. 

''Finally,  I  might  mention  that  we  have  just  sent  to  the  Congress 
a  comprehensive  proposal  for  legislation  covering  foreign  banking 
operations  in  this  country.  The  main  thrust  of  this  legislation  is  to 
treat  foreign-owned  bank  operations  in  this  country  like  domestically- 
owned  banks;  one  effect  is  to  extend  certain  existing  Federal  bank 
regulatory  and  supervisory  authority  to  such  operations.5' 

Question  No.  B.27. 

In  addition  to  answers  to  the  foregoing  questions,  what,  if  any,  other 
steps  are  being  taken,  or  are  under  consideration,  to  strengthen  the 
supervisory  process? 

Answer.  The  responses  to  the  preceding  questions  indicate  the  ac- 
tions that  have  been  taken  to  strengthen  banking  supervision.  How- 
ever, this  is  an  area  where  we  are  continuing  to  make  studies  to  assist 
in  updating  our  procedures  where  necessary  and  to  evolve  new  ideas. 
to  meet  changes  in  banking. 

Question  No.  0.1. 

What  are  the  hey  regulations  promulgated  by  government  authori- 
ties to  prevent  unsound  banking  practices?  As  to  the  regulations  you 
deem  most  important,  (a)  Do  they  have  anti-competitive  impacts? 
(b)  What,  if  any,  modifications  to  existing  regulations  do  you  believe 
might  be  made  to  reduce  the  costs  and/ or  the  anti-competitive  impacts, 
and  to  increase  compliance  and '/or  ease  enforcement? 

Answer.  There  are  a  number  of  regulations,  generally  premised  on  an 
explicit  statutory  authorit}^,  that  deal  with  preventing  or  regulating 
transactions  that  may  be  unsafe  or  unsound.  The  key  statutory  and  reg- 
ulatory rules  deal  with  lending  limits  and  investment  authority.  The 
regulations  dealing  with  lending  limits  focus  on  the  amount  of  credit 
that  may  be  extended  to  any  one  borrower,  usually  equal  to  10  per  cent 
of  the  bank's  capital  and  surplus.  This  prevents  an  undue  concentra- 
tion of  credit  to  any  one  obligor  and  assures  some  diversification  of 
the  bank's  loan  portfolio.  In  the  case  of  State  member  banks,  such 
regulations  and  statutes  are  promulgated  by  State  authorities.  The 
statute  dealing  with  the  investment  authority  of  banks  in  Section  5136 
I  r.S.  Revised  Statutes.  Under  this  statute,  the  Comptroller  of  the  Cur- 
rency has  authority  to  promulgate  regulations.  Basically,  the  statute 
restricts  the  amount  a  bank  may  invest  in  the  obligations  of  any  one 
obligor  to  an  amount  equal  to  10  per  cent  of  the  bank's  capital  and 
surplus  except  there  are  not  limitations  with  respect  to  obligations  of 
the  U.S.  Government  and  genera]  obligations  of  States  and  political 
subdivisions.  Section  5136  is  made  applicable  to  State  member  banks 
by  section  !)  of  the  Federal  Reserve  Act. 

In  addition  to  these  fundamental  statutory/regulatory  provisions, 
there  are  a  number  of  other  regulations  dealing  with  banking  prac- 
tices.  The  Board's  regulations  to  this  w^akI  are  as  follow-: 
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Regulation  H,  which  sets  forth  various  conditions  of  membership 
including  capital  adequacy  requirements,  and  includes  provisions  om 
particular  banking  practices.  This  regulation  also  includes  restric- 
tions on  loans  in  flood  hazard  areas  and  the  use  of  standby  letters  of 
credit. 

Regulation  O,  which  implements  section  22(g)  of  the  Federal  Re- 
serve Act  and  sets  forth  limitations  on  loans  by  a  member  bank  to  its* 
executive  officers. 

Regulation  P,  which  implements  the  Bank  Protection  Act  and  sets 
forth  security  devices  and  procedures  required  to  be  used  by  member 
banks  to  decrease  the  frequency  of  robbery  and  burglary  and  aid  in 
the  apprehension  and  conviction  of  those  who  commit  crimes  against 
banks. 

Regulations  D  and  Q,  which  implement  section  19  of  the  Federal 
Reserve  Act.  Historically,  these  regulations  were  designed  to  promote 
safety,  for  example,  by  preventing  banks  from  bidding  for  deposits 
at  unsafe  rates,  and  by  assuring  that  banks  maintained  adequate  re- 
serves. The  regulations,  while  still  serving  their  original  purpose,  are 
now  considered  to  have  additional  implications  relating  to  monetary 
policy  and  to  the  competitive  status  of  commercial  banks  vis-a-vis 
thrift  institutions.  The  Board  has  also  proposed  amendments  to  Regu- 
lations D  and  Q,  which  would  regulate  certain  issues  of  subordinated 
notes.  The  provisions  of  the  proposal  that  relate  to  the  necessity  for 
prior  approval  of  redemption  and  payment  pursuant  to  acceleration  of 
maturity  are  meant  to  permit  the  appropriate  Federal  banking  agency 
to  assess  the  impact  of  such  payment  on  the  capital  structure  of  the 
bank. 

Regulation  R,  which  implements  the  Glass- Steagall  Act  by  placing 
restrictions  on  director  and  officer  interlocks  between  member  banks 
and  securities  companies,  and  is  designed  to  prevent  conflicts  of  inter- 
est and  unsound  practices  thought  to  arise  from  such  relationships. 

(a)  Of  the  above  regulations,  Regulation  Q  has  some  adverse  com- 
petitive effects  in  that  it  restrains  free  market  competition. 

(b)  Changes  to  Regulation  Q  so  as  to  eliminate  all  anti-competitive 
effects  would  require  statutory  modification  by  Congress.  All  three 
banking  agencies  have,  however,  supported  a  gradual  phasing  out  of 
interest  rate  controls.  With  this  exception,  it  is  the  Board's  judgment 
that  none  of  the  above  regulations  has  costs  not  justified  by  the  poten- 
tial problems  to  be  prevented.  With  respect  to  steps  that  could  be  taken 
to  increase  compliance  with  the  Board's  regulations  generally,  please 
see  the  discussion  of  proposed  civil  penalties  in  the  answer  to  Question 
C.2.  below. 

Question  No.  C.2. 

What  additional  regulatory  powers,  not  available  under  existing 
statutes,  are  needed?  (a)  Discuss  the  strengths  and  weaknesses  of  ex- 
isting poivers  and  practices  with  respect  to  bank  officers  or  other  per- 
sonnel deemed  responsible  (for  whatever  reasons)  for  unsound  prac- 
tices, (b)  Discuss  what,  if  any,  further  disclosure  or  other  steps  mic/Jit 
be  taken  to  increase  the  ability  of  private  market  participants  (e.g., 
stock  market  analysts  and  purchasers  of  CD's)  to  discipline  the  activ- 
ities of  the  bank. 
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Answer.  The  Board  of  Governors  and  the  other  two  Federal  bank 
regulatory  agencies  have  just  completed  a  review  of  existing  statutory 
prohibitions  and  remedies  with  respect  to  practices  that  conld  lead  to 
situations  involving  unsatisfactory  banking  conditions  and  have  con- 
cluded that  additional  statutory  authority  is  needed.  A  copy  of  our 
legislative  proposals  in  this  respect  as  well  as  the  transmittal  letter 
that  describes  the  proposals  (dated  September  5, 1975)  is  attached.  The 
proposed  legislation  would  permit  further  restrictions  on  insider 
transactions  and  would  authorize  the  Board  to  order  divestiture  of  a 
bank  holding  company  subsidiary  when  the  safety  or  soundness  of  a 
banking  subsidiary  is  threatened.  In  addition,  as  the  Board's  trans- 
mittal letter  indicated,  the  agencies  are  considering  the  advisability  of 
expanding  the  definition  of  affiliates  for  purposes  of  the  lending  re- 
strictions in  Section  23(A)  of  the  Federal  Reserve  Act.  The  other 
proposals  generally  deal  with  remedial  powers,  such  as  power  to  im- 
pose penalties  for  violation  of  various  provisions  of  law  designed  to 
prevent  unsafe  practices,  as  well  as  a  streamlining  of  the  cease  and 
desist  powers  and  procedures  so  that  unsafe  practices  may  be  dealt 
with  more  effectively. 

(a)  The  primary  weight  of  the  effort  to  cause  unsafe  and  unsound 
practices  by  bank  officers  and  other  personnel  to  be  terminated  once 
they  are  detected  rests  on  the  examination  process.  If  unsafe  and  un- 
sound practices  are  detected,  discussions  are  held  promptly  with  man- 
agement. If  the  problem  is  more  acute,  the  supervisory  approach  is 
expanded  to  include  meetings  with  the  bank's  board  of  directors,  re- 
quirements for  periodic  progress  reports  indicating  changes  in  areas 
under  criticism,  follow-up  investigations  by  examiners  focusing  on 
key  problem  areas,  and  more  frequent  examinations  than  accorded 
banks  with  fewer  problems.  We  believe  that  the  performance  of  exami- 
nations on  a  case-by-case  basis  is  an  important  source  of  preventing 
unsafe  and  unsound  practices.  In  general,  this  approach  works  well 
and  in  a  timely  manner,  and  this  is  its  great  strength. 

There  are,  however,  occasions  when  the  management  of  a  bank  is 
reluctant  to  make  the  changes  requested.  The  regulator  then  resorts 
to  the  cease  and  desist  and  removal  provisions  of  the  Financial  Insti- 
tutions Supervisory  Act.  As  noted  above  and  in  our  attached  legisla- 
tive proposals,  the  agencies  have  urged  changes  to  these  statutes  to 
increase  their  effectiveness.  Foremost  among  these  is  the  elimination 
of  the  requirement  that  personal  dishonesty  be  established  before  an 
officer  or  director  may  be  removed,  thus  allowing  removal  on  the  basis 
of  gross  negligence  as  well. 

(b)  The  answer  to  this  question  will  be  discussed  in  the  response 
to  Question  A  (3) ,  which  is  being  submitted  later.1 

Question  No.  C.S. 

(a)  A.s/tJc  from  periodic  examinations,  what  steps  are  taken  to  as- 
sure compliance  with  statutes  and  regulations?  (b)  Are  the  available 
sanctions,  systems  and  practices  sufficient,  or  are  neio  ones  needed? 

1  Question  A  (3)  Is  as  follows  :  To  what  extent  do  you  expect  the  private  markets  for  larpe 
deposits,  subordinated  debt,  and  equity  capital  to  prevent  undue  rlsk-taklnpr  by  banking 
Institutions?  To  What  extent  does  Increased  public  disclosure  offer  promise?  To  the  extent 
th.it  disclosure  is  Insufficient,  bow  Is  undue  risk-taking  avoided? 
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Ansicer.  (a)  Procedures  in  addition  to  the  examination  process  that 
have  been  designed  to  help  to  assure  compliance  with  the  Board's 
statutes  and  regulations  consist  principally  of  periodic  reporting  sys- 
tems and  investigatory  activities.  The  Board  has  established  a  regular 
reporting  system  with  respect  to  banks  and  bank  holding  companies 
and  examination  of  these  reports  often  gives  rise  to  follow-up  ques- 
tions and  examinations  where  a  lack  of  compliance  is  suspected.  In 
addition,  the  Board  has  established  a  task  force  that  is  in  the  process 
of  preparing  detailed  questionnaires  intended  to  spot  any  instances 
in  which  the  nonbanking  activities  of  bank  holding  companies  may  be 
at  variance  in  some  respects  with  existing  statutes  and  regulations. 
Further,  individual  allegations  by  third  parties  that  a  particular  bank 
or  bank  holding  company's  operations  are  not  in  compliance  are  in- 
vestigated. The  Board's  staff  investigates  and  handles  such  complaints 
of  unfair  or  deceptive  practices  or  of  violations  of  consumer  regula- 
tions, such  as  Truth  in  Lending.  Also,  complaints  relating  to  the 
Board's  interest  rate  regulations  are  investigated. 

(b)  As  the  attachments  provided  in  answer  C(2)  above  indicate, 
the  Board  believes  strongly  that  additional  sanctions  are  necessary 
in  order  to  assure  compliance.  As  described  more  fully  in  those  attach- 
ments, there  are  a  number  of  prohibitions  designed  to  help  to  prevent 
unsafe  practices  for  which  there  are  now  no  practical  effective 
remedies.  The  Board  believes  that  institution  of  a  civil  penalty  system 
such  as  recommended  would  provide  an  effective  deterrent  to  unsafe 
practices  and  decrease  the  frequency  of  difficult  bank  situations. 

Question  No.  0.4- (a) . 

Hold,  if  at  all,  should  the  Federal  Reserve's  discount  window  be 
used  to  aid  banks  that  are  in  serious  danger  of  becoming  insolvent? 

Answer.  Federal  Reserve  credit  may  be  made  available  through  the 
discount  window  to  a  member  bank  experiencing  needs  for  funds 
arising  from  particular  circumstances  such  as  deposit  losses,  impaired 
access  to  money  market  funds  or  sudden  deterioration  in  loan  repay- 
ments. In  such  circumstances  credit  may  be  provided  to  solvent  mem- 
ber banks  in  the  form  of  secured  advances.  Such  assistance  is  intended 
to  provided  needed  time  for  the  member  bank  and  the  bank  super- 
visory authorities  to  develop  and  initiate  a  program  aimed  at  elimi- 
nating the  bank's  problems. 

All  System  loans  to  member  banks  must  be  secured  by  satisfactory 
collateral  and  a  Federal  Reserve  Bank  will  lend  only  where  there 
exists  a  reasonable  expectation  for  full  repayment.  While,  in  general, 
System  credit  is  provided  on  a  short-term  basis  pending  an  orderly 
adjustment  of  a  bank's  assets  and  liabilities,  credit  is  also  available 
for  protracted  assistance  where  there  are  exceptional  circumstances 
or  practices  involving  a  particular  member  bank.  In  certain  cases  such 
credit  may  be  extended  only  where  the  member  bank  has  provided  a 
plan  outlining  steps  it  will  take  to  solve  its  problem  and  eliminate  the 
need  for  assistance. 

The  Federal  Reserve  Banks  may  provide  direct  emergency  credit 
assistance  in  unusual  and  exigent  circumstances  to  nonmember  banks 
when  collateralized  by  obligations  of  the  U.S.  Government  or  Federal 
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agencies.  Other  emergency  lending  under  similar  circumstances,  may 
be  provided  where  the  Board  by,  affirmative  vote  of  not  less  than  five 
members,  authorizes  Reserve  Banks  to  discount  notes  for  individuals, 
partnerships  or  corporations  that  are  secured  by  eligible  collateral.  In 
addition,  indirect  assistance  may  also  be  provided  by  means  of  "ear- 
marked" or  conduit  loans  through  member  banks  to  a  nonmember 
bank  on  notes  secured  to  the  satisfaction  of  a  Federal  Reserve  Bank. 
Contingency  plans  covering  procedures  for  lending  to  nonmembers 
require  the  following  principal  determinations  by  the  Board  and, 
where  appropriate,  by  the  Reserve  Banks : 

( 1 )  unusual  and  exigent  circumstances  exist ; 

(2)  potential  borrowers  have  exhausted  other  sources  of  funds ; 

(3)  the  borrower  is  solvent  and  lias  adequate  collateral; 

(4)  the  borrower's  need  is  for  short-term  accommodation  and 
his  basic  financial  position  will  permit  early  repayment ;  and 

(5)  failure  to  obtain  Reserve  Bank  credit  would  have  a  sig- 
nificant economic  and  financial  impact  on  the  surrounding  area, 
the  region,  or  the  nation. 

[This  issue  is  discussed  further  in  the  answer  to  A.4.] 

Question  No.  C4(b). 

It  is  sometimes  asserted  that  the  availability  of  Federal  Reserve 
credit  to  member  banks  allows  other  lenders  to  the  bank  (CDs  and  Fed- 
eral funds)  to  remove  their  funds  without  serious  risk.  Please  com- 
ment on  this  assertion  and  indicate,  to  the  extent  you  agree  with  it, 
whether  or  not  the  reduction  in  private  risk  tends  to  dissipate  an 
important  private  discipline  on  the  bank*s  management. 

Answer.  As  indicated  in  our  answer  to  question  4(a) ,  funds  borrowed 
at  the  discount  window  may  be  used  by  a  member  bank  to  meet  sus- 
tained deposit  drains  and  impaired  access  to  money  market  funds. 
This  credit  might  well  be  necessary  to  repay  sellers  of  Federal  funds 
as  well  as  other  creditors.  If  this  were  not  the  case  and  such  obligations 
were  not  paid,  the  bank  might  well  be  closed  by  legal  action  to  enforce 
collection  before  any  program  could  be  developed  to  restore  the  bank's 
viability. 

The  availability  of  System  credit  to  meet  those  circumstances,  may 
reduce,  but  does  not  dissipate,  private  market  discipline  on  bank  man- 
aent.  On  the  contrary,  bank  use  of  System  lending  facilities  for 
extended  credit  assistance  is  accompanied  by  an  additional  and  firm 
degree  of  discipline  enforced  by  Federal  Reserve  Bank  discount  offi- 
cial.-. It  should  be  noted  that  System  credit  is  secured  by  collateral,  is 
7iot  a  substii  iiie  for  capital  and  ordinarily  is  hot  available  for  extended 
periods.  When  Federal  Reserve  loans  are  made  to  a  member  bank  ex- 
periencing difficulty,  the  activities  of  the  borrowing  bank  are  closely 
monitored.  In  addition,  banks  borrowing  for  longer  terms  are  typically 
advised  that  credit  is  available  on  the  condition  that  investments  will 
not  Ik1  increased  and  that  proceeds  of  maturing  securities  will  not  be 
reinvested  excepl  where  needed  for  pledging  purposes.  Loans  are  nor- 
mally curtailed  except  where  severe  curtailment  would  worsen  the 
bank's  difficult  ies,  i  hreaten  ils  viability,  or  harm  severely  the  economic 
well-being:  of  the  bank's  service  area. 
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Unquestionably,  market  forces  exert  an  additional  important  dis- 
cipline on  bank  management,  and  in  the  case  of  problem  banks,  that 
discipline  on  management  might  well  be  dissipated  if  the  discount  win- 
dow were  to  be  regarded  as  an  assured  source  of  funds  available  to  rec- 
tify the  mistakes  and  shortcomings  of  management.  This  is  not  the 
case,  however.  Use  of  the  window  is  foreclosed  to  a  banking  institution 
found  to  be  insolvent  by  the  primary  regulator.  Furthermore,  from 
the  onset  of  borrowing  at  the  window,  Reserve  Bank  discount  officers 
and  supervisory  officials  seek  the  prompt  formulation  of  a  workable 
program  leading  to  the  bank's  rehabilitation.  Such  a  program  may  well 
include  changes  in,  or  replacement  of,  the  bank's  management. 

[A  further  discussion  of  the  use  of  the  discount  window  is  provided 
in  the  answer  to  A.3.] 

Question  No.  04(c). 

Also  comment  on  the  obverse  assertion  that  in  lending  to  problem 
banks,  the  Federal  Reserve  takes  over  collateral  which  would  other- 
wise be  available  to  the  bank  to  repay  debt  and  to  the  bank's  stock- 
holders. 

Answer.  A  Federal  Reserve  Bank  is  required  by  law  to  lend  on  a 
secured  basis,  and  in  extending  credit  on  such  basis  to  a  bank  threatened 
with  insolvency,  it  is  acting  in  accord  with  both  law  and  sound  lend- 
ing principles.  We  believe  that  the  requirement  for  collateral  is  in 
keeping  with  the  notion  of  the  drafters  of  the  original  Federal  Reserve 
Act  that  Reserve  Banks  were  established  as  "bankers'  banks."  As  such, 
the  Reserve  Banks  are  instrumentalities  of  the  Government  that  act  in 
credit  situations  to  ease  short-term  strains  on  bank  liquidity.  These 
loans  are  not  mean  to  provide  long-term  solutions  to  banking  problems. 
The  requirement  of  collateral  for  Federal  Reserve  credit  serves  to  en- 
courage bank  management  to  utilize  other  market  sources  for  credit 
and,  once  System  credit  is  obtained,  to  work  toward  repayment  at  an 
early  date.  Where  Federal  Reserve  credit  is  extended  for  longer 
periods,  the  fact  that  security  is  taken  (and  that  higher  rates  of  in- 
terest may  be  imposed)  enforces  the  principle  that  no  governmental 
subsidy  is  intended  for  institutions  utilizing  Federal  Reserve  credit 
assistance. 

It  is  also  important  to  recognize  that,  by  granting  credit  on  the 
security  of  acceptable  assets,  the  Reserve  Bank  is  providing  immediate 
liquidity  for  what  are  often  illiquid  assets  of  the  bank,  thus  enabling 
the  bank  to  avoid  the  distress  sale  of  assets  that  could  well  result  in 
significant  losses  and  the  impairment  of  capital,  both  of  which  would 
only  worsen  its  prospects  for  survival  or  the  prospects  for  a  successful 
merger. 

'Question  No.  0.5. 

It  is  often  argued  that  various  government  regulations  are  kept  in 
force  after  the  need  for  them  has  disappeared,  or  they  have  become 
outmoded.  Describe  the  procedures  for  handling  these  problems  in  the 
case  of  banking  regulations.  Describe  or  attach  copies  of  memoranda 
or^  studies  (internal  or  otlierwise)  prepared  by  or  for  your  agency 
within  the  last  five  years  proposing  reduction*  elimination  or  simpli- 
fication of  regulatory  requirements,  and  describe  what  ensued. 


576 

Answer.  Almost  all  of  the  regulations  that  the  Board  has  promul- 
gated implement,  and  in  some  cases  are  mandated  by,  statutory  pro- 
visions. Many  of  these  regulations  merely  represent  the  Board's  inter- 
pretation of  the  breadth  of  various  statutory  prohibitions.  In  some 
cases  the  Board  has  been  given  additional  power  to  promulgate  regula- 
tions to  prevent  evasions  and  carry  out  the  purposes  of  various  Acts. 
Regulations  are  continually  revised,  after  public  comment  and  exten- 
sive review  thereof  by  the  staff  and  Board,  to  take  account  of  develop- 
ing trends  and  new  situations  that  are  brought  to  our  attention. 

We  try  to  stay  continually  alert  to  areas  in  which  regulations  can  be 
simplified  and  regulatory  delays  reduced  or  eliminated.  Of  course, 
when  the  statute  or  other  mandate  behind  a  particular  regulation 
lapses,  the  regulation  implementing  that  mandate  is  also  terminated. 
An  example  of  this  is  the  recent  termination  of  the  controls  on  foreign 
investment  and  the  consequent  dropping  of  the  Voluntary  Foreign 
Credit  Restraint  Guidelines.  In  addition,  we  try  to  stay  continually 
alert  for  situations  where  regulations  may  be  simplified.  For  example, 
the  Board's  Regulation  A  relating  to  extensions  of  credit  by  Federal 
Reserve  Banks  was  extensively  revised  in  1973.  One  of  the  stated 
reasons  for  such  revision  was  "to  condense  and  simplify  technical  pro- 
visions of  the  regulation."  Regulations  B  and  C — dealing  with  ac- 
ceptances and  bills  of  exchange — were  dropped  and  certain  portions  re- 
vised and  moved  to  other  regulations,  in  part  to  "eliminate  outdated 
provisions  in  the  [then]  present  rules."  The  Board  eliminated  a  por- 
tion of  Regulation  Q  at  a  time  when  it  no  longer  saw  a  need  for  inter- 
est rate  ceilings  on  large  denomination  certificates  of  deposit.  The 
Board  has  attempted  to  institute  simplified  procedures  for  certain  bank 
holding  company  acquisitions  but  such  provisions  have  been  held  up  by 
litigation.  Further,  as  Governor  Bucher  has  indicated  to  Senator  Prox- 
mire,  the  Board's  staff  is  working  on  Regulation  Z  in  an  attempt  to 
simplify  it.  Also,  as  we  will  elaborate  in  our  forthcoming  answer  to 
Question  D(2),  the  Board  has  dropped  certain  data  gathering  pro- 
grams from  time  to  time  when  the  need  for  them  has  ceased.2 

Question  No.  0.6. 

Numerous  statutory  provisions  designed  to  assure  the  soundness  of 
commercial  hanks  and  the  banking  system  were  enacted  decades  ago. 
Are  there  obsolete  or  inappropriate  statutes  that  should  be  repealed  or 
amended? 

Answer.  As  set  forth  in  the  attachments  to  question  C  (2) ,  the  Board 
and  the  other  two  Federal  bank  regulatory  agencies  have  under  con- 
sideration the  question  whether  Section  23A  of  the  Federal  Reserve 
Act,  which  places  restrictions  on  loans  between  a  member  bank  and 
certain  of  its  affiliates,  should  be  revised  to  make  it  more  relevant  to 
the  realities  of  modern  banking.  Recent  experience  with  problem  bank 
situations  and  bank  failures  suggests  that  the  restrictions  on  such  loans 
should  apply  to  a  broader  class  of  "affiliates,"  including,  for  example, 
controlling  individuals  and  partnerships  and  businesses  owned  by  suci 


'Question   D(2)    Is  ms   follows:    (m)    Describe  the  significant   increases,  via  new  forms, 
questions,  or  otherwise,  in  data   secured  from  hanks,  which  were  Introduced  within  the 

prist     live    years,     (h)     Deserihe    tile    significant    reductions.,    via.    elimination,    consolidation, 

reduction  or  otherwise,  of  forms  or  questions  and  data  secured,  made  within  the  past  five 

years. 
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individuals.  Furthermore,  it  would  appear  sensible  to  consider  loosen- 
ing the  restrictions  of  Section  23A  with  respect  to  subsidiary  banks  of 
the  same  holding  company.  Although  some  consideration  would  have  to 
be  given  to  the  level  of  ownership  at  which  the  relaxation  would  occur, 
such  relaxation  would  give  the  holding  company  system  the  flexibility 
to  be  competitive  with  a  branch  banking  system  with  respect  to  the 
efficient  use  of  its  liabilities  and  assets. 

Existing  law  contains  in  Section  25(a)  of  the  Federal  Reserve  Act 
a  requirement  that  all  directors  of  an  Edge  corporation  be  citizens  of 
the  United  States  and  in  Section  5146  of  the  Revised  Statutes  it  is  pro- 
vided that  all  directors  of  a  national  bank  must  be  citizens.  The  Board 
believes  that  these  provisions  are  unnecessarily  restrictive  and  it  there- 
fore has  recommended  in  the  proposed  Foreign  Bank  Act  which  has 
been  submitted  to  Congress  that  the  Board  be  authorized  to  waive  the 
requirement  with  respect  to  Edge  corporations  and  that  the  Comp- 
troller of  the  Currency  be  authorized  with  respect  to  national  banks 
to  allow  noncitizens  to  constitute  up  to  one-third  the  number  of 
directors. 

At  present,  the  mortgage  investment  powers  of  national  banks  are 
contained  in  Section  24  of  the  Federal  Reserve  Act.  This  section  has 
been  amended  numerous  times  through  the  years  to  meet  changing  con- 
ditions, but  such  statutory  amendments  have  not  always  kept  the  pro- 
vision current  with  what  is  considered  sound  banking  practice.  The 
Board  believes  that  the  present  Section  24  should  be  deleted  from  the 
Federal  Reserve  Act  and  that,  instead,  national  banks  should  be  per- 
mitted to  make  loans  on  the  security  of  real  estate  to  the  extent  author- 
ized by  regulations  prescribed  by  the  Comptroller  of  the  Currency. 
This  approach  would  provide  the  supervisory  authority  primarily 
responsible  for  the  safety  and  soundness  of  national  banks  with 
greater  flexibility  and  at  the  same  time  would  allow  for  protection  of 
the  public  interest.  This  approach  also  recognizes  that  real  estate  loans 
to  one  class  of  borrowers,  such  as  home  buyers,  may  require  a  set  of 
rules  different  from  those  applied  to  more  sophisticated  borrowers. 

Section  8  of  the  Clayton  Act  generally  prohibits  interlocking  direc- 
tor and  officer  relationships  between  a  member  bank  and  any  other 
bank  located  in  the  same  or  an  adjacent  community.  During  1970  the 
Federal  Reserve  System  made  an  extensive  review  of  interlocking 
bank  relationships  and  concluded  that  Section  8  should  be  amended  in 
several  respects  to  protect  the  public  against  situations  arising  in 
which  the  risk  of  abuse  of  an  interlocking  relationship  outweighs  the 
likelihood  of  benefit.  The  major  extension  favored  by  the  Board  would 
apply  the  prohibition  to  interlocks  between  any  depositary  institu- 
tions in  the  same  or  an  adjacent  community,  with  an  appropriate  delay 
to  permit  a  gradual  phasing  out  of  prohibited  relationships. 

The  Board  again  urges  enactment  of  legislation  that  would  permit 
institutions  to  borrow  from  their  Reserve  Banks  on  the  security  of 
any  sound  asset  without  paying  a  "penalty"  rate  of  interest  whenever 
technically  ineligible  paper  is  presented  as*collateral.  Under  Section  13 
of  the  Federal  Reserve  Act,  Federal  Reserve  Banks  may  extend  short- 
term  credit  to  member  banks  on  their  promissory  notes  secured  by 
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obligations  eligible  either  for  purchase  or  for  discount  by  the  Keserve 
Banks. 

Obligations  eligible  for  purchase  include  those  issued  or  fully  guar- 
anteed as  to  principal  and  interest  by  the  United  States  or  any  agency 
thereof,  cable  transfers,  bank  acceptances,  bills  of  exchange,  and  cer- 
tain municipal  warrants.  Obligations  eligible  for  discounting  are  lim- 
ited to  notes  that  are  issued  or  drawn  for  agricultural,  industrial,  or 
commercial  purposes  and  that  have  a  maturity  at  the  time  of  discount 
of  not  more  than  90  days  (or  9  months  in  the  case  of  agricultural 
paper). 

Question  D.l. 

It  is  often  contended  that  government  forms  and  other  reporting 
requirements  are  unduly  extensive,  imposing  serious  costs  on  banks 
and  bank  holding  companies  without  commensurate  public  benefit. 

1.  Furnish  an  inventory,  and  copies  of  forms,  of  all  periodic  and 
other  forms  of  reporting  documents,  indicating  for  each:  (a)  which 
banks  or  bank  holding  company  must  file,  (b)  how  often  or  on  what 
occasion,  (c)  estimated  cost  of  filing  for  a  typical  bank  in  each  of  the 
following  size  categories  for  total  deposits :  over  $1  billion,  $500  mil- 
lion to  $1  billion,  $100  to  500  million,  $50  to  100  million,  $10  to  50  mil- 
lion, under  $10  million,  (d)  uses  of  the  information,  (e)  whether  any 
or  all  of  the  data  are  made  available  to  the  general  public,  or  are  avail- 
able to  persons  outside  of  bank  regulatory  agencies  (if  so,  describe), 
(f )  the  last  date  on  which  the  form  was  reviewed,  indicating  what,  if 
any,  changes  were  made,  whether  elimination  of  reduction  of  the  form 
was  considered  and  if  so,  what  ensued,  (g)  Describe  any  proposed 
changes  in  bank  supplied  reports. 

Answer.  Attached  is  the  requested  inventory  of  reports  that  are 
submitted  to  the  Federal  Reserve  by  banks  and  bank  holding  com- 
panies. The  inventory  covers  reports  submitted  voluntarily  as  well  as 
those  that  are  required ;  a  substantial  number  of  the  reports  are  of  this 
voluntary  character. 

The  inventory  covers  only  recurrent  or  standing  reports,  excluding 
one-time  reports.  However,  the  most  important  of  these  one-time 
reports  are  listed  in  the  answer  to  Question  1X2. 

In  addition  to  Federal  Reserve  reports,  the  inventory  lists  several 
Treasury  reports,  at  the  end  of  the  inventory,  and  one  Department 
of  Commerce  report  that  are  collected  through  the  Federal  Reserve 
as  agent.  The  System  has  no  control  over  any  aspect  of  these  reports. 

With  respect  to  Federal  Reserve  reports,  the  inventory  docs  not 
include  the  Examination  Reports  since  these  were  specifically  requested 
under  Question  B.  Also,  the  inventory  covers  only  those  reports — 
whether  transmitted  by  respondents  to  the  Reserve  Banks  or  directly 
to  the  Board — that  are  System-wide  reports  mandated  by  the  Board. 
The  inventory  does  not  include  those  reports  that  are  issued  by  indi- 
vidual Reserve  Banks  for  their  own  District  purposes  and  needs.  Such 
Reserve  Bank  reports,  which  focus  mainly  on  local  economic  and  bank- 
ing conditions,  vary  considerably  from  District  to  District,  reflecting 
regional  differences  in  economic  specialization  and  bank  structure.  For 
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example,  the  New  York  Reserve  Bank  has  had  special  interest  in  dealer 
bank  statistics ;  in  the  Chicago  and  Minneapolis  Districts,  agricultural 
surveys  are  conducted  regularly ;  and  in  the  San  Francisco  and  Atlanta 
Districts,  special  arrangements  have  been  made  with  large  branch 
systems  to  obtain  branch  subtotals  for  certain  local  area  statistics. 
Many  of  these  local  reports  have  been  initiated  at  the  request  of  re- 
spondents interested  in  share-of-market  or  local  business  indicators. 

The  inventory  does  not  cover  reports  issued  by  or  submitted  by  banks 
and  bank  holding  companies  to  other  agencies — FDIC,  Comptroller, 
IRS,  SEC,  Treasury  (other  than  those  collected  through  the  Federal 
Reserve),  Commerce  (other  than  one  collected  through  the  Federal 
Reserve) ,  State  banking  supervisors,  etc.  In  some  cases,  the  reports  of 
the  two  other  Federal  banking  supervisory  agencies  are  counterparts 
of  listed  Federal  Reserve  reports  (e.g.,  the  Report  of  Condition  and 
th  Report  of  Income)  and  go  only  to  the  banks  for  whom  they  have 
primary  supervisory  responsibility.  There  are,  however,  some  FDIC 
reports  that  go  to  State  member  banks.  Conversely,  several  Federal 
Reserve  reports  go  to  nonmember  banks. 

The  attached  inventory  is  in  four  parts.  (1)  First,  there  is  a  simple 
listing — in  order  of  Federal  Reserve  Report  number — of  the  titles  of 
the  reports  covered.  (2)  Following  this,  and  in  the  same  order  of  re- 
ports, there  is  for  each  report  a  separate  statement  that  provides  the 
information  requested  under  the  various  parts  of  Question  D.l.  (3) 
Following  the  statements  describing  the  reports  are  copies  of  the  re- 
porting forms.  A  few  reports  are  handled  over  the  phone  and  no  re- 
porting forms  exist  as  such ;  in  these  cases,  a  version  of  the  information 
requested  has  been  typed  and  attached.  The  forms  for  many  reports 
are  prepared  by  the  individual  Reserve  Banks  rather  than  being 
printed  at  the  Board  and  the  formats  may  differ  among  Reserve 
Banks.  In  these  cases,  a  typical  form  from  one  Reserve  Bank  has  been 
attached  rather  than  12  different  forms.  (4)  In  connection  with  sub- 
item  (e)  of  Question  D.l  on  availability,  where  the  aggregate  data 
from  a  report  are  published  in  a  press  release,  a  copy  of  a  recent  re- 
lease has  been  attached.  Much  of  the  aggregate  data  is  also  published 
in  the  Federal  Reserve  Bulletin  and  the  relevant  Bulletin  page  num- 
bers are  referenced  in  the  report  statement.  To  facilitate  reference  to 
this  published  material,  a  copy  of  the  statistical  pages  of  a  Bulletin, 
is  also  appended. 

The  statement  for  each  report  covers  all  of  the  information  requested 
under  Question  D.l  with  the  exception  of  sub-item  (c)  on  the  cost  of 
filing  the  report  for  a  typical  bank  in  each  of  6  size  classes.  We  have 
no  information  readily  available  on  this.  To  provide  the  information 
would  require  a  major  effort  that  could  not  be  completed  in  the  time 
frame  requested  for  replies.  Moreover,  a  bank's  costs  of  filing  a  given 
report  depend  upon  its  accounting  systems  and  procedures,  the  extent 
and  nature  of  automation,  the  administrative  organization  of  the  bank, 
and  the  information  the  bank  maintains  for  its  own  management  pur- 
poses. These  factors  differ  considerably  among  banks,  even  among  those 
in  a  given  size  class  and  determination  of  a  typical  bank  for  this  pur- 
pose would  itself  be  a  major  task. 
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SUMMARY 
LIST   OF   BANK   AND   BANK    HOLDING    COMPANY   REPORTS  TO   FEDERAL   RESERVE   SYSTEM 

(Including  those  collected  as  agent  for  Treasury  Department) 
Federal  Reserve  system  reports 

1.  FR  18 Quarterly    Survey    of    Changes    in    Bank    Lending 

Practices 

2.  FR  18a Monthly  Survey  of  Loan  Commitments 

3.  FR  30 Application  for  F.R.  Bank   Stock — Organizing  Na- 

tional Banks 

4.  FR  30a Application  for  F.R.  Bank  Stock — Nomnember  State 

Bank  Converting  into  National  Bank 

5.  FR  48 OTC  Margin  Stock  Report 

6.  FR  56 Application    for    Adjustment   in    Holdings    of   F.R. 

Bank  Stock 

7.  FR  70 Application  for  Prior  Written  Consent  to  Effect  a 

Merger 

8.  FR83a-e Application  for  Membership  in  the  Federal  Reserve- 

System 

9.  FR  86a Application  for  Cancellation  of  F.R.  Stock — Member 

Bank  Merging  or  Consolidating  with  Nonmember 
Bank 

10.  FR86b Application    for    Cancellation    of    Federal    Reserve 

Bank  Stock — Converting  National  Bank 

11.  FR  S7 Application    for    Cancellation    of    Federal    Reserve 

Bank  Stock — Insolvent  Member  Bank 

12.  FR  105 Consolidated    Report    of    Condition    (bank    and    its 

domestic  subsidiaries) 

13.  FR  105e Consolidated    Report    of   Condition    (bank    and    its 

foreign    and    domestic    subsidiaries) — Publisher's 
Copy 

14.  FR  105f Foreign  Branch  Report  of  Condition 

15.  FR  107 Consolidated  Report  of  Income — Calendar  Year 

16.  FR  296 Survey  of  Time  and  Savings  Deposits  Outstanding 

and  Rates  Paid  at  Close  of  Business  on 

17.  FR  314 Report  of  Condition  of  "name  of  corporation"  (cor- 

poral ions  engaged  in  foreign  banking  and  financ- 
ing under  the  F.R.  Act) 

18.  FR  414 Report  of  Deposits,  Vault  Cash,  and  Federal  Funds 

Transactions 

19.  FR  414a Member  Bank  Special  Reservable  Liabilities  Report, 

Supplementary  Report  of  Deposits 

20.  FR  416 Weekly    Condition    Report    of    Large    Commercial 

Banks 

21.  FR  416a Commercial  and  Industrial   Loans  Outstanding  by 

Industry 

22.  FR  416b Monthly  Report  on  Maturities  of  Outstanding  Nego- 

tiable Time  Certilicates  of  Deposit  in  Denomina- 
tions of  $100,000  or  More 

23.  FR  416c Report  of  Loans  Sold  to  and  Outstanding  Commer- 

cial Paper  Issued  by  Selected  Institutions  Related 
to  Weekly  Reporting  Banks 

24.  KR41Gd Interest    Rales  Offered  on  Negotiable  Certificates  of 

I  deposit  of  $100,000  or  More 

25.  FR  437 Trust.  Department  Annual  Report 

26.  FR  405* Receipts  and   Shipments  of  U.S.  and  Mexican  Cur- 

rency Between  U.S.  Banks  and  Foreigners 

■■■'<•]    i     Agent  for  the  Department  of  Commerce,  included  In  list  as  the  form  carries 
an  PB  Dumber. 
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27.  FR  467 Interest  Rates  on  Loans  to  Business  Made  During 

.  19 —  Inclusive 

2a  FR  502 Monthly  Report  on  Foreign  Branch  Assets  and  Lia- 
bilities 

29.  FR  502S Quarterly    Report    on    Foreign    Branch   Assets    and 

Liabilities 

30.  FR  571 Commercial    and    Industrial   Bank    Report   of   Con- 

sumer Credit 

31.  FR  573 Debits  to  Demand  Deposit  Accounts  of  Individuals, 

Partnerships  and  Corporations  and  of  States  and 
Political  Subdivisions 

32.  FR  584a Installment  Loans  for  New  Automobiles  by  Maturity 

Acquired  During  (month — .  year — ) 

33.  FR  591a,  b Ownership  of  Demand  Deposit  Accounts  of  Individ- 

uals, Partnerships  and  Corporations 

34.  FR  644 Weekly  Report  of  Loans  and  Securities  and  Assets 

of  Member  Banks 

35.  FR  716 Daily  Report  of  Federal  Funds  and  Related  Transac- 

tions 
30.  FR  835a Interest  Rates  Charged  on  Selected  Types  of  Loans 

37.  FR  835b Interest  Rates  Charged  on  Selected  Consumer  Instal- 

ment Loans 

38.  FR  835c Supplement  to  the  Survey  of  Interest  Rates 

Charged  on  Selected  Types  of  Loans 

39.  FR  S86a Monthly    Report    of    Condition    for    U.S.    Agencies, 

Branches,  and  Subsidiaries  of  Foreign  Banks 

40.  FR  886b  — -~ Monthly  Report  of  Condition  for  Edge  Act  Corpora- 

tions Engaged  in  Banking 

41.  F-l   Registration  Statement  for  Securities  of  a  Bank 

42.  F-2   Animal  Report 

43.  F-3 Current  Report 

44.  F^I  Quarterly  Rep 

45.  F-5   Pre  -\y  St.  tejaenl  :  where  management  does  not  solicit 

proxies 

46.  F-6  Statement  in  Election  Contest 

47.  F-7   Initial  Statement  of  Beneficial  Ownership  of  Securi- 

ties 

48.  F-8 Statement   of   Changes  in   Beneficial   Ownership  of 

Securities 

49.  F-9a Balance  Sheet 

50.  F-9b   Income  Statement 

51.  F-9c   Statements  of  Changes  in  Capital  Accounts 

52.  F-9d Schedules 

53.  F-10 Registration    Statement   for    Additional    Classes    of 

Securities  of  a  Bank 

54.  F-ll   Statement  to  be  Filed  Pursuant  to  Section  206.4(g) 

(2)   or  Section  206.5(1)   of  Regulation  F 

55.  F-12  Statement  to  be  Filed  Pursuant  to  Section  206.5 (m) 

of  Regulation  F 

56.  F-20  Amendment  of  Registration  Statement  or  Periodic 

Reports  of  Bank 

57.  P-l Report  on  Security  Devices 

58.  P-2 Report  of  Crime 

59.  T-l,  2 Xonmember  Bank  Agreement — for  banks  with  princi- 

pal place  of  business  in  the  U.S.  (T-l)  :  principal 
place  of  business  in  foreign  countries  or  overseas 
areas  of  the  U.S.  <T-2) 

60.  FR  U-l Statement  of  Purpose  of  Stock  Secured  Extension  of 

Credit  by  a  Bank 

61.  FR  U-2 Statement  of  Purpose  of  Credit  to  be  Extended  Under 

Section  221.3  (w)  of  FR  Regulation  U 
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62.  FR  U-3 Statement  of  Purpose  of  Credit  to  be  Extended  to 

Third  Market  Makers  Under  Section  221.3  (y)   of 
FR  Regulation  U 

63.  FR  U-4a Annual  Report  of  Outstanding  Loans  to  Purchase  or 

Carry  Securities 

64.  FR  U-4m Monthly  Report  of  Outstanding  Loans  to  Purchase 

or  Carry  Securities 

£5.  FR  U-5 Statement  of  Purpose  of  Credit  Extended  to  Block 

Positioners  Under  Section  221.3 (z)  of  FR  Regula- 
tion U 

66.  FR  U-6 Statement  of  Extension  of  Time  in  Respect  to  Credit 

Extended  to  Block  Positioners  Under  Section  221.3 
(z)  of  FR  Regulation  U 

67.  FR  Y-l Application  for  Prior  Approval  to  Become  a  Bank 

Holding  Company 

68.  FR  Y-2 Application  for  Prior  Approval  of  Acquisitions  of 

Bank  Shares 

69.  FR  Y-4 Application  of  Prior  Approval  of  an  Acquisition  Pur- 

suant to   Section  4(c)(8)    of  the  Bank  Holding 
Company  Act  of  1956.  as  amended 

70.  FR  Y-5 Registration  Statement 

71.  FR  Y-5a Registration  Statement 

72.  FR  Y-6,  7 Annual  Report  of  ( ) 

Bank  Holding  Company 

73.  FR  Y-8 Report  of  Intercompany  Transactions  and  Balances 

74.    Advance  Report  of  Deposits  at  Reserve  City  Banks 

75.    Advance    Report   of   Deposits    at    Country    Member 

Banks 

76. Confidential  Report  for  Monthly  Bankers  Acceptance 

Survey 

77.    Foreign     Liabilities     of    American     Agencies    and 

Branches  of  Foreign  Banks 

78.    , Four   Week   Report   of   Certain   Eurodollar   Trans- 

actions (Required  by  Federal  Reserve  Regulations 
M  andD) 

79.    Liabilities  to  Own  Foreign  Branches 

80.    i Member  Bank  Collateral  Note 

81.    Monthly  Report  of  Negotiable  Orders  of  Withdrawal 

(NOW)  Accounts  (R&S48) 

82. Special    Survey    of    Loans    to    Nonbank    Financial 

Institutions 

83.    Weekly  Report  of  Custody  Liabilities  Held  by  Banks 

84.    , Officers  Checks  and  Deposit  Report 

Reports  collected  as  agent  for  the  Treasury  Department 

1.  Treas.  B-l — Short-term  Liabilities  to  Foreigners 

2.  Treas.     B-l     Prelim. — Preliminary     Summary — Short-term     Liabilities     to 

Foreigners 
.'!.  Treas.     B-l    Quarterly — Short-term    Liabilities    to    Foreign    Branches    in 
Specified  Locations 

4.  Treas.   B-l   Supplement — Short-term  Liabilities  to  Foreigners  in  Countries 

not  Listed  Separately  on  Form  B-l  or  Form  B-l  a 

5.  Treas.    B-l  a — Monthly    Report   of    Short-term    Liabilities   to   Foreigners   in 

Selected  Countries  not  Listed  Separately  <>n  Form  B-l 
<;.  Treas.  B  2    Short-term  Claims  on  Foreigners 

7.  Treas.    B-2a — Monthly    Report    of    Short-term    Claims    on    Foreigners    in 

Selected  Countries  not  Listed  Separately  on  Form  B  2 

8.  Treas.  ''»  •*'»    Long-term  Liabilities  to  and  Claims  on  Foreigners 

!).  Treas.  B  3a — Monthly  Report  of  Long-term  Dollar  Liabilities  to  and  Dollar 
Claims  on  Foreigners  in  Selected  Countries  not  Listed  Separately  on 
Form  B-3 
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10.  Treas.  S-l— Purchases  and  Sales  of  Long-term  Securities  by  Foreigners 

11.  Treas.  S-la — Monthly  Report  of  Purchases  and  Sales  of  Long-term  Domestic 

Securities  by  Foreigners  in  Selected  Countries  not  Listed  Separately  on 
Form  S-l 

12.  Treas.  S-2 — Purchases  and  Sales  of  Long-term  Domestic  Debt  Securities  to 

Foreign  Official  Institutions 

13.  FC-1 — Weekly  Report  of  Positions  in  Specified  Foreign  Currencies  of  Banks 

in  the  U.S. 

14.  FC-la — Monthly   Report  of  Assets,   Liabilities  and  Positions  in   Specified 

Foreign  Currencies  of  Banks  in  the  U.S. 

15.  FC-2 — Weekly  Consolidated  Report  of  Positions  in  Specified  Currencies  of 

Foreign  Branches  and  Subsidiaries  of  U.S.  Banks 
10.  FC-2a— Monthly  Consolidated  Report  of  Assets,  Liabilities,  and  Positions  in 
Specified  Currencies  of  Foreign  Branches  and  Subsidiaries  of  U.S.  Banks 

17.  Certificate  of  Deposit  in  Treasury  Tax  and  Loan  Account 

18.  Federal  Tax  Deposit  Forms 

FR  18 — QUAETERLY  SURVEY  OF  CHANGES  IN  BANK  LENDING  PBACTICES 

Coverage  :  Sample  of  125  banks  (same  as  FR  467). 

Frequency :  Quarterly. 

Uses:  Provide  indications  of  non-price  lending  policies  and  prospective  loan 
demand  pressures  that  are  useful  in  analyzing  business  loan  developments  and 
bank  responses  to  monetary  policy. 

Availability:  Aggregate  survey  results  are  published  in  an  article  in  the 
December  Bulletin. 

Last  Review :  Form  was  reviewed  in  1975  as  part  of  a  broader  review  of  re- 
ports in  the  area  of  business  loans.  This  review  confirmed  the  current  usefulness 
of  this  report. 

Proposed  Changes :  None. 

2.  FR  18a — Monthly  Survey  of  Loan  Commitments 

Coverage:  Sample  of  140  large  banks — 125  member  banks  that  report  on  the 
FR  467  and  15  nonmember  banks  that  report  on  the  FR  416. 

Frequency  :  Monthly. 

Uses :  Provides  a  basis  for  judging  potential  demands  on  banks  for  credit. 
Rapid  expansion  of  commitments  and  use  of  outstanding  commitments  can  have 
important  implications  fur  bank  safety  and  for  monetary  policy. 

Availability :  Aggregate  data  are  available  monthly  in  the  G.21 — Loan  Com- 
mitments at  Selected  Large  Commercial  Banks — release. 

Last  Review :  Reviewed  in  1974  and  revised  in  January  1975  to  improve  defi- 
nitions, to  eliminate  items  no  longer  required,  and  to  change  frequency  from 
quarterly  to  monthly  in  order  to  provide  more  current  information  on  potential 
pressures  on  banks. 

Proposed  Changes :  When  the  proposed  changes  to  the  Consolidated  Report  of 
Condition  (FR  105)  now  being  circulated  for  public  comment  are  implemented, 
this  report  will  be  reviewed  again  to  determine  the  extent  to  which  similar  in- 
formation in  the  revised  Consolidated  Report  of  Condition  can  replace  the  infor- 
mation collected  here. 


3.  FR  30 — Application  for  Federal  Reserve  Bank  Stock — 
Organizing  National  Banks 

Coverage :  All  organizing  National  Banks. 

Frequency :  As  required. 

Uses :  Provide  basis  for  Reserve  Bank  action  in  issuing  FR  Bank  stock. 

Availability:  Available  to  the  public  at  the  appropriate  Reserve  Bank. 

Last  Review:  March  1963.  No  significant  changes  were  made  at  that  time. 

Proposed  changes  :  None  contemplated. 
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4.  FR  30a — Application  for  Federal  Reserve  Bank  Stock — Nonmember  State 
Bank  Converting   Into  National  Bank 

Coverage  :  All  nonmember  banks  converting  to  National  Banks. 
Frequency :  As  required. 

Uses :  Provide  basis  for  Reserve  Bank  action  in  issuing  FR  Bank  stock. 
Availability :  Available  to  the  public  at  the  appropriate  Reserve  Bank. 
Last  Review  :  March  1963.  No  significant  changes  were  made  at  that  time. 
Proposed  changes  :  None  contemplated. 


5.  FR  48— OTC  Margin   Stock  Report 

Coverage :  Required  when  stock  is  listed  by  5  or  more  market  makers.  About  12«"> 
banks  and  25  bank  holding  companies  currently  file. 

Frequency :  Annual. 

Uses :  To  ascertain  eligibility  and  verify  current  information  on  potential 
candidates  for  listing  on  the  Federal  Reserve  List  of  OTC  Margin  Stocks. 

Availability :  Not  published. 

Last  Review :  February  1975.  No  significant  changes  were  made  at  that  time. 

Proposed  Changes  :  None  contemplated. 


6.  FR  56 — Application  for  Adjustment  in  Holdings  of  Federal  Reserve  Bank 

Stock 

Coverage :  Member  banks  requesting  adjustments  of  FR  Bank  stock. 
Frequency :  As  required. 

Uses :  To  provide  Reserve  Banks  a  basis  for  adjusting  stock  held  by  member 
bank. 

Availability :  Available  to  the  public  at  the  appropriate  Reserve  Bank. 
Last  Review :  March  1963.  No  significant  changes  were  made  at  that  time. 
Proposed  Changes  :  None  contemplated. 


7.  FR  70 — Application  for  Prior  Written  Consent  to  Effect  a  Merger 

Coverage :  All  banks  seeking  merger  where  the  resulting  institution  would  be  a 
State  member  bank.  25  cases  were  filed  in  1974. 

Frequency:  As  needed  (one  time). 

Uses  :  Analysis  of  the  merits  of  proposed  merger. 

Availability :  Information  is  available  to  the  public  at  the  Board's  Public  In- 
formation Office  except  for  confidential  portions. 

Last  Review  :  1973.  No  substantive  change  was  made. 

Proposed  Changes:  None  contemplated. 


8.  FR  83a  through  e — Application  for  Membership  in  the  Federal  Reserve 

System 

Coverage:  All  State  nonmember  banks  seeking  membership  in  Federal  Reserve 
System.  45  applications  were  filed  in  1974. 

Frequency:  As  needed  (one  lime). 

Uses:  information  needed  for  determining  whether  applicant  shall  be  admitted 
to  membership. 

Availability:  Information  is  available  to  the  public  at  the  Board's  Public  In- 
formation Office  except  for  confidential  portions. 

Last  Review?  1974.  Some  revision  resulted  from  the  review. 

Proposed  Changes  :  None  contemplated. 
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9.  FR  86a — Application  for  Cancellation  of  Federal  Reserve  Bank  Stock 

Coverage :  Member  banks  merging  or  consolidating  with  nonmember  bank. 

Frequency  :  As  required. 

Uses  :  Provide  FR  Banks  with  basis  for  cancellation  of  bank  stock. 

Availability :  Available  to  the  public  at  the  appropriate  Reserve  Bank. 

Last  Review  :  March  1963.  No  significant  changes  were  made. 

Proposed  Changes  :  None  contemplated. 


10.  FR  86b — Application  for  Cancellation  of  Federal  Reserve  Bank  Stock 

Coverage  :  Converting  National  Banks. 

Frequency :  As  required. 

Uses  :  Provide  FR  Bank  with  basis  for  cancellation  of  bank  stock. 

Availability  :  Available  to  the  public  at  the  appropriate  Reserve  Bank. 

Last  Review  :  March  1963.  No  significant  changes  were  made. 

Proposed  Changes  :  None  contemplated. 


11.  FR  87 — Application  for  Cancellation  of  Federal  Reserve  Bank  Stock 

Coverage  :  Filed  by  the  receiver  of  an  insolvent  member  bank. 

Frequency  :  As  required. 

Uses  :  Provide  Federal  Reserve  Banks  with  basis  for  cancellation  of  bank  stock. 

Availability  :  Available  to  the  public  at  the  appropriate  Reserve  Bank. 

Last  Review  :  March  1963.  No  significant  changes  were  made. 

Proposed  Changes :  None  contemplated. 


12.    FR   105 — Consolidated   Report   of   Condition    (Bank   and   its   Domestic 

Subsidiaries  ) 

Coverage:  All  state-chartered  member  banks  (about  1075  banks).  Banks  file 
consolidated  report  covering  branches  in  the  U.S.  and  majority-owned  subsidi- 
aries in  the  U.S.  and  its  territories  and  possessions.  In  addition,  a  separate  report 
is  filed  for  each  branch  located  in  U.S.  territories  and  possessions. 

Frequency :  Four  times  a  year ;  June  30  and  December  31  plus  spring  and  fall 
unscheduled  dates. 

Uses:  This  report  and  its  detailed  schedules  (along  with  the  corresponding 
reports)  are  a  basic  source  of  data  on  a  bank's  assets  and  liabilities  for  regula- 
tory, policy,  analytic,  supervisory,  and  bank  structure  decision  purposes. 

Availability:  Aggregate  data  are  available  in  "Assets  and  Liabilities — Com- 
mercial and  Mutual  Savings  Banks,"  published  for  June  and  December  dates  by 
the  Federal  Deposit  Insurance  Corporation  for  the  three  bank  supervisory  agen- 
cies; Board  statistical  release  E.3.4 — Assets  and  Liabilities  for  All  Commercial 
Banks,  by  Class  of  Bank — gives  aggregate  data  for  each  report  date ;  and  more 
summary  data  are  presented  on  pages  A14  and  A15  of  the  Federal  Reserve  Bul- 
letin. Historical  data  are  available  in  Banking  and  Monetary  Statistics  and  in 
supplements  to  that  volume.  Copies  of  the  individual  bank  reports  are  available 
from  the  respective  bank  supervisory  agencies.  The  Board  has  made  available 
copies  of  the  Consolidated  Report  of  Condition  (front  page  only),  for  each  State 
member  bank  covering  the  period  from  June  1960  to  date.  Beginning  with  the 
December  1972  report,  the  Board  has  also  made  available  copies  of  the  schedules 
on  the  back  of  the  Report  of  Condition.  In  addition,  the  Board  has  available  mag- 
netic tape  records  of  individual  bank  reports  for  all  insured  banks  for  the  June 
and  December  dates  from  June  1960  to  date  for  the  front  page  and  from  1972 
to  date  for  the  schedules. 

Last  Review :  A  major  interagency  review,  including  detailed  discussions  with 
the  Securities  and  Exchange  Commission,  has  been  under  way  for  several  months. 
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Proposed  changes  in  the  Consolidated  Report  of  Condition  resulting  from  this 
review  are  now  being  submitted  to  the  public  for  comments.  It  is  planned  to  im- 
plement the  proposals,  as  adjusted  for  comments  received,  for  the  December  1975 
Consolidated  Report  of  Condition.  The  major  changes  proposed  are  the  addition 
of  a  series  of  supplemental  tables  to  be  required  of  larger  banks.  All  the  additional 
material  would  be  available  to  the  public  on  an  individual  bank  basis. 
Proposed  Changes :  See  paragraph  above. 


13.  FR  105e — Consolidated  Report  of  Condition  (Bank  and  Foreign  and 
Domestic  Subsidiaries) — Publisher's  Copy 

For  a  bank  with  no  foreign  branches  or  subsidiaries  and  no  Edge  Act  subsidi- 
aries, this  report  and  the  FR  105  (without  its  schedules)  is  identical. 

Coverage :  All  State  member  banks. 

Frequency :  Four  times  a  year  (same  dates  as  FR  105). 

Uses  :  Disclosure  to  the  public  of  each  bank's  balance  sheet  reflecting  the  bank's 
consolidated  domestic  and  foreign  operations. 

Availability :  Each  bank  publishes  this  report  in  local  newspaper.  Also,  copies 
of  the  June  and  December  reports  for  individual  State  member  banks  are  avail- 
able from  the  Board's  Public  Information  Office  for  June  1969  to  date.  Aggregate 
data  are  not  available. 

Last  Review  :  See  FR  105. 

Proposed  Changes :  See  FR  105. 


14.  FR  105f — Foreign  Branch  Report  of  Condition 

Coverage :  All  foreign  branches  of  State  member  banks.  On  June  30,  1975,  So 
branches  of  28  State  member  banks  were  required  to  submit  the  report. 

Frequency :  Annually. 

Uses  :  For  supervision  and  analysis  of  foreign  branch  activities. 

Availability  :  Aggregate  data  by  continent  are  available  upon  request. 

Last  Review :  1974.  No  change  resulted. 

Proposed  Changes :  The  revisions  proposed  for  the  Consolidated  Report  of 
Condition  may  result  in  a  review  of  and  revision  in  this  report. 


15.  FR  107 — Consolidated  Report  of  Income — Calendar  Year 

Coverage:  All  State  member  banks. 

Frequency  :  Annual. 

Uses  :  Supervisory,  analytic,  and  public  disclosure. 

Availability:  Aggregate  data  and  a  discussion  are  published  annually  in  the 
Federal  Reserve  Bulletin.  Copies  of  individual  bank  returns  (edited)  from  De- 
cember 31,  1972,  on  are  available  to  the  public — tapes  of  individual  bank  returns 
(edited)  from  December  31,  1972,  on  are  also  available. 

Last  Review:  The  present  form  was  established  by  a  major  interagency  review 
in  L968  that  made  significant  changes  in  the  accounting  specification  of  the  report 
with  respect  to  accrual  accounting,  extent  of  consolidation,  and  treatment  of 
loan  losses  and  security  transactions.  Another  major  interagency  review  has 
been  under  way  in  1975  to  improve  the  information  available  for  policy  analysis, 
bank  supervision  and  public  disclosure.  The  proposed  revisions  arising  out  of  this 
review  are  now  being  distributed  for  public  comment. 

Proposed  Changes  :  The  changes  proposed  in  the  review  referred  to  above  would 
in<  rease  the  frequency  to  semi-annual  for  smaller  banks  and  quarterly  for  larger 
banks,  make  some  accounting  changes  and  provide  some  additional  details  in  the 
income  report  required  of  ail  banks.  In  addition,  Larger  banks  would  be  required 
to  submit,  supplementary  schedules  on  noncurrent  Loans,  loan  loss  experience,  and 
Income  and  expenses  of  their  foreign  offl<  es. 
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16.  FR  296 — Survey  of  Time  and  Savings  Deposits  Outstanding  and  Rates 
Paid  at  Close  of  Business  on 

Coverage:  Stratified  sample  of  about  1,400  member  banks  covering  the  entire 
size  range,  with  all  member  banks  reporting  once  a  year.  (FDIC  also  maintains 
a  sample  of  1,050  nonmember  banks.) 

Frequency :  Four  times  a  year  for  sample  banks ;  once  a  year  for  all  member 
banks. 

Uses:  Provides  information — on  the  structure  of  rates  on  interest-bearing  de- 
posits and  on  responses  to  interest  rate  ceilings  under  Regulation  Q — that  is 
needed  for  current  monetary  analysis  and  for  monetary  policy  purposes. 

Availability  :  Aggregate  data  are  presented  in  a  quarterly  article  in  the  Federal 
Reserve  Bulletin.  Individual  bank  data  on  most  common  rates  for  time  deposits 
under  $100,000  are  available  on  request. 

Last  Review:  The  report  is  reviewed  and  changes  made  whenever  regulatory 
actions  are  taken  affecting  interest  rate  ceilings.  In  addition,  the  report  has  un- 
dergone a  comprehensive  review  in  1975. 

Proposed  Changes :  The  proposals  from  the  1975  review,  if  approved,  would 
result  in  substantial  reduction  in  the  sample  of  banks ;  elimination  of  the  annual 
universe  survey  of  all  member  banks ;  number  of  changes  in  content  to  simplify 
reporting ;  and  take  account  of  recent  regulatory  actions  of  the  Board. 


17.  FR  314 — Report  of  Condition  of  "Name  of  Corporation"  (Corporations 
Engaged  in  Foreign  Banking  and  Financing  Under  the  Federal  Reserve 
Act) 

Coverage :  Edge  Act  and  Agreement  Corporations  and  all  foreign  subsidiaries 
of  member  banks  and  bank  holding  companies. 

Frequency:  Annual  in  December;  semi-annual  (excluding  some  of  the  sched- 
ules) for  about  120  corporations. 

Uses :  Supervisory  purposes. 

Availability :  Aggregate  data  are  available  upon  request. 

Last  Review :  January  1974.  No  changes  resulted. 

Proposed  Changes :  Revision  is  planned  during  1976  to  align  FR  314  with  a 
revised  FR  105. 


18.  FR  414 — Report  of  Deposits,  Vault  Cash,  and  Federal  Funds 

Transactions 

Coverage  :  All  member  banks  (about  5,800;  required  report). 

Frequency  :  Weekly  (daily  figures). 

Uses :  This  report  is  the  basic  report  for  administration  of  Regulation  D,  pro- 
viding deposit  data  used  for  calculation  of  reserve  requirements  and  the  vault 
cash  component  of  member  bank  reserves.  In  addition,  the  deposit  and  vault  cash 
data  on  this  report  are  the  basis  for  current  estimates  of  money  stock  measures ; 
and  the  Federal  funds  items  are  used  in  estimating  interbank  loan  adjustments 
for  the  bank  credit  series. 

Availability :  Aggregate  data  are  available  in  the  weekly  H.3 — Aggregate  Re- 
serves and  Member  Bank  Deposits,  and  H.7 — Deposits,  Reserves  and  Borrowings 
of  Member  Banks,  releases  and  in  a  table  on  page  A13  of  the  Federal  Reserve 
Bulletin.  Back  data  will  be  published  in  a  forthcoming  volume  of  Banking  and 
Monetary  Statistics.  Also,  data  from  this  report  are  used  in  estimates  of  money 
stock,  deposits,  and  bank  credit  published  in  the  weekly  H.6 — Money  Stock 
Measures,  H.8 — Assets  on  Liabilities  of  All  Commercial  Banks  in  the  United 
States  and  H.9 — Weekly  Summary  of  Banking  and  Credit  Measurement  releases 
and  on  pages  A12  and  A13  of  the  Federal  Reserve  Bulletin  as  well  as  in  Banking 
and  Monetary  Statistics. 

Last  Review :  Reviews  and  changes  take  place  as  required  by  reserve  require- 
ment actions.  In  addition,  the  report  is  now  undergoing  a  major  review  partly 
in  connection  with  the  deliberations  of  a  consultant  committee  on  measurement 
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of  the  money  supply  and  partly  in  connection  with  a  System  project  for  the 
restructuring  of  reports. 

Proposed  Changes :  Dependent  on  changes  in  Regulation  D.  In  addition,  the 
reviews  mentioned  above  will  undoubtedly  result  in  proposals  for  changes  and 
simplifications. 

19.  FR  414a — Member  Bank  Special  Reservable  Liabilities  Report, 

Supplementary  Report  of  Deposits 

Coverage :  About  50  member  banks  that  raise  funds  through  affiliates  or 
through  issuance  of  ineligible  acceptances  report  at  present ;  required  report. 

Frequency:  Weekly  (daily  data). 

Uses  :  Reporting  of  reservable  funds  raised  through  affiliates  and  through  issu- 
ance of  ineligible  acceptances  and  calculations  of  reserve  requirements  on  their 
items. 

Availability  :  Not  published. 

Last  Review :  Review  and  changes  take  place  whenever  there  are  changes  in 
Regulations  D  that  affect  such  items.  The  last  change  was  in  December  1974 
when  items  on  large  time  deposits  subject  to  special  marginal  reserve  require- 
ments were  eliminated  from  the  report. 

Proposed  changes :  Revision  is  planned  during  1976  to  align  FR  314  with  a 
revised  FR  105. 

20.  FR  416 — Weekly  Condition  Report  of  Large  Commercial  Banks 

Coverage :  326  member  and  nonmember  banks  that  had  over  $100  million  total 
deposits  in  1966. 

Frequency:  Weekly  (Wednesday  dates). 

Fses  :  A  basic  source  of  information  for  analysis  of  current  banking  and  mone- 
tary conditions  and  for  monitoring  various  categories  of  lending  and  sources  of 
bank  funds. 

Availability :  Aggregate  data  by  District,  New  York  City,  and  Chicago  are 
available  in  the  weekly  releases  H.4.2 — Weekly  Condition  Report  of  Large  Com- 
mercial Banks  and  Domestic  Subsidiaries,  and  H.43 — Weekly  Condition  Report 
of  Large  Commercial  Banks  in  New  York  and  Chicago  and  on  pages  A18  of  the 
Federal  Reserve  Bulletin.  Historical  data  are  in  Banking  and  Monetary  Statistics. 

Last  Review:  The  last  comprehensive  review  was  in  1966  when  the  structure 
of  the  sample  was  changed  and  the  number  of  respondents  reduced,  and  the 
content  of  various  items  changed.  In  addition,  the  report  was  revised  in  19(5!)  to 
conform  to  the  changes  adopted  for  the  Consolidated  Report  of  Condition  in  that 
year.  Other  changes  have  occurred  in  response  to  changing  economic  and  bank- 
ing conditions,  policy  situations  and  regulations  and  to  changes  in  the  Consoli- 
dated Report  of  Condition. 

Proposed  Changes:  Another  comprehensive  review  will  get  under  way  in  19T8 
that  will  reconsider  the  analytical  and  surveillance  significance  of  each  item  in 
the  report  and  to  assess  the  size  of  the  reporting  panel.  In  addition,  the  report 
will  have  to  he  re-examined  in  light  of  the  proposed  changes  in  the  Consolidated 
Report  of  Condition.  Considerable  changes  may  result. 


21.    FR  416a — COMMERCIAL  AM)  INDUSTRIAL  Lows  OUTSTANWNG  BY  INDUSTRY 

Coverage:  Member  and  nonmember  banks  from  the  FR  416  sample  that  had 
at  [east  .>."">()  million  in  business  loans  in  1966. 

Frequency:  Weekly  (Wednesday  dates)  for  short-term  loans,  monthly  (last 
Wednesday)  for  term  loans. 

r^os:  Analysis  of  bank  Lending  to  selected  domestic  Industries  and  to  foreign 
businesses. 

Availability:  Aggregate  data  by  District  are  available  in  the  weekly  11.12 — 
Commercial  and  industrial  Loans  Outstanding  by  industry  release,  and  on  page 
A23  of  the  Federal  Reserve  Bulletin.  Historical  data  will  be  available  in  a  forth- 
coming volume  of  Banking  <ih<i  Monetary  statistics. 
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Last  Review  :  A  1973  review  resulted  in  standardization  of  reporting  among 
Districts  that  reduced  reporting  detail  in  some  Districts  and  the  addition  of  in- 
formation on  commercial  paper.  Other  recommendations  for  reduction  of  industry 
detail  were  not  implemented  when  banks  queried  on  the  pre-test  reported  that 
the  costs  of  their  changing  procedures  would  more  than  offset  the  savings  from 
reporting  the  lessor  industry  detail  proposed. 

Proposed  Changes :  A  pending  general  review  of  the  FR  416  and  consideration 
of  the  impact  of  the  proposed  changes  in  the  Consolidated  Report  of  Condition 
may  also  result  in  changes  in  this  report. 


22.  FR  416b — Monthly  Report  on  Maturities  of  Outstanding  Negotiable  Cer- 
tificates of  Deposits  in  Denominations  of  $100,000  or  More 

Coverage :  270  member  and  nonmember  banks — a  subset  of  the  FR  416  sample — 
that  issue  large-denomination  negotiable  certificates  of  deposit. 

Frequency:  Monthly  (last  Wednesday). 

Uses :  Used  in  connection  with  Board  deliberations  on  Regulations  D  and  Q 
and  with  monitoring  impact  of  monetary  policy. 

Availability :  Aggregate  data  are  available  in  the  monthly  G.9 — Maturity  Dis- 
tribution of  Outstanding  Negotiable  Time  Certificates  of  Deposit  release. 

Last  Review :  A  1973  review  with  the  report  continued  unchanged.  There  was 
consideration  given  to  reducing  the  maturity  detail,  but  it  wTas  found  that  while 
the  reduction  would  not  significantly  reduce  burden,  it  would  significantly  reduce 
the  value  of  the  data. 

Proposed  Changes :  The  proposed  changes  in  the  Consolidated  Report  of  Con- 
dition may  require  a  reconsideration  of  this  report. 


23.  FR  416c — Report  of  Loans  Sold  to  and  Outstanding  Commercial  Paper 
Issued  by  Selected  Institutions  Related  to  Weekly  Reporting  Banks 

Coverage :  A  subset  of  the  FR  416  sample,  including  150  member  and  nonmem- 
ber banks  engaged  in  transactions  with  affiliates. 

Frequency  :  Weekly  (Wednesday  dates). 

Uses:  Used  to  monitor  bank  raising  of  funds  through  affiliates  and  to  interpret 
changes  in  bank  credit  resulting  from  such  transactions. 

Availability :  Aggregate  data  for  some  items  in  the  report — loans  sold  to 
affiliates  and  bank-related  commercial  paper — is  available  in  the  weekly  H.9- 
Weekly  Summary  of  Banking  and  Credit  Measures,  and  H.4.2-Weekly  Condition 
Report  of  Large  Commercial  Banks  and  Domestic  Subsidiaries  releases,  and 
on  page  A25  of  the  Federal  Reserve  Bulletin.  Also,  bank  credit  data  on  page  A13 
of  the  Federal  Reserve  Bulletin  are  shown  before  and  after  adjustment  for  loan 
sales. 

Last  Review :  A  major  review  in  1973-74  resulted  in  major  changes  in  the 
report  in  the  fall  of  1974.  The  number  of  items  reported  was  reduced  substan- 
tially and  the  reporting  panel  was  expanded  somewhat. 

Proposed  Changes :  No  further  changes  are  under  consideration  at  present. 


24.  FR  416d — Interest  Rates  Offered  on  Negotiable  Certificates  of  Deposit 

of  $100,000  or  More 

This  is  a  telephone  report  which  contains  the  following  information : 

Quoted  rates  on  CD's  of  $100,000  or  more  for  maturities  of  30-59  days.  60-89 
days,  90-179  days,  180  days  to  1  year,  and  over  1  year. 

Coverage:  About  70  large  banks  (all  more  than  $500  million  in  deposits) — sub- 
set of  the  FR  416  sample. 

Frequency :  Weekly  (Wednesday  dates). 

Uses :  This  telephone  report  provides  timely  information  on  bank  offering 
rates  on  large  CD's  by  maturity.  The  data  are  useful  in  analyzing  bank  responses 
to  current  monetary  conditions  and  they  provide  background  information  for 
Board  deliberations. 

Availability :  Not  published. 
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Last  Review :  A  1975  review  of  this  report,  in  connection  with  a  broader  review 
of  reports  dealing  with  time  deposits,  confirmed  its  usefulness  but  tentativelv 
concluded  that  some  reduction  in  the  sample  size  might  be  possible  without 
impairing  that  usefulness. 

Proposed  Changes :  When  the  proposals  resulting  from  the  review  mentioned 
above  are  approved  and  implemented,  there  will  probably  be  some  reduction  in 
the  number  of  banks  reporting.  In  addition,  the  changes  now  under  discussion 
for  the  Consolidated  Report  of  Condition  may  require  other  changes  in  this 
report. 

25.  FR  437 — Trust  Department  Annual  Report 

Coverage :  State  member  banks  with  trust  departments.  About  450  reports  are 
filed. 

Frequency :  Annual. 

Uses :  Provide  information  on  the  portfolios  of  the  trust  departments  of  State 
member  banks. 

Availability :  Aggregate  data  are  published  in  "Trust  Assets  of  Insured  Banks" 
issued  jointly  by  the  three  Federal  banking  agencies.  This  publication  also  in- 
cludes individual  bank  data  for  the  largest  trust  departments. 

Last  Review :  1974.  Minor  editorial  changes  made  to  form. 

Proposed  Changes :  None  contemplated. 


26.  FR  465 — Receipts  and  Shipments  of  U.S.  and  Mexican  Currency  Between 
U.S.  Banks  and  "Foreigners" 

This  form  is  collected  by  the  Federal  Reserve  acting  as  agent  for  the  Bureau  of 
Economic  Analysis,  Department  of  Commerce. 

Coverage :  All  banks  engaging  in  the  physical  movement  of  U.S.  and  Mexican 
paper  currency  between  the  continental  U.S.  and  foreign  countries.  At  present,  27 
commercial  banks  in  two  FR  Districts  report. 

Frequency  :  Monthly. 

Uses  :  Balance  of  payments  analyses. 

Availability  :  Determined  by  Department  of  Commerce. 

Last  Review :  January  1966  by  Department  of  Commerce  which  controls  the 
content  of  this  report. 

Proposed  Changes  :  Determined  by  Department  of  Commerce. 


27.  FR  467 — Interest  Rates  on  Loans  to  Business  Made  During 

19__  Inclusive 

Coverage:  Sample  of  125  banks  located  in  financial  centers  where  outstanding 
business  loans  in  December  1964  amounted  to  $150  million  or  more.  The  sample 
includes  banks  in  these  centers  that  had  $40  million  or  more  outstanding  in  busi- 
ness loans  as  of  December  1964. 

Frequency  :  Quarterly. 

Uses  :  A n;i lysis  of  the  structure  of  rates  charged  on  loans  to  business  by  size  of 
loan,  maturity,  and  region. 

Availability:  Aggregate  data  are  available  in  the  quarterly  F.2-Bnnk  Rates  on 
Short-term  Business  Loans  release  and  on  page  A26  of  the  Federal  Reserve  Bul- 
letin. Historical  data  are  published  In  Banking  and  Monetary  Statistics. 

List  Review:  Review  in  1978  concluded  that  the  data  were  of  sufficient  value 
and  interest  to  be  continued  but.  that  changes  were  needed  to  reduce  burden  and 
improve  usefulness.  A  major  review  is  now  in  process  to  accomplish  this  for  this 
and  related  reports. 

Proposed  Changes:  The  review  mentioned  above  resulted  in  a  proposed  revision 
to  be  pro-tested  in  the  near  future.  Tf  the  proposals  nre  approved,  implementation 
of  the  revised  report  is  planned  for  sometime  in  1976.  At  the  present  Stage,  the 
proposed  revisions  would  substantially  reduce  the  number  of  loans  sampled  :  elim- 
inate regional  detail ;  Increase  somewhat  the  number  of  banks  covered,  including 
the  addition  of  some  Donmember  banks;  collect  Information  on  agricultural  loans 
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as  substitute  for  data  now  reported  on  FR  835a,  which  would  be  eliminated ;  and 
collect  some  new  information  on  non-price  terms  of  lending  in  order  to  get  a  more 
complete  view  of  borrowers'  costs. 


28.  FR  502 — Monthly  Report  on  Foreign  Branch  Assets  and  Liabilities 

Coverage :  Foreign  branches  of  member  banks  as  follows :  all  branches  located 
in  the  Bahamas  unless  specific  exemptions  are  made  by  the  Board  of  Governors, 
all  branches  located  in  Europe  if  total  liabilities  payable  in  U.S.  dollars  are  $10 
million  or  more,  and  all  other  branches  whose  total  liabilities  payable  in  U.S.  dol- 
lars are  $30  million  or  more.  About  296  branches  of  136  parent  banks  report. 

Frequency :  Monthly. 

Uses :  Analysis  of  foreign  branch  activity,  monitoring  of  compliance  with  Fed- 
eral Reserve  regulations,  background  for  policy  issues  and  supervisory  problems. 

Availability :  Aggregate  data  are  published  on  pages  A70  and  ATI  of  the  Fed- 
eral Reserve  Bulletin. 

Last  Review  :  1974.  No  significant  changes  were  made. 

Proposed  Changes  :  None  contemplated. 


29.  FR  502S — Quarterly  Report  on  Foreign  Branch  Assets  and  Liabilities 

Coverage :  All  branches  of  member  banks  that  file  FR  502  and  are  located  in 
the  specific  countries  listed  in  the  report  Instructions  and  any  other  respondent 
on  FR  502  whose  total  liabilities  exceed  $100  million. 

Frequency :  Quarterly. 

Uses  :  Supervision  and  analysis. 

Availability  :  It  is  contemplated  that  suitable  aggregations  of  these  data  will  be 
published. 

Last  Review :  New  reporting.  First  report  date  was  September  30,  1975. 

Proposed  Changes  :  None  contemplated. 


30.  FR  571 — Commercial  and  Industrial  Bank  Report  of  Consumer  Credit 

Coverage:  A  sample  of  750  banks  (553  member  and  197  nonmember).  Included 
are  310  (265  member  and  45  nonmember)  banks  with  more  than  $2.5  million  of 
credit  card  and  check  credit  as  of  June  1969.  The  remainder  are  chosen  at  random 
from  all  banks  stratified  by  the  total  amount  of  consumer  credit. 

Frequency :  Monthly. 

Uses  :  Analysis  of  consumer  credit  developments  and  trends. 

Availability :  Aggregate  data  are  available  on  the  monthly  G.18 — Consumer 
Instalment  Credit  at  Commercial  Banks  release,  on  the  monthly  G.19 — Consumer 
Credit  release,  and  on  the  monthly  G.26 — Automobile  Credit  release;  also,  on 
pages  A45,  A46,  and  A47  of  the  Federal  Reserve  Bulletin. 

Last  Review :  A  review  in  August  1975  resulted  in  the  monthly  single-payment 
loan  data  being  published  annually  but  no  substantive  change  in  the  data 
collected. 

Proposed  Changes  :  Planned  future  revisions  may  result  in  some  changes  in  the 
sampling  procedures  and  in  the  structure  of  reports  in  this  area. 


31.  FR  573 — Debits  to  Demand  Deposit  Accounts  of  Individuals,  Partnerships, 
and  Corporations  and  of  States  and  Political  Subdivisions 

Coverage:  2,750  banks  with  offices  in  233  Standard  Metropolitan  Statistical 
Areas  (SMSA's). 

Frequency :  Monthly. 

Uses :  Used  in  the  analysis  of  the  turnover  of  money  and  to  provide  indicators 
of  local  business  conditions. 
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Availability :  Aggregate  data  by  233  SMSA's  and  by  Districts  are  available  in 
the  monthly  G.6 — Bank  Debits,  Deposits  and  Deposit  Turnover  and  the  annual 
C.5  and  C.5a — Bank  Debits  and  Demand  Deposits  releases  and  on  page  All  of  the 
Federal  Reserve  Bulletin.  Aggregate  historical  data  are  published  in  Banking  and 
Monetary  Statistics. 

Last  Review :  A  1973  review  concluded  that  there  was  little  burden  on  the 
respondent  bank,  and  that  there  wTas  considerable  local  interest  in  some  Reserve 
Districts,  but  raised  the  question  of  whether  the  considerable  cost  to  the  System 
was  justified  by  the  extent  of  System  use.  It  was  decided  to  continue  the  report 
until  the  next  regular  quinquennial  review,  which  will  occur  in  1976-77. 

Proposed  Changes :  The  forthcoming  quinquennial  review  referred  to  above 
will  probably  result  in  some  changes  to  the  report. 


32.  FR  584a — Instalment  Loans  for  New  Automobiles  by  Maturity  Acquired 

During 

(Month,  Year) 

Coverage :  About  110  banks ;  large  and  medium  size  banks  report  a  25-50% 
sample  of  accounts  while  smaller  banks  report  all  accounts. 

Frequency :  Quarterly. 

Uses  :  Monitoring  changes  in  maturities  of  auto  paper. 

Availability:  Aggregate  data  are  available  on  request  (quarterly  L.3.1.  New 
Car  Instalment  Loan  Maturity  at  Commercial  Banks  release). 
Last  Review :  April  1974.  The  reporting  burden  was  substantially  reduced — fre- 
quency of  collection  changed  from  monthly  to  quarterly  ;  16  out  of  25  items  were 
deleted  from  the  form  and  the  information  was  restricted  to  new  cars  only. 

Proposed  Changes :  None  contemplated. 


33.  FR  591a,  b — Ownership  of  Demand  Deposit  Accounts  of  Individuals, 
Partnerships  and  Corporations 

Coverage :  Sample  of  about  400  banks,  both  member  and  nonmember.  Stratified 
random  sample  covering  entire  size  range.  (Two  reporting  forms  are  provided  to 
give  respondents  the  option  of  reporting  either  a  sample  of  accounts  or  all 
accounts  classified  in  the  appropriate  ownership  group.) 

Frequency:  About  half  of  the  sample  (the  larger  banks)  report  monthly;  the 
remaining  (smaller)  banks  report  quarterly. 

Uses:  The  survey  results  are  used  in  the  analysis  of  changes  in  the  money 
stork  and  of  the  demand  for  money. 

Availability  :  Aggregate  data  are  published  on  page  A24  of  the  Federal  Reserve 
Hull  din. 

Last  Review:  In  1974  there  was  an  extensive  procedural  and  analytical  review 
of  the  report  which  resulted  in  its  planned  continuation  until  late  1976,  when 
another  review  will  be  undertaken. 

Proposed  Changes  :  None  until  the  1976  review. 


34.  FR  04-1 — Weekly  Report  of  Loans  and  Securities  and  Assets  of  Mem  bee 

Banks 

Coverage:  All  member  banks  that  do  not  report  on  the  FR  416. 

Frequency:  Weekly  (Wednesday  dates). 

Uses:  Data  from  this  report  are  used  in  conjunction  with  data  from  other 
sources  to  construct  weekly  and  monthly  estimates  of  hank  credit  and  total 
of  domestic  commercial  hanks.  These  are  important  data  for  analysis  of 
current  banking  developments. 

Availability:  Aggregate  estimates  for  all  commercial  hanks,  hased  partially 
on  these  reports,  are  published  weekly  in  the  II.  8 — Assets  and  Liahilities  of 
All  Commercial  Banks  in  the  United  States  release,  and  on  page  A18  of  the 
Federal  Reserve  Bulletin,  Historical  data  will  he  published  in  a  forthcoming 
volume  of  Banking  and  Monetary  statistics. 
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Last  Review:  A  107:*  review  concluded  that  this  report  involved  no  significant 
reporting  burden  and  that  the  few  items  reported  were  of  basic  importance  to 
current  estimates  of  bank  credit.  No  recommendation  for  change  was  made. 
Currently  the  report  is  again  being  reviewed  in  connection  with  a  review  of 
FR  416. 

Proposed  Changes:  The  current  review  will  undoubtedly  lead  to  proposals  for 
changes  in  this  report. 

35.  FR  71G — Daily  Report  of  Federal  Funds  and  Related  Transactions 

Coverage :  A  subset  of  the  FR  416  sample,  including  45  member  banks  that 
account  for  80  per  cent  of  the  purchases  in  the  Federal  funds  market  in  a  3-year 
period  beginning  with  September  1050. 

Frequency  :  Weekly  report  (daily  figures). 

Uses :  Needed  in  current  monetary  policy  analysis  and  in  current  Open  Market 
operations. 

Availability :  Aggregate  data  are  available  weekly  in  the  H.5 — Reserve  Posi- 
tions of  Major  Reserve  City  Banks  release  and  on  page  A5  of  the  Federal  Re- 
serve Bulletin. 

Last  Review :  A  review,  which  has  been  under  way  for  sometime,  is  consider- 
ing needed  changes  in  reporting  requirements  on  Federal  funds  and  related  trans- 
actions. This  review  is  covering  questions  of  definition,  scope  of  market,  maturity, 
customers,  types  of  transactions,  reporting  panel,  etc.  as  they  affect  this  report 
and  other  reports  where  these  data  now  appear. 

Proposed  Changes:  The  one-going  review  mentioned  above  will  probably  result 
in  proposals  for  change  in  the  content  of  reported  data  and  in  the  reporting 
sample. 

30  and  37.  FR  835a,b — Interest  Rates  Charged  on  Selected  Types  of  Loans 

Coverage:  Sample  of  375  banks — both  member  and  nonmember.  Stratified 
random  sample  covering  entire  size  range.  Sample  has  declined  to  about  330  in 
recent  months,  following  release  of  individual  bank  reports  on  consumer  loan 
rates. 

Frequency :  Monthly. 

Uses :  FR  835  was  initiated  by  the  Committee  on  Interest  and  Dividends  as 
part  of  its  Phase  I  program  to  monitor  interest  rates  charged  on  selected  cate- 
gories of  loans.  The  survey  was  continued  by  the  Federal  Reserve  and  FDIC 
because  of  continuing  interest  in  this  information  and  at  the  urging  of  Govern- 
ment agencies  and  Congressional  committees. 

Availability  :  Aggregate  data  are  available  in  the  monthly  G.10 — Interest  Rates 
Charged  on  Selected  Types  of  Loans  release.  Aggregate  or  average  consumer 
loan  rates  also  published  on  page  A46  of  the  Federal  Reserve  Bulletin.  Individual 
bank  rates  on  consumer  loans  are  available  on  request  beginning  May  1075. 

Last  Review :  Due  to  refusal  of  some  banks  to  report  consumer  loan  rates  fol- 
lowing release  of  individual  bank  data  in  this  area,  FR  835  was  recently  divided 
into  FR  835a  (covering  small  business  and  agricultural  loans)  and  FR  835b 
(covering  consumer  loans).  The  small  business  prime  rate  formerly  requested 
was  dropped  from  the  form  because  of  the  declining  significance  of  this  concept. 
The  report  was  included  in  a  general  review  now  under  way  to  improve  the 
collection  of  information  on  interest  rates. 

Proposed  Changes :  The  FR  835a  report  will  probably  be  terminated  when  a 
revised  FR  467  (business  loan  survey),  now  being  developed  and  tested,  is 
implemented  in  1076. 


38.  FR  835c — Supplement  to  the Survey  on  Interest  Rates  Charged 

on   Selected  Types  of  Loans 

Coverage:  Sample  of  300  member  banks.  Stratified  random  sample  covering 
entire  size  range.  Sample  has  declined  somewhat  over  time  to  about  260  banks. 

Frequency :  Quarterly. 

Uses:  This  report,  which  picks  up  selected  information  on  compensating  bal- 
ances, was  initiated  in  1073  in  connection  with  a  surveillance  program  of  the 
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Committee  on  Interest  and  Dividends  to  determine  whether  farmers  and  small 
businesses  had  continuing  access  to  bank  credit. 

Availability :  Not  published. 

Last  Review :  Included  in  a  general  review  now  underway  to  improve  the 
collection  of  information  on  interest  rates  charged  on  loans. 

Proposed  Changes:  This  report  probably  will  be  eliminated  when  the  revised 
FR  467  interest  rate  survey  is  implemented  in  1976. 


39.  FR  886a — Monthly  Report  of  Condition  for  U.S.  Agencies,  Branches,  and 
Domestic  Banking  Subsidiaries  of  Foreign  Banks 

Coverage :  All  agencies  and  branches  of  foreign  banks  in  the  U.S. ;  commercial 
banks  in  the  U.S.  that  are  majority -owned  by  foreign  banks ;  and  investment 
companies  chartered  by  the  State  of  New  York  and  engaged  in  banking  that 
are  majority-owned  by  foreign  banks.  In  June  1975,  175  agencies,  branches,  and 
subsidiaries  reported. 

Frequency :  Monthly. 

Uses :  Monitoring  and  analysis  of  U.S.  banking  activities  of  foreign  banks. 

Availability :  Aggregate  data  are  now  available  upon  request.  Plans  are  being 
formulated  for  regular  publication  of  the  aggregate  data. 

Last  Review :  July  1975 ;  no  significant  changes  were  made  at  that  time. 

Proposed  Changes  :  None  contemplated. 


40.  FR  8S6b — Monthly  Report  of  Condition  for  Edge  Act  Corporations 
Engaged  in  Banking 

Coverage :  All  Edge  Act  corporations  engaged  in  banking.  At  present,  58  re- 
port. 

Frequency :  Monthly. 

Uses :  Supervision  and  analysis  of  the  banking  operations  of  these  bank  sub- 
sidiaries. 

Availability  :  Not  available  to  the  public. 

Last  Review:  July  1975.  No  significant  changes  were  made  at  that  time. 

Proposed  Changes:  None  contemplated. 


41-56.  FR  F-l  Through  12,  and  20 — Reports  Filed  in  Conjunction  With  Reg- 
i  : .ation   F — Securities  of   State  Member  Banks 

F-l  Registration  Statement  for  Securities  of  a  Bank 

F-2  Annual  Report 

F-3  Current  Re|>ort 

F-4  Quarterly  Report 

F  5  Proxy  Statement ;  where  management  does  not  solicit  proxies 

F  6  Statement  of  Selection  Contest 

F-7  Initial  statement  of  Beneficial  Ownership  of  Securities 

v  8  Statement  of  Changes  in  Beneficial  Ownership  of  Securities 

I"  9a  Balance  Sheet 

F  U\>  Income  Statement 

F  9c    Statements  of  Changes  in  Capital  Accounts 

F-9d      Schedules 

F   10     Registration  for  Additional  Classes  of  Securities  of  a  Bank 

F-ll     Statement   to   be   Filed   Pursuant  to  Section  206.4(g)(2)    or  206.5(1)    or 

Regulation  F 
F   12     Statement  to  be  Filed  Pursuant  to  Section  206.5 (m)  of  Regulation  F 
F  'J')     Amendment  to  Registration  Statement  or  Periodic  Report  of  Bank 

Coverage:  State  member  banks  having  500  or  more  shareholders,  the  stock  of 
which  is  listed  on  B  national  exchange.  The  scope  of  this  regulation  is  defined  by 
Section  12 (i)  of  the  Securities  Exchange  Act  of  1934,  as  amended.  About  62 
hanks  file. 
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Frequency  :  Some  reports  are  filed  annually,  some  quarterly,  some  monthly 
and  some  on  specific  occasions. 

Uses  :  Disclosure  for  use  of  bank  investors  and  stockholders. 

Availability :  Available  for  inspection  at  the  FDIC,  550  17th  Street.  X.W.,  Wash- 
ington, D.C.  in  addition,  copies  of  the  registration  statement,  reports  required  by 
■n  206.4  (exclusive  of  exhibits),  statements  required  by  Section  206.5(a)  and 
the  annual  reports  to  security  holders  required  by  Section  206.5(c)  are  available 
for  inspection  at  the  New  York,  Chicago,  and  San  Francisco  Federal  Reserve 
Banks  and  at  the  Reserve  Bank  of  the  District  in  which  the  bank  filing  the  re- 
port is  located.  Reports  are  summarized  in  the  monthly  G.16  release — Summary 
of  Equity  Security  Transactions;  F-3  (Current  Reports),  F-5  (Special  Meeting 
Proxy  Statements).  F-l  (Registration  Statements),  and  F-ll  (10  Per  Cent  Own- 
ership Acquisitions)  are  reported  when  filed  in  the  H.2  release — Applications  and 
Reports  Received  or  Acted  Upon  and  All  Other  Actions  of  the  Board. 

Last  Review:  September  1975.  Reviewed  and  revised  in  accordance  with  legis- 
lative directive  (P.L.  93-495)  to  conform  substantially  with  comparable  SEC 
:rions.  Revisions  were  published  in  the  Federal  Register. 

Proposed  Changes  :  Future  changes  will  be  introduced  periodically  as  required 
bj  P.L.  93—195  to  update  and  conform  to  SEC  regulations  under  the  provisions  of 
the  Securities  Exchange  Act  of  1934.  as  amended. 


57.  FR  P-l — Report  ox  Security  Devices 

Coverage :  All  existing  state  member  banks  and  branches  in  196S  and  each  new 
state  member  bank  and  branch  on  admittance  to  membership  in  the  Federal 
Reserve  System.  270  reports  were  received  in  1974. 

Frequency  :  Only  once  for  each  bank. 

Uses  :  To  verify  compliance  with  the  Bank  Protection  Act  regulations. 

Availability  :  Not  available  to  the  public. 

Last  Review  :  Inception  of  the  Bank  Protection  Act  of  196S. 

Proposed  Changes :  None  contemplated. 


58.  FR  P-2 — Report  of    a  Crime 

Coverage :  Any  state  member  bank — whenever  a  robbery,  burglary,  or  non- 
employee  larceny  is  perpetrated  or  attempted  at  any  banking  office  of  the  bank. 
583  were  submitted  in  1974. 

Frequency  :  As  required. 

Uses :  Reviewed  for  use  in  deterring  possible  future  crimes  and  for  updating 
regulatory  requirements  under  the  Bank  Protection  Act. 

Availability  :  Not  available  to  the  public. 

Last  Review  :  Inception  of  the  Bank  Protection  Act  of  1968. 

Proposed  Changes  :  None  contemplated. 


59.  FR  T-l.  2 — Nonmember  Bank  Agreement — For  Banks  With  Principal 
Place  of  Business  in  the  U.S.  (T-l)  ;  Principal  Place  of  Business  in  For- 
eign Countries  or  Overseas  Areas  of  the  U.S.  (T-2) 

Coverage:  All  nonmember  banks  that  extend  credit  to  a  broker  or  a  dealer. 
About  253  nonmember  banks  have  filed  T-l  and  about  22  banks  have  filed  T-2. 

Frequency :  Executed  once  prior  to  nonmember  bank  extension  of  any  credit 
to  a  broker  or  dealer. 

Uses  :  Required  by  Regulation  T. 

Availability :  Not  published. 

Last  Review  :  January  1938. 

Proposed  Changes  :  None  contemplated. 
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60,  61,  62,  65,  66  and  FR  U-l.  2.  3,  5.  6— Reports  Filed  in  Conjunction  With 
Regulation  U — Credit  by  Banks  for  the  Purpose  of  Purchasing  or  Carry- 
ing Margin  Stocks 

FR  U-l     Statement  of  Purpose  of  Stock-Secured  Extension  of  Credit  by  a  Bank 
FR  U-2     Statement  of  Purpose  of  Credit  to  be  Extended  Under  Section  221.3 (w) 

of  FR  Regulation  U 
FR  U-3     Statement  of  Purpose  of  Credit  to  be  Extended  to  Third  Market  Makers 

Under  Section  221.3 (y)  of  FR  Regulation  U 
FR  U-5     Statement  of  Purpose  of  Credit  Extended  to  Block  Positioners  Under 

Section  221.3 (z)  of  FR  Regulation  U 
FR  U-6     Statement  of  Extension  of  Time  in  Respect  to  Credit  Extended  to 
Block  Positioners  Under  Section  221.3 (z)  of  FR  Regulation  U 

Coverage :  All  banks. 

Frequency :  As  needed.  These  forms  are  executed  by  both  borrowers  and  banks 
prior  to  extension  of  credit  and  are  retained  by  the  bank  in  its  files.  In  general, 
the  retention  period  is  3  years. 

Uses  :  For  examination,  compliance  and  enforcement  of  margin  rules.  The  forms 
are  reviewed  in  course  of  bank  examinations. 

Availability  :  Not  available  to  the  public. 

Last  Review :  U-3,  5,  6  were  instituted  in  October  1972  and  U-2  in  June  1969. 
U-l  is  at  present  under  review  to  give  consideration  to  comments  received  from 
banking  industry  representatives. 

Proposed  Changes  :  Except  for  U-l,  none  contemplated. 


63.  FR  U-4a — Annual  Report  of  Outstanding  Loans  to  Purchase  or  Carry 

Securities 

Coverage :  All  banks. 

Frequency :  Annual. 

Uses:  In  administration  and  analysis  of  Regulation  U  (margin  rules). 

Availability:  Aggregate  data  are  published  annually  on  page  A87  of  the 
Federal  Reserve  Bulletin. 

Last  Review  :  April  1975  ;  no  changes  resulted. 

Proposed  Changes :  None  contemplated. 


64.  FR  U-4m — Monthly  Report  of  Outstanding  Loans  to  Purchase  or  Carry 

Securities 

Coverage:  70  banks  with  the  largest  amount  of  outstanding  loans  to  purchase 
or  carry  securities. 

Frequency :  Monthly. 

Uses  :  In  administration  and  analysis  of  Regulation  U  (margin  rules). 

Availability  :  Aggregate  data  are  published  monthly  on  page  A31  of  the  Federal 
Reserve  Bulletin. 

Last  Review  :  April  1975  ;  no  changes  resulted. 

Proposed  Changes:  None  contemplated. 


67.  FR  Y-l — Application-  for  Prior  Approval  of  Actton  to  Become  a  Bans 
IIomwno  COMPANY  PUBStTANT  to  SECTION  3(a)(1)  of  the  Rank  HOLDING 
Company  Act  of  1956,  as  Amended 

('overage:  All  bank  holding  companies  seeking  to  form.  154  applications  fited 
in  1974. 

Frequency:  As  required. 

Uses:  To  provide  information  needed  to  act  on  the  application  in  accordance 
with  the  statutory  factors  that  must  he  considered  in  approving  or  denying  the 
acquisition. 

Availability:  Data  are  available  to  the  public  at  the  Board's  Public  Informa- 
tion Office  except  for  confidential  portions. 

Last  Review  :  March  1073  ;  no  major  changes  made. 

Proposed  Changes  :  None  contemplated. 


597 

jGS-  FR  Y-2 — Application  for  Prior  Approval  of  the  Acquisition  of  Bank 
Shakes  Pursuant  to  Section  3(a)  (3)  of  the  Bank  Holding  Company  Act 
of  1950,  as  Amended 

Coverage :  All  bank  holding  companies  seeking  to  expand.  330  filed  in  1974. 
Frequency :  As  required. 

Uses  :  To  provide  information  needed  to  act  on  the  application. 
Availability:  Data  are  available  to  the  public  at  the  Board's  Public  Informa- 
tion Office  except  for  confidential  portions. 

Last  Review  :  March  1973  ;  no  major  changes  made. 
Proposed  Changes  :  None  contemplated. 


69.  FR  Y-4 — Application  for  Prior  Approval  of  an  Acquisition  or  Retention 
of  Certain  Assets  or  Shares  of  Company  Engaged  in  Non-Bank  Activity- 
Pursuant  to  Section  4(c)  (8)  of  the  Bank  Holding  Company  Act  of  1956, 
as  Amended 

Coverage :  All  bank  holding  companies  seeking  to  expand  into  non-bank  activi- 
ties. 820  filed  in  1974. 

Frequency :  As  required. 

Uses  :  To  provide  information  needed  to  act  on  the  application. 

Availability  :  Data  are  available  to  the  public  at  the  Board's  Public  Information 
Office  except  for  confidential  portions. 

Last  Review  :  June  1971 ;  no  major  changes  made. 

Proposed  Changes  :  Will  shortly  be  reviewed  and  revised. 


70.  FR  Y-5 — Registration  Statement  Filed  With  the  Board  of  Governors  of 
the  Federal  System  Pursuant  to  Section  5(a)  of  the  Bank  Holding  Com- 
pany Act  of  1956,  as  Amended 

Coverage:  All  bank  holding  companies,  except  one-bank  holding  companies 
where  the  bank  had  less  than  $30  million  in  assets  and  the  holding  company  had 
less;  than  $5  million  in  assets.  136  filed  in  1974. 

Frequency  :  At  formation  of  holding  company. 

Uses :  Monitoring  compliance  with  the  Bank  Holding  Company  Act  and  for 
public  disclosure. 

Availability :  Data  are  available  to  the  public  at  the  Board's  Public  Informa- 
tion Office  except  for  confidential  portions. 

Last  Review  :  March  1971 ;  no  major  changes. 

Proposed  Changes  :  Form  currently  under  review.  A  revised  version  is  expected 
to  be  in  use  early  in  1976. 

71.  FR  Y-5a — Registration  Statement  Filed  With  the  Board  of  Governors 
Pursuant  to  Section  5(a)  of  the  Bank  Holding  Company  Act  of  1956,  As 
Amended 

Coverage :  One-bank  holding  companies  that  met  the  following  two  require- 
ments on  the  date  the  Registrant  became  a  bank  holding  company :  (1)  the  bank 
had  less  than  $30  million  in  total  assets;  and  (2)  the  holding  company  had  total 
assets  not  exceeding  $5  million. 

Frequency  :  At  the  time  of  registration  as  a  holding  company. 

Uses :  Monitoring  compliance  with  the  Bank  Holding  Company  Act  and  public 
disclosure. 

Availability :  Data  are  available  to  the  public  at  the  Board's  Public  Informa- 
tion Office  except  for  confidential  portions. 

Last  Review  :  March  1971 ;  minor  editorial  change. 

Proposed  Changes :  Form  currently  under  review. 
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72.  FR  Y-6,7 — Annual  Report  of  Bank  Holding  Companies 

Coverage  :  All  bank  holding  companies.  1S09  reported  as  of  June  30,  1975. 

Frequency  :  Annual. 

Uses  :  Supervisory  purposes  and  to  monitor  compliance  with,  the  Bank  Holding- 
Company  Act  and  Board  Orders  under  that  Act. 

Availability :  Reports  are  available  at  the  Board's  Public  Information  Office 
except  for  confidential  portions. 

Last  Review  :  January  1972  ;  the  following  schedules  were  deleted  at  that  time  : 
securities  other  than  subsidiaries,  notes  and  accounts  receivable,  indebtedness  of 
subsidiaries,  stock  of  subsidiaries,  other  securities  of  subsidiaries,  notes  payable, 
and  accounts  payable. 

Proposed  Changes :  The  form  is  presently  under  review  and  will  probably  be 
extensively  revised. 

73.  FR  Y-8 — Report  of   Intercompany  Transactions   and   Balances 

Coverage :  Any  bank  holding  company  that  has  banking  assets  in  excess  of  $250 
million  with  the  following  exceptions  : 

(1)  a  bank  holding  company  that  is  a  subsidiary  of  another  bank  holding 
company ; 

(2)  a  bank  holding  company  that  is  a  labor,  agricultural,  or  horticultural 
organization  described  in  Section  4(c)  (i)  of  the  Bank  Holding  Company 
Act  or  a  "personal"  bank  holding  company  described  in  Section  4(c)  (ii)  of 
the  Act ; 

(3)  a  bank  holding  company  that  has  been  granted  an  exemption  under 
Section  4(d)  of  the  Act;  and 

(4)  a  bank  holding  company  that  is  domiciled  in  a  foreign  country,  all  of 
whose  U.S.  subsidiary  banks  tile  a  Monthly  Report  of  Condition  (FR  8802). 

Approximately  280  companies  are  expected  to  report. 

Frequency:  Quarterly  (may  be  required  more  frequently  if  company  exhibits 
financial  problems). 

Uses:  Monitoring  compliance  with  the  Bank  Holding  Company  Act. 
Availability :  Not  published. 

Last  Review :  New  reporting.  First  report  as  of  September  30,  1975. 
Proposed  Changes  :  None  contemplated. 


74.  Advance  Reports  of  Deposits  at  Reserve  City  Banks  (Markstat  D  Wire) 

(Wire  report,  no  form  exists.  The  attached  worksheet  indicates  the  data 
collected. ) 

Coverage :  180  large  member  banks  that  were  classified  as  reserve  city  banks 
prior  to  November  1972. 

Frequency  :  Daily. 

Uses  :  Tbis  report  provides  very  prompt  sample  information  needed  for  advance 
estimates  of  the  money  stock  and  required  reserves  which  are  used  in  briefings 
of  the  Board,  Federal  Open  Market  Committee,  and  the  Trading  Desk  in  New- 
York. 

Availability  :  Not  published. 

Last  Review  :  The  Last  major  review  was  in  1968  when  vault  cash  figures  were 
dropped  from  the  report  and  U.S.  Government  and  interbank  figures  were  added, 
reflecting  changes  in  the  need  for  data  in  calculating  reserve  requirements  and 
money  stock. 

Proposed  Changes:  This  report  will  be  reviewed  again  in  the  near  future,  with 
changes  likely  in  both  the  reporting  panel  and  the  items  reported. 


75.  Advance  Report  of  1  >i:rosiT8  at  Country  Membeb  Banks 

(Telephone  report,  no  form  exists.  The  attached  worksheet  indicates  the  data 
collected. ) 

Coverage:  A  stratified  sample  of  about  300  member  banks  designed  initially  to 
represent  the  pre-November  i!>72  country  bank  reserve  class. 
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Frequency:  Weekly  (totals  for  first  five  days  of  reserve  computation  week). 

Uses:  This  report  provides  prompt — i.e.,  in  advance  of  the  required  FR  414 
report — sample  data  needed  for  advance  estimates  of  the  money  stock  and  re- 
quired reserves,  which  are  used  in  briefings  of  the  Board,  Federal  Open  Market 
Committee,  and  the  Trading  Desk  in  New  York. 

Availability :  Not  published. 

Last  Review :  The  last  review  was  in  1968  when  vault  cash  figures  were 
dropped  from  the  report,  and  U.S.  Government  deposit  figures  were  added,  re- 
flecting changes  in  the  need  for  data  in  calculating  reserve  requirements  and 
money  stock. 

Proposed  Changes :  This  report  will  be  reviewed  again  in  the  near  future,  with 
changes  likely  in  both  the  reporting  sample  and  the  items  reported. 


76.  Confidential  Report  for  Monthly  Bankers  Acceptance  Survey 

(Collected  by  the  New  York  Federal  Reserve  Bank  for  the  System.) 

Coverage :  Banks,  Edge  Act  corporations,  and  others  that  issue  dollar  accept- 
ances. 

Frequency :  Monthly. 

Uses  :  Analysis  of  acceptance  markets. 

Availability :  Aggregate  data  are  published  on  pages  A9,  25,  and  27  in  the 
Federal  Reserve  Bulletin  and  in  the  monthly  release  G.13 — Open  Market  Money 
Rates  and  Bond  Prices. 

Last  Review  :  1974 ;  no  significant  changes. 

Proposed  Changes  :  None  contemplated. 


77.  Foreign  Liabilities  of  American  Agencies  and  Branches  of  Foreign  Banks 

This  is  a  telephone  report  which  contains  the  following  information : 

(a)  Amounts  payable  in  U.S.  dollars  to  foreign  otficial  institutions,  own 
head  office  or  other  own  foreign  offices  wherever  located,  foreign  banks  (ex- 
cept as  included  above)  and  all  other  foreigners. 

(b)  Short-term  U.S.  Government  Direct  or  Guaranteed  Obligations  Held 
in  Custody  for  foreign  official  institutions,  oivn  head  office  or  other  own 
foreign  offices  wherever  located,  foreign  banks  (except  as  included  above) 
and  all  other  foreigners. 

(c)  Other  Short-term  Dollar  Liabilities,  including  Negotiable  Certificates 
of  Deposit,  Acceptances,  Commercial  Paper,  etc.,  Due  to  or  held  in  Custody 
for  foreign  official  institutions,  own  head  office  or  other  own  foreign  offices 
wherever  located,  foreign  banks  (except  as  included  above)  and  all  other 
foreigners. 

Coverage:  All  U.S.  agencies  and  branches  of  foreign  banks.  About  50  report. 
Frequency :  Weekly. 

Uses :  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 
Availability :  Not  published. 
Last  Review  :  1967,  when  report  was  initiated. 
Proposed  Changes  :  None  contemplated. 


78.  Four-week   Report  of  Certain   Eurodollar  Transactions    (Required  by 
Federal  Reserve  Regulations  M  and  D) 

Coverage :  Member  banks  with  foreign  branches. 
Frequency :  Monthly. 

Uses:  Enforcement  of  Regulation  M  (Foreign  Activities  of  National  Banks) 
and  Regulation  D  ( Reserves  of  Member  Banks) . 
Availability :  Not  published. 
Last  Review  :  1969  ;  no  major  revision. 
Proposed  Changes  :  None  contemplated. 
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79.  Liabilities  to  Own  Foreign  Branches 
(Telephone  report,  no  form  exists  at  most  Federal  Reserve  Banks) 

Coverage  :  All  banks  with  foreign  branches.  139  report  at  present. 

Frequency  :  Weekly. 

Uses:  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability  :  Aggregate  data  are  published  on  page  A22  in  the  Federal  Reserve 
Bulletin. 

Last  Review  :  1964,  when  report  was  initiated. 

Proposed  Changes:  None  contemplated. 


80.  Member  Bank  Collateral  Note 

Coverage:  State  member  banks  when  borrowing  from  their  Federal  Reserve 
Bank. 

Frequency  :  As  needed. 

Uses  :  Collateral  for  borrowing. 

Availability  :  Not  available  to  the  public. 

Last  Review  :  January  1971 ;  no  significant  change.  The  note  has  been  largely 
supplanted  by  a  contingent  agreement  enabling  borrowing  to  be  done  on  the  basis 
of  phone  or  wire  messages. 

Proposed  Changes :  Non  contemplated. 


81.  Monthly  Report  of  Negotiable  Orders  of  Withdrawal  (NOW)  Accounts 

(R&S  48) 

Coverage:  All  depository  institutions  in  Massachusetts  and  New  Hampshire. 

Frequency  :  Monthly,  with  a  weekly  supplement. 

Uses :  Surveillance  and  analysis  of  competitive  factors  during  the  Con- 
gressionally  mandated  experimental  period.  The  weekly  report  is  used  to  indicate 
what  part  of  total  savings  deposits  consists  of  NOW  accounts ;  used  for  reserve 
purposes. 

Availability  :  Not  published. 

Last  Review  :  1974  when  report  was  initiated. 

Proposed  Changes  :  None  contemplated. 


82.   Special  Monthly  Survey  of  Loans  Outstanding  to  Nonbank  Financial 
Institutions  Other  Than  Finance  Companies 

Coverage:  The  35  member  banks  in  the  FR  416  sample  that  had  the  largest 
volume  of  loans  to  nonbank  financial  institutions  other  than  to  finance  companies 
in  September  1974. 

Frequency:  Monthly  (last  Wednesday). 

Uses:  Temporary  surveillance  of  bank  lending  to  certain  financial  institutions 
affected  by  special  risk  factors. 

Availability  :  Not  published. 

Last  Review  :  Reviewed  in  August  1975  when  it  was  decided  to  extend  it  for 
the  time  being. 

Proposed  Changes :  This  is  a  temporary  report.  It  is  hoped  that  the  proposed 
Changes  In  the  Consolidated  Report  of  Condition  will  permit  its  discontinuance 
after  tbe  first  quarter  of  197G. 

83.  Weekly  Report  of  Custody  Liabilities  Held  by  Banks 
(At  most  Reserve  Banks,  this  is  a  telephone  report  with  no  printed  form.) 

Coverage:  All  banks  and  U.S.  branches  or  agencies  of  foreign  banks  which 
hold  in  custody  assets  of  foreigners  that  are  liabilities  of  the  U.S.  Government, 
issuers  of  negotiable  CD's  or  other  liabilities.  About  25  institutions  report. 

Frequency :  Weekly. 
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Uses:  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
ih>\\<. 

Availability  :  Not  published. 

Last  Review  :  1967  when  report  was  initiated. 

Proposed  Changes  :  None  contemplated. 


84.  Officers  Checks  and  Deposits  Report 

This  telephone  report  contains  the  following  information  : 

(1)  Officers  checks 

(2)  Total  demand  deposits 

Coverage :  Agencies  and  branches  of  foreign  banks  and  foreign  investment 
companies  located  in  New  York  City. 
Frequency :  Daily. 

Uses  :  Current  money  supply  estimates. 
Availability  :  Not  available  to  the  public. 
Last  Review  :  New  report  as  of  April  1975. 
Proposed  Changes :  None  contemplated. 


1.  Treasury  B-l — Short-Term  Liabilities  to  Foreigners 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage:  Any  banking  institution  (including  branches,  agencies,  subsidiaries, 
and  other  affiliates  of  foreign  banks  or  banking  institutions)  in  the  U.S.  with 
$500,000  or  more  of  short-term  liabilities  to  foreigners  on  its  own  account  or  for 
the  account  of  others.  About  382  reported  in  July  1975. 

Frequency  :  Monthly. 

Uses :  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability :  Availability  is  determined  by  the  Treasury  Department.  Some 
aggregate  data  are  published  on  pages  A62,  63,  and  64  of  the  Federal  Reserve 
Bulletin;  some  are  published  in  the  Treasury  Bulletin. 

Last  Review :  The  Treasury  Department  controls  the  contents  of  this  report. 

Proposed  Changes :  Determined  by  the  Treasury  Department. 


2.  Treasury  B-l  Prelim. — Preliminary  Summary — Short-Term  Liabilities  to 

Foreigners 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the  Treas- 
ury Department. 

Coverage :  Banking  institutions  in  the  U.S.  with  foreign  branches  reporting 
Treasury  form  B-l  liabilities  of  $20  million  or  more ;  other  banking  institutions 
in  the  U.S.  reporting  Treasury  form  B-l  liabilities  of  $50  million  or  more.  About 
382  reported  in  July  1975. 

Frequency :  Monthly. 

Uses :  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability :  Availability  determined  by  the  Treasury  Department.  Some  ag- 
gregate data  are  published  on  pages  A62,  A63,  and  A64  of  the  Federal  Reserve 
Bulletin;  some  are  published  in  the  Treasury  Bulletin. 

Last  Review :  The  Treasury  Department  controls  the  content  of  this  form. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


3.  Treas.  B-l  Quarterly — Short-Term  Liabilities  to  Foreign  Branches 
Located  in  Fach  Western  European  Country,  Canada,  Bahamas,  Cayman 
Islands  (Other  Latin  America),  and  Japan 

(Form  B-l  is  used  for  reporting  purposes,  but  only  the  cells  for  the  specified 

countries   completed) 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the  Treas- 
ury Department. 

62-748— 76— bk.  I 39 
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Coverage:  Banking  institutions  in  the  U.S.  with  foreign  branches  or  sub- 
sidiaries and  American  agencies,  branches,  subsidiaries,  or  affiliates  of  foreign 
banks.  A  subset  of  reporters  on  Treasury  form  B-l. 

Frequency :  Quarterly. 

Uses:  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability :  Availability  determined  by  the  Treasury  Department.  Some 
aggregate  data  are  published  on  pages  A62,  63,  and  64  of  the  Federal  Reserve 
Bulletin;  some  are  published  in  the  Treasury  Bulletin. 

Last  Review :  The  Treasury  Department  controls  the  content  of  this  form. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


4.  Treasury    B-l    Supplement — Short-Term    Liabilities    to    Foreigners    in 
Countries  Not  Listed  Separately  on  Form  B-l  or  Form  B-la 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage:  All  bankers  and  banking  institutions  that  are  required  to  report 
on  Treasury  form  B-l  as  of  April  30  or  December  31. 

Frequency :  Semi-annual. 

Uses :  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability :  Availability  determined  by  the  Treasury  Department.  Some 
aggregate  data  are  published  on  page  A65  of  the  Federal  Reserve  Bulletin;  some 
are  published  in  the  Treasury  Bulletin. 

Last  Review:  The  Treasury  Department  controls  the  content  of  this  form. 

Proposed  Changes :  Determined  by  the  Treasury  Department. 


5.  Treas.  B-la — Monthly  Report  of  Short-Term  Liabilities  to  Foreigners  in 
Selected  Countries  Not  Listed  Separately  on  Form  B-l 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage :  All  bankers  and  banking  institutions  that  are  required  to  report  on 
Treasury  form  B-l  as  of  the  end  of  any  one  month  must  file  this  report  for  the 
same  date. 

Frequency :  Monthly. 

Uses:  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability :  Availability  determined  by  the  Treasury  Department.  Some 
aggregate  data  are  published  on  page  A65  and  summary  data  for  some  countries 
listed  and  for  Asian  oil-producing  countries  as  a  group  are  published  in  April 
and  December  in  the  Federal  Reserve  Bulletin;  some  are  published  in  the 
Treasury  Bulletin. 

Last  Review :  The  Treasury  Department  controls  the  content  of  this  form. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


6.  Treas.  B-2 — Short-Term  Claims  on  Foreigners 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage :  Any  banking  institution  (including  branches,  agencies,  subsidiaries, 
and  other  affiliates  of  foreign  banks  or  banking  institutions)  in  the  U.S.  with 
$500,000  or  more  of  short-term  claims  on  foreigners  on  its  own  account  or  for 
the  account  %i  others.  About  403  reported  in  July  1975. 

Frequency :  Monthly. 

Uses :  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 
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Availability :  Availability  determined  by  the  Treasury  Department.  Some  ag- 
gregate data  are  published  on  pages  A66  and  67  of  the  Federal  Reserve  Bulletin; 
some  are  published  in  the  Treasury  Bulletin. 

Last  Review :  The  Treasury  Department  determines  the  content  of  this  form. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


7.  Treas.  B-2a — Monthly  Report  of  Short-Term  Dollar  Claims  on  Foreigners 
in  Selected  Countries  not  Listed  Separately  on  Form  B-2 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage :  All  bankers  and  banking  institutions  that  are  required  to  report  on 
Treasury  form  B-2  as  of  the  end  of  any  one  month  must  file  this  report  for  the 
same  date. 

Frequency :  Monthly. 

Uses :  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability:  Availability  determined  by  the  Treasury  Department. 

Last  Review :  The  Treasury  Department  determines  the  content  of  this  form. 

Proposed  Changes :  Determined  by  the  Treasury  Department. 


8.  Treas.  B-3 — Long-Term  Liabilities  to  and  Claims  on  Foreigners 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage:  Any  banking  institution  (including  branches,  agencies,  subsidiaries,, 
and  other  affiliates  of  foreign  banks  or  banking  institutions)  in  the  U.S.  with 
$500,000  or  more  of  long-term  liabilities  to  or  claims  on  foreigners  on  its  own- 
account  or  for  the  account  or  others.  About  269  reported  in  July  1975. 

Frequency  :  Monthly. 

Uses :  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability :  Availability  determined  by  the  Treasury  Department.  Some  ag- 
gregate data  are  published  on  pages  A65  and  68  of  the  Federal  Reserve  Bulletin; 
some  are  published  in  the  Treasury  Bulletin. 

Last  Review :  The  Treasury  Department  determines  the  content  of  this  form. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


9.  Treas.  B-3a — Monthly  Report  op  Long-Term  Dollar  Liabilities  To  And 
Dollar  Claims  on  Foreigners  in  Selected  Countries  Not  Listed  Separately 
on  Form  B-3 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage:  All  bankers  and  banking  institutions  that  are  required  to  report  on 
Treasury  form  B-3  as  of  the  end  of  any  one  month  must  file  this  report  for  the 
same  date. 

Frequency :  Monthly. 

Uses:  Analysis  of  balance  cf  payments  and  international  credit  and  deposit 
flows. 

Availability:  Availability  determined  by  the  Treasury  Department. 

Last  Review :  The  Treasury  Department  determines  the  content  of  this  form. 

Proposed  Changes:  Determined  by  the  Treasury  Department. 


10.  Treas.  S-l — Purchases  and  Sales  of  Long-Tfrm  Securities  by  Foreigners: 

These  data  are  collected  by  the  Federal   Reserve  acting  as  agent  for  the 
Treasury  Department. 
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Coverage:  All  persons  (includes  banks  and  bank  holding  companies)  who  on 
their  own  behalf  or  on  behalf  of  customers  engage  in  transactions  in  long-term 
securities  directly  with  foreigners.  A  report  need  not  be  filed  if  the  monthly 
average  of  the  grand  total  of  purchases  and  grand  total  of  sales  was  less  than 
$100,000. 

Frequency :  Monthly. 

Uses:  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability:  Availability  determined  by  the  Treasury  Department.  Some  ag- 
gregate data  are  published  on  pages  A68  and  69  of  the  Federal  Reserve  Bulletin; 
some  are  published  in  the  Treasury  Bulletin. 

Last  Review:  The  Treasury  Department  determines  the  content  of  this  form. 

Proposed  Changes :  Determined  by  the  Treasury  Department. 


11.    Treas.    S-la — Monthly   Report   of  Purchase  and   Sales  of  Long-Term 
Domestic    Securities   by   Foreigners  in   Selected   Countries   Not   Listed 
Separately  on  Form  S-l 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage:  All  persons  who  are  required  to  report  on  Treasury  form  S-l  as 
of  the  end  of  any  one  month  must  file  this  report  for  the  same  date. 

Frequency  :  Monthly. 

I'ses:  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability :   Availability   determined  by   the  Treasury  Department. 

Last  Review :  The  Treasury  Department  determines  the  content  of  this  form. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


12.  Treas.  S-2 — Purchases  and  Sales  of  Long-Term  Domestic  Debt  Securities 
to  Foreign   Official  Institutions 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage:  All  persons  (includes  banks  and  bank  holding  companies)  required 
to  report  on  Treasury  form  S-l  who  engage  in  transactions  in  long-term  domestic 
debt  securities  for  the  account  of  foreign  official  institutions.  Persons  exempt 
from  reporting  on  Treasury  form  S-l  are  also  exempt  from  reporting  on  this 
form. 

Frequency :  Monthly. 

Uses:  Analysis  of  balance  of  payments  and  international  credit  and  deposit 
flows. 

Availability:  Availability  determined  by  the  Treasury  Department.  Some  ag- 
gregate data  are  published  on  page  AGS  of  the  Federal  Reserve  Bulletin;  some 
are  published  in  the  Treasury  Bulletin. 

Last  Review:  The  Treasury  Department  determines  the  content  of  this  form. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


13  and  14.  FC-1,  la — Weekly  Report  of  Positions  in  Specified  Foreign  Cru- 
ren&ES  of  Banks  in  the  U.S.  (FC-1)  ;  Monthly  Report  of  Assets,  Liawli- 
roa,  and  Positions  in  Specified  Foreign  Currencies  of  Banks  in  the  U.S. 
(FC-la) 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the 
Treasury  Department. 

Coverage:  All  bankers  and  banking  institutions,  including  bank  holding  com- 
panies, In  the  r.s.,  and  the  agencies,  branches,  and  subsidiaries  of  foreign  bank- 
ers and  banking  institutions,  that  for  their  own  account  have  assets,  liabilities, 
and  positions  in  specified  foreign  currencies. 
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Frequency  :  FC-1  weekly,  FC-la  monthly. 

Uses :  Analysis  of  exchange  market  developments  and  for  bank  supervision. 

Availability  :  Availability  determined  by  the  Treasury  Department. 

Last  Review  :  November  1974,  when  the  report  was  initiated. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


15  and  16.  FC-2,  2a — Weekly  Consolidated  Report  of  Positions  in  Specified 
Currencies  of  Foreign  Branches  and  Subsidiaries  of  U.S.  Banks  (FC-2)  ; 
Monthly  Consolidated  Report  of  Assets,  Liabilities  and  Positions  in  Speci- 
fied Currencies  of  Foreign  Branches  and  Subsidiaries  of  U.S.  Banks 
(FC-2a) 

These  data  are  collected  by  the  Federal  Reserve  acting  as  agent  for  the  Treas- 
ury Department. 

Coverage :  All  U.S.  bankers  and  banking  institutions,  including  bank  holding 
companies,  that  have  branches  and  majority-owned  subsidiaries  abroad  that  on 
their  own  account  have  assets,  liabilities,  or  positions  in  specified  foreign 
currencies. 

Frequency  :  FC-2,  weekly  ;  FC-2a,  monthly. 

Uses :  Analysis  of  exchange  market  developments  and  for  bank  supervision. 

Availability  :  Availability  determined  by  the  Treasury  Department. 

Last  Review  :  November  1974,  when  the  report  was  initiated. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


17.  Certificate  of  Deposit  in  Treasury  Tax  and  Loan  Account 

The  Federal  Reserve  System  acts  as  an  agent  for  the  Treasury  Department 
and  does  not  substantively  review  the  form  or  the  information  requested. 

Coverage :  Depository  institutions  authorized  to  receive  Federal  tax  deposits. 

Frequency :  Daily. 

Uses :  To  notify  the  Federal  Reserve  Bank  of  taxes  collected. 

Availability  :  Availability  determined  by  the  Treasury  Department. 

Last  Review :  These  forms  are  supplied  by  the  Department  of  the  Treasury 
which  determines  their  content. 

Proposed  Changes  :  Determined  by  the  Treasury  Department. 


18.  Federal  Tax  Deposit  Forms 
(Treasury  Department  Forms  501,  503,  504,  507,  508,  511,  and  512) 

The  Federal  Reserve  System  acts  as  an  agent  of  the  Treasury  in  accepting  these 
deposits  and  does  not  substantively  review  the  forms  or  the  information  requested. 

Coverage  :  All  employers,  including  banks  and  bank  holding  companies. 

Frequency  :  As  specified  by  the  Treasury  Department. 

Uses:  Federal  tax  deposits  and  verification  of  payments.  May  also  be  sent  to  a 
commercial  bank  qualified  as  a  depository  of  Federal  taxes. 

Availability  :  Availability  determined  by  the  Treasury  Department. 

Last  Review  :  These  forms  are  supplied  by  the  Department  of  the  Treasury,  Fis- 
cal Service — Bureau  of  Accounts  which  determines  their  content. 

Proposed  Changes  :  Determined,  by  the  Treasury  Department. 

Question  No.  D-2 

(a)  Describe  the  significant  increases,  via  new  forms,  questions,  or 
otherwise,  in  data  secured  from  banks,  which  were  introduced  within 
the  past  five  years,  (b)  Describe  the  significant  reductions,  via  elimina- 
tion, consolidation,  reduction  or  otherwise,  of  forms  or  questions  and 
data  secured,  made  within  the  past  five  years. 
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Answer.  This  question  is  answered  by  covering  the  years  1970  to 
Present  for  the  following  categories  of  reports — 

I.  Eecurrent  Reports  Initiated  Since  1970. 

A.  Reports  Initiated  and  Continuing  as  of  November  1, 
1975. 

B.  Reports  Initiated  and  Discontinued. 

II.  Significant  Changes  in  Reports  Existing  on  January  1, 1970. 

III.  Reports  in  Existence  in  1970  and  since  Discontinued. 

IV.  One-time  Reports. 

I.    RECURRENT   REPORTS    INITIATED    SINCE    197  0 

A.  Repoits  Initiated  and  Continuing  as  of  November  1. 1975 

1.  Supplement  to  FR  105 — Consolidated  Report  of  Condition — 
Bank  Loan  Commitments : 

Semi-annual  report  by  about  700  banks  begun  in  1973  to  supple- 
ment the  monthly  sample  survey  (item  II).  Used  to  monitor  the  vol- 
ume and  usage  of  loan  commitments  at  commercial  banks,  since  these 
factors  have  important  implications  for  bank  safety  and  monetary 
policy. 

2.  FB  414a — Supplementary  Report  of  Deposits : 

This  weekly  report  (daily  figures)  was  started  in  1973  when  funds 
raised  through  affiliates  and  ineligible  acceptances  that  were  made 
subject  to  reserve  requirements  under  Regulation  D.  The  report 
changes  depend  on  Regulation  D  specifications.  In  December  1974,  the 
number  of  reporting  banks  was  reduced  from  900  to  50  when  marginal 
reserve  requirements  or  large  time  deposits  was  eliminated. 

3.  FR  502S — Quarterly  Report  on  Foreign  Branch  and  Liabilities : 
Foreign  branches  of  member  banks  located  in  specified  countries 

must  report  their  assets  and  liabilities  by  country  and  address  of 
customer. 

First  report  due  September  30. 1975. 

4.  FR  835a,b — Interest  Rates  Charged  on  Selected  Types  of  Loans : 
This  monthly  report  by  375  banks  was  initiated  by  the  Committee  on 

Interest  and  Dividends  in  1971  as  part  of  its  Phase  I  program  to  moni- 
tor interest  rates  on  loans  to  consumers,  small  businesses,  and  agricul- 
tural operations.  The  report  has  been  continued  by  the  Board  and 
FDIC  in  view  of  widespread  interest  in  these  data.  Alternatives  to 
this  report  are  now  under  study  by  these  agencies,  and  changes  are 
expected  in  early  197G.  (See  also  item  II.) 

...  Y\l  B&5c— Quarterly  Supplement  to  FR  835a  : 

This  report,  initially  by  375  banks,  was  begun  in  1972  as  part  of  the 
Committee  on  Interest  and  Dividend's  Phase  3  surveillance  program. 
It  includes  two  items  on  compensating  balance  requirements.  It  is 
expected  thai  t  his  report  will  be  eliminated  or  significantly  changed  in 
1976. 

(').  FB  88@a-  Repoii  of  Condition  for  U.S.  Agencies,  Branches,  and 
Domestic  Bank  Subsidiaries  of  Foreign  Branches: 

Monthly  report  by  about  130  institutions,  begun  in  1973.  This  report 
is  a  full  balance  sheet  used  for  a  \  ariey  of  analytical  purposes  and  in 
conjunction  with  regulatory  actions  on  voluntary  foreign  credit  re- 
straint and  marginal  reserve  requirements. 
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7.  FR  886b — Report  of  Condition  for  Edge  Act  Corporations  En- 
gaged in  Banking : 

Monthly  report  by  40  Edge  Act  Corporations  similar  to  FR  886a  in 
item  1.6  above. 

8.  FR  U-3— Statement  of  Purpose  of  Credit  to  be  Extended  to  Third 
Market  Makers. 

9.  FR  U-5 — Statement  of  Purpose  of  Credit  to  be  Extended  to  Block 
Positioners. 

10.  FR  U-6 — Statement  of  Extension  of  Time  in  Respect  to  Credit 
Extended  to  Block  Positioners  (under  Sections  221.3  (}T) ,  221.3  ( z) ,  and 
221.3  (z)  respectively  of  Regulation  U)  : 

These  three  purpose  statements  (8,  9,  and  10  above)  that  commercial 
banks  must  obtain  in  connection  with  exempt  credit  extended  to  block 
positioners  and  third  market  makers  were  instituted  in  October  1972  by 
Board  action. 

11.  FR  Y-4 — Application  for  Prior  Approval  of  an  Acquisition 
Pursuant  to  Section  4(c)  (8)  of  the  Bank  Holding  Company  Act  of 
1956.  as  amended  : 

This  form  completed  by  banks  contains  information  on  proposed 
acquisitions  that  require  Board  approval.  It  was  instituted  in  mid-1971 
as  a  result  of  the  1970  amendments  to  the  Bank  Holding  Company  Act. 

12.  FR  Y-8 — Report  of  Intercompany  Transactions  and  Balances: 
This  is  a  report  of  balances  and  assets  transferred  between  non- 
banking  subsidiaries  and  the  bank  or  bank  holding  company. 

Report  tested  during  first  quarter  1975  with  subsequent  reports  to  be 
filed  quarterly  starting  with  the  third  quarter  1975. 

13.  Report  of  Negotiable  Orders  of  Withdrawal  (XOT\r)  Accounts 
(Pv&S4S): 

Banks  in  Massachusetts  and  Xew  Hampshire  report  on  this  form  to 
the  Boston  Federal  Reserve  Bank.  The  report  was  begun  in  1974  to 
provide  data  for  monitoring  growth  in  XOYT  accounts  and  compet- 
itive relationships  among  banks  and  thrift  institutions  in  these  states. 

14.  Officers  Checks  and  Deposit  Report : 

This  report  provides  daily  information  on  two  items  from  the 
branches  and  agencies  of  foreign  banks  and  foreign  investment  com- 
panies located  in  Xew  York  City  that  report  monthly  on  FR  886a 
(item  1.6  above).  The  report  was  initiated  in  April  1975  to  provide 
data  for  use  in  current  money  supply  estimates. 

15.  Special  Survey  of  Loans  to  Xonbank  Financial  Institutions : 
Yv'eekly  report  by  35  large  banks,  begun  in  late  1974,  to  provide  data 

on  loans  to  five  categories  of  financial  institutions.  This  report  is  con- 
sidered temporary  for  purposes  of  monitoring  loans  to  institutions 
under  increasing  financial  pressure  and  for  surveillance  of  banks 
making  such  loans  while  relying  heavily  on  short-term  borrowed 
funds.  Proposed  changes  in  the  Consolidated  Report  of  Condition  may 
result  in  the  reduction  of  information  collected  or  a  discontinuance  of 
the  report. 

16.  Treasury  Foreign  Exchange  and  Foreign  Currency  Report : 
The  Federal  Reserve  Banks  are  collection  agents  for*a  number  of 

reports  required  by  the  Treasury  Department.  Several  new  reports, 
listed  below,  were  initiated  in  1974  by  the  Treasury.  The  Treasury's 
Office  of  International  Affairs  Reports  is  responsible  for  any  changes 
in  these  reports. 
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New  Treasury  Foreign  Exchange  reports : 

B-la — Monthly    Report    of    Short-term    Liabilities   to    Foreigners    in    Selected 

Countries  not  Listed  Separately  on  Form  B-l 

B-2a — Monthly  Report  of  Short-term  Claims  on  Foreigners  in  Selected  Countries 

not  Listed  Separately  on  Form  B-2 

B-3a — Monthly  Report  of  Long-term  Dollar  Liabilities  to  and  Dollar  Claims  on 

Foreigners  in  Selected  Countries  not  Listed  Separately  on  Form  B-3 

S-la — Monthly  Report  of  Purchases  and  Sales  of  Long-term  Domestic  Securities 

by  Foreigners  in  Selected  Countries  not  Listed  Separately  on  Form  S-l 

New  Foreign  Currency  reports  : 

FC-1 — Weekly  Report  of  Positions  in  Specified  Foreign  Currencies  of  Banks  in 

the  U.S. 

FC-la — Monthly  Report  of  Assets,  Liabilities,  and  Positions  in  Specified  Foreign 

Currencies  of  Banks  in  the  U.S. 

FC-2 — Weekly   Consolidated   Report   of   Positions   in    Specified   Currencies   of 

Foreign  Branches  and  Subsidiaries  of  U.S.  Banks 

FC-2a — Monthly  Consolidated  Report  of  Assets,  Liabilities,  and  Positions  in 

Specified  Currencies  of  Foreign  Branches  and  Subsidiaries  of  U.S.  Banks. 

B.  Reports  Initiated  and  Discontinued 

1.  Supplement  to  FK  296 — Survey  of  Time  and  Savings  Deposits : 
This  monthly  report  by  all  member  banks,  begun  in  October  1073, 

provided  data  on  large  time  deposits  of  $100,000  or  more  and  also  on 
consumer-type  time  deposits  of  $1000  to  $100,000  for  purposes  of 
monitoring  changes  in  these  deposits  in  connection  with  Regulation  Q 
changes.  The  report  was  discontinued  in  May  1974. 

2.  FR  414b — Special  Reservable  Liabilities  Report — Nonmember: 
This  report  was  used  by  nonmember  banks  that  cooperated  voluntar- 
ily with  Federal  Reserve  monetary  restraint  actions  in  1973  and  sub- 
sequently which  placed  marginal  reserve  requirements  on  large  time 
deposits  and  on  funds  raised  through  affiliates  and  ineligible  accept- 
ances. A  small  number  of  nonmember  banks  participated  using  this 
report  until  December  1974,  when  marginal  reserve  requirements  were 
discontinued. 

3.  Supplement  to  FR  416 — Weekly  Condition  Report  of  Large 
Commercial  Banks — Time  Deposits  Exempt  from  Regulation  Q 
Ceilings: 

This  weekly  report  by  the  FR  416  sample  was  initiated  in  the  sum- 
mer of  1973  for  a  short  time  to  monitor  growth  in  newly  authorized 
consumer  time  deposit  instruments  maturing  in  four  years  or  more 
that  were  exempt  from  Regulation  Q  ceilings.  This  supplement  was 
discontinued  in  November  i973  when  these  instruments  were  brought 
back  under  interest  rate  ceilings. 

4.  FR  936 — Monthly  Report  on  Foreign  Assets : 

This  report,  started  in  early  1973.  required  the  reporting  of  claims, 
export  credits,  leases,  etc.,  by  banks  and  banking  institutions.  In  addi- 
t  ion  I  T.S.  agencies  and  branches  of  foreign  banks  also  rcpoiled  foreign 
liabilities.  The  report  was  discontinued  at  the  end  of  1974  after  the 
termination  of  the  Voluntary  Foreign  Credit  Restraint  program. 

5.  FR  937 — Quarterly  Report  on  Foreign  Assets: 

This  report,  started  in  early  1973,  required  the  reporting  of  various 
kinds  of  foreign  assets  by  non-financial  institutions  and  non-profit 
organizations  with  foreign  assets  of  $5  million  or  more.  It  was  discon- 
tinued in  late  1974  after  the  termination  of  the  VFCR  program. 
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6.  FR  977 — Quarterly  Survey  of  Bank  Accommodation  to  Federal 
Advisory  Committee  Statement  on  Lending  Practices : 

This  report  initiated  in  October  1974,  replaced  a  survey  of  the  Joint 
Economic  Committee.  127  banks  reported.  The  report  supplemented 
data  available  from  other  reports  on  bank  lending  to  selected  bor- 
rowers. The  survey  was  discontinued  in  1975. 

7.  Supplement  to  FK  467 — Interest  Rates  on  Loans  to  Business 
Made  During  19 —  Inclusive: 

This  supplement  was  initiated  in  1972  as  part  of  the  Phase  3  surveil- 
lance program  of  the  Committee  on  Interest  and  Dividends.  It  con- 
sisted of  two  items  to  provide  information  on  whether  effective  interest 
rates  were  being  altered  through  changes  in  compensating  balance 
requirements.  This  supplement,  which  was  applied  to  the  125  member 
banks  reporting  on  FR  467,  was  discontinued  in  the  summer  of  1973. 

II.  SIGNIFICANT  CHANGES  IN  REPORTS  EXISTING  ON  JANUARY  1,  19  70 

1.  FR  18a — Monthly  Survey  of  Loan  Commitments 

This  survey  was  changed  from  quarterly  to  monthly,  and  the  re- 
porting sample  was  expanded  from  about  50  to  140  banks  to  include 
some  nonmember  banks.  The  amount  of  information  requested  was 
reduced  by  the  elimination  of  items  on  new  commitments. 

2.  FR83a-e — Application  for  Membership  in  the  Federal  Reserve 

System 
These  forms  which  had  been  in  use  since  1936  were  updated  in  mid- 
1974  to  better  reflect  current  situations.  Specifically,  three  new  sec- 
tions dealing  with  newly  formed,  non-operating  bank,  existing  bank 
and  "phantom"  bank  were  added. 

3.  FR  105 — Consolidated  Report   of  Condition 

As  needs  for  information  have  changed,  the  Consolidated  Report 
of  Condition  has  been  subject  to  several  changes  in  the  body  or  its 
Schedules  or  Supplements.  The  major  changes  are  listed. 

(a)  Schedule  B — Maturity  of  Investment  Securities. — The  amount 
of  information  requested  on  this  schedule  was  drastically  reduced  in 
June  1975.  Formerly,  Schedule  B  called  for  listings  of  the  amounts 
held  of  each  U.S.  Treasury  and  Federal  Agency  security  outstanding 
on  the  Call  Report  date.  The  revised  form  calls  for  a  maturity  dis- 
tribution of  three  major  categories  of  securities — U.S.  Treasury, 
Federal  Agency,  and  States  and  Political  Subdivisions. 

(b)  Mobile  Home  Financing. — A  supplement  to  the  June  1970  Re- 
port of  Condition  required  the  reporting  of  loans  made  to  finance 
mobile  homes.  Subsequently,  and  continuing  to  date,  reporting  of  this 
item  was  made  part  of  Schedule  A  of  the  Report  of  Condition. 

(c)  Large  Time  Deposits. — Time  Deposits  in  Denominations  of 
$100,000  or  more  Owned  by  (1)  Individuals,  Partnerships  and  Corpo- 
rations, and  (2)  All  Others,  was  first  collected  on  a  slipsheet  with  the 
December  1973  Report  of  Condition  and  has  been  made  a  permanent 
part  of  Schedule  K,  to  be  collected  semi-annually,  with  the  June  1974 
Report  of  Condition. 
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4.  FR  296 — Survey  of  Time  and  Savings  Deposits  Outstanding  and 

Rates  Paid  at  Close  of  Business  on 

The  detailed  breakdowns  of  data  on  this  report  have  changed  several 
times  to  take  account  of  changes  in  Regulation  Q  pertaining  to  ceiling 
rates  on  various  types  of  time  and  savings  deposits.  A  major  revision 
of  this  report  is  under  consideration  at  present  by  a  System  committee. 

5.  FR  314 — Report  of  Condition  of 

"name  of  corporation" 

(Corporations  engaged  in  foreign  banking  and  financing  under  the 

Federal  Reserve  Act) 

Some  modifications  have  occured  since  1970  but  have  been  minor — 
simplification  of  some  items ;  changes  resulting  from  changes  in  regu- 
lation, particularly  Regulation  D ;  and  changes  to  parallel  the  Consol- 
idated Report  of  Condition. 

6.  FR  4?  4 — Report  of  Deposits,  Vault  Cash,  and  Federal  Funds 

Transactions 
This  report  has  been  changed  occasionally  to  reflect  changes  in  Reg- 
ulation D  pertaining  to  reserve  requirements. 

7.  FR  4,16 — Weekly  Condition  Report  of  Large  Commercial  Banks 
A  memorandum  was  added  to  this  report  in  December  1974  to  pro- 
vide data  on  large  time  deposits  other  than  negotiable  CD's  of  $100,000 
or  more.  This  was  not  a  new  request  for  data  but  substituted  for  infor- 
mation previously  requested  on  the  FR  414a  report.  The  information 
on  time  deposits  (discontinued  on  the  FR  414a)  is  of  such  value  in 
analysis  of  changes  in  consumer  time  deposits  that  item  was  added  to 
the  FR  416  report. 

8.  FR  416c — Report    of    Loans    Sold    to    and    Outstanding    Com- 

mercial Paper  Issued  by  Selected  Institutions  Related  to  Weekly 

Reporting. 
This  report  was  revised  in  August  1974  reducing  the  number  of 
items  reported  from  about  20  to  5  and  somewhat  increasing  the  size  of 
the  reporting  panel. 

9.  FR  46? — Interest  Rates  and  Loans  to  Business  Made  During 

19 Inclusive 

This  report  was  revised  in  1971,  reducing  the  number  of  loans 
sampled  considerably  and  incorporating  other  changes  designed  to  im- 
prove the  calculation  of  interest  rates.  A  further  major  revision  is 
under  consideration  by  System  committees  at  present. 

10.  FR  571 — Commercial  and  Industrial  Bank  Report  of  Commercial 

Credit 
With  the  increasing  movement  of  consumer  financing  from  perma- 
nent construction  to  mobile  homes,  a  line  for  reporting  mobile  home 
loans  was  added  in  mid-1971. 
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11.  FR  584a — Instalment  Loans  for  New  Automobiles  by  Maturity 

Acquired  During  (  ) 

month,  year 

In  1974,  the  frequency  of  this  monthly  report  was  changed  to 
quarterly,  and  the  report  was  simplified  to  focus  on  maturities  of  auto 
instalment  loans  on  new  cars. 

12.  FR  835 — Interest  Rates  Charged  on  Selected  Types  of  Loans 

In  the  summer  of  1975,  this  form  was  divided  into  FR  835  a  and  b 
to  separate  collection  of  data  on  agricultural  and  small  business  loan 
rates  from  consumer  loan  rates.  The  small  business  prime  rate  item 
was  dropped  in  1975  with  the  decline  in  the  significance  of  this  concept. 

13.  FR  U-4a,  m — Annual,  Monthly  Report  of  Outstanding  Loans  to 

Purchase  or  Carry  Securities 
One  item  of  information — loans  not  secured  by  stock  for  the  purpose 
of  purchasing  or  carrying  securities — was  deleted  in  early  1973. 

llf.  FR  Y-5 — Registration  Statement 

This  report  was  changed  in  1971  to  enable  the  Board  to  obtain  in- 
formation considered  necessary  or  appropriate  for  its  deliberations 
under  the  amendments  to  the  Bank  Holding  Company  Act. 

15.  Special  Survey  of  Loans  to  Nonbank  Financial  Institutions 

The  frequency  of  this  report  was  reduced  from  monthly  to  quarterly 
during  the  time  period. 

III.    REPORTS    IX    EXISTENCE    IX    19  7  0    AXD    SIXCE   DISCOXTIXUED 

1.  FR  105 — Supplement  to  Consolidated  Report  of  Condition — Credit 

Cards 
This  supplement  was  initiated  with  the  December  1970  Consolidated 
Report  of  Condition  and  continued  on  an  annual  basis  until  December 
1973.  Data  collected  included  type  of  plan,  amounts  outstanding,  re- 
tail sales,  cash  advance,  number  of  merchants,  and  gross  revenue. 

2.  FR  220,  220a— Report  of  an  Affiliate,  also  Publisher's  Copy 
Report  contained  descriptive  information  about  bank  affiliates.  The 

report  was  started  in  1933.  National  banks  have  not  been  required  to 
report  since  1961,  and  the  report  was  waived  for  State  member  banks 
in  1973. 

3.  FR  501— Monthly  Report  of  U.S.  Dollar  (Eurodollar)  Deposits 

and  Direct  Borrowings 
This  report  was  initiated  in  1969  to  provide  information  on  matur- 
ity of  liabilities  of  foreign  branches.  The  report  was  discontinued  in 
1973  after  four  years  when  a  determination  was  made  that  the  data 
was  not  of  sufficient  value  to  warrant  continued  collection ;  similar  in- 
formation was  available  from  other  sources. 
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i.  FR  503 — Annual  Supplement  to  Monthly  Report  on  Foreign 
Branch  Assets  and  Liabilities  {the  FR  502) 
This  report  was  initiated  in  1969  to  provide  data  needed  for  the 
Interest  Equalization  Act  program.  The  report  was  terminated  in  1973 
when  the  Treasury  Department  determined  that  it  was  no  longer 
needed  for  supervision  of  the  program  due  to  the  small  volume  of 
foreign  branch  operations  covered  by  the  report. 

5.  Voluntary  Foreign  Credit  Restraint  Program 

This  program  resulted  in  the  initiation  of  several  foreign  asset  re- 
ports—FE  391,  391a  monthly,  and  392,  392a  quarterly— in  1965.  These 
reports  provided  data  on  foreign  asset  holdings  of  banking  and  non- 
bank  financial  institutions  and  were  terminated  with  the  program  in 
1974. 

IV.    ONE-TIME   REPORTS 

1.  FR  268 — Report  on  Bank  Credit  Cards,  Chech  Credit  and  Other 

Revolving  Credit  Plans 
This  report,  a  one-time  survey  of  about  60  member  banks,  was  used 
to  define  types  of  plans,  check  credit,  find  the  availability  of  informa- 
tion, etc.  This  survey,  conducted  in  1971,  became  the  basis  for  data 
requests  included  on  the  commercial  and  Industrial  Bank  Report  on 
Consumer  Credit  and  the  Consolidated  Report  of  Condition — Credit 
Card  Supplement. 

2.  FR  J^Hy — Member  Bank  Report  for  Calculating  the  Base  for  Mar- 

ginal Reserve  Requirements 
This  report  was  used  in  May  1973  to  establish  a  reserve  free  base 
for  subsequent  reserve  calculations  by  member  banks  having  liabilities 
subject  to  marginal  reserve  requirements. 

3.  FR  1^1 1+z — Nonmember  Bank  Report  for  Calculating  the  Base  for 

Marginal  Reserves 
(Same  as  in  IV.2  above  but  applicable  to  cooperating  nonmember 
banks.) 

4.  FR  Jf,16x — Maturity  of  Nomnegotiable  CD^s  and  Open  Account 

Time  Deposits  of  $100,000  or  More 
This  report,  dated  February  26,  1975,  provided  maturity  informa- 
tion on  large  time  deposits  similar  to  that  available  monthly  for  large 
negotiable  CDrs.  Banks  in  the  FR  416  sample  were  asked  to  provide 
1  his  information  which  was  used  by  a  System  committee  in  designing 
a  revised  FR  296  survey  to  take  account  of  recent  changes  in  Regula- 
tions Q. 

5.  FR  il6yp — Survey  of  Interest  Rates  Paid  on  Large  Denomination 

Time  Deposits 

These  reports,  dated  February  26,  1975,  provided  information  on 
interest  rates  paid  on  large  time  deposits  by  mat  urity,  size,  and  type  of 
instrument.  Banks  in  the  FR  416  sample  were  asked  to  provide  this 
information  which  was  used  by  a  System  committee  in  designing  a  re- 
vised FR  296  survey  to  take  account  of  recent  changes  in  Regulal  ion  Q. 
Two  forms  were  provided  to  give  the  reporting  bank  optional  methods 
of  reporting. 
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6.  FR  64Sa,bx — Business  Loan  Survey,  Pretest 

This  survey  to  test  the  ability  of  banks  to  provide  information 
needed  to  derive  an  offer  function  and  to  test  competitive  factors  as 
concerns  loans  to  business  was  conducted  in  1972. 

7.  Irrevocable  Declaration  Pursuant  to  Section  b{c)  (12)   of  Bank 

Holding  Company  Act 

This  form  was  filed  by  a  company  that  became  a  bank  holding  com- 
pany under  the  1970  amendments  if  it  wished  to  divest  itself  of  its  bank 
oy  January  1, 1981  and  be  able  to  acquire  other  businesses  under  a  sim- 
ple notification  procedure  rather  than  a  formal  request  for  Board 
approval. 

8.  Interest  Rate  Survey 

This  survey  of  300  banks  was  conducted  in  1971  to  gain  information 
on  interest  rates  charged  on  loans  before  and  after  the  90-day  freeze 
on  wages  and  prices  announced  by  the  President  on  August  15. 

9.  Report  of  Selected  Short-term  Borrowing 

This  report  was  filed  by  the  45  banks  regularly  reporting  Federal 
funds  transactions  on  FR  716a.  It  provided  data  for  the  week  ending 
April  24, 1974  on  the  composition  of  Federal  funds  borrowing  by  type 
of  transaction,  maturity,  and  institution  making  the  loan. 

10.  Special  Confidentiality  Survey 

In  March  1975,  all  reporters  that  provide  interest  rate  data  published 
as  aggregates  on  the  G.10  statistical  release  were  sunned  as  to  the 
confidentiality  of  individual  bank  data. 

11.  Special  Report  on  Brokered  Funds 

This  report  was  filed  in  August  1970  by  all  member  banks  providing 
information  on  funds  channeled  into  'the  banks  for  compensation 
(other  than  permissible  interest  payments)  paid  by  the  bank. 

Question  No.  D.3. 

(a)  Describe  the  persons  and  procedures  used  during  the  past  five 
years  to  effect  reduction  or  simplication  of  reporting  burdens;  include 
any  other  responsibilities  such  persons  had  concurrently,  (b)  Do  you 
believe  your  /rrocess  of  reduction  and  simplification  of  data  require- 
ments  could  be  improved,  and  if  so  how? 

Answer,  (a)  Procedures  used  to  limit  or  simplify  reporting  burdens.- 

The  Federal  Keserve  procedures  for  limiting  or  simplifying  report- 
ing burdens  relate  (i)  to  the  System's  regular  on-going  procedures  for 
report  evaluation  and  clearance,  (ii)  to  special  projects  in  this  area.- 
and  (m)  to  new  organizational  arrangements  for  dealing  with  report s^ 

(l) Regular  on-going  procedures.— -The  Federal  Reserve  has  a  multi- 
stage set  of  procedures  for  the  evaluation,  design,  and  clearance  of  new 
reporting  requirements  and  for  the  re-evaluation  of  existing  reports.1 
At  each  of  the  stages,  which  are  detailed  below,  considerations  of 
respondent  burden,  report  simplification,  and  possibility  of  duplicative 

1  The  details  of  the  procedures  followed  may  differ  somewhat  depending  on  the  circum- 
stances under  which  the  need  for  information  arises  but  the  typical  report  will  so 
through  the  stages  described  below.  s 
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reporting  are  explicity  given  voice  and  weight  along  with  the  needs 
for  information — for  monetary  policy,  supervisory,  public  disclosure, 
and  analytic  purposes — that  arise  within  the  System  itself  or  stem 
from  Executive  branch,  Congressional,  or  statutory  requirements  for 
information. 

A  report  will  typically  go  through  the  following  stages  of  clearance 
procedure:  After  the  original  recognition  or  expression  of  need  for 
new  or  revised  information,  there  will  be  a  preliminar}^  and  informal 
examination  for  need  and  burden  by  Board  staff,  including  senior 
members,  and  usually  by  some  Board  members.  The  proposed  reporting 
requirement  then  goes  through  the  formal  System  evaluation  and 
clearance  process,  the  main  successive  stages  of  which  involve  (a)  an 
ad  hoc  System  committee  specifically  set  up  to  deal  with  the  particular 
need  for  information,  (b)  the  System  Committee  on  Current  Reporting 
Series,  (c)  the  System  Research  Advisory  Committee,  (d)  the  Commit- 
tee on  Research,  Public  Information,  and  Bank  Relations  of  the  Con- 
ference of  Presidents  (of  the  Reserve  Banks),  (e)  the  Conference  of 
Presidents,  (f )  the  Board?s  Committee  on  Financial  Statistics  (a  sub- 
committee of  the  Board) ,  and  (g)  finally  the  Board  itself. 

Sometime  during  this  process  and  before  final  approval,  the  report 
will  have  been  submitted  to  the  Board  staff  member  and  a  System  sub- 
committee who  are  responsible  for  checking  the  report  format  and  in- 
structions to  ensure  that  they  are  in  such  a  form  as  to  simplify  the 
task  of  filling  out  the  report  and  as  to  minimize  the  burden  on  respond- 
ents. Also,  at  some  stage  in  the  procedure  before  final  approval,  the 
report  form  will  be  pre-tested — sometimes  formally,  sometimes  in- 
formally— with  a  sample  of  respondents  and  any  comments  with  re- 
spect to  simplification  and  burden,  and  even  with  respect  to  the  need 
and  basic  rationale,  become  part  of  the  final  design  and  clearance 
considerations. 

Reports  that  involve  the  other  Federal  banking  agencies  will  also 
be  considered  by  and  cleared  through  interagency  committees  both  at 
staff  level  and  at  head-of -agency  level.  These  discussions  will  also  in- 
volve considerations  of  balancing  need  and  burden. 

After  final  Board  approval,  the  report  will  typically  be  submitted  to 
the  report  clearance  officers  of  the  Office  of  Management  and  Budget. 
Xot  all  the  reports  of  the  Board  are  required  to  be  submitted  to  OMB 
under  the  Federal  Reports  Act,  but  the  Board  as  a  matter  of  policy 
submits  many  reports  to  the  OMB  for  review  and  clearance  that  are 
7iot  required  to  be  so  submitted,  even  in  some  cases  where  the  other 
Federal  banking  agencies  do  not  submit  to  OMB  their  versions  of  the 
report.  The  OMB  clearance  review  will  again  look  into  matters  of 
simplification,  burden,  and  possible  redundancy.  In  the  course  of  its 
evaluation,  the  OMB  may  submit  the  report  to  an  industry  advisory 
group  for  its  comments.  As  a  result  of  these  deliberations,  the  Board 
may  redesign  or  reconsider  the  report. 

Once  the  report  is  adopted  and  put  into  operation,  it  is  typically 
given  a  regular  Schedule  for  evaluation  of  the  continued  need  for  the 
report  and  lor  redesign.  The  schedule  of  these  reviews  varies,  depend- 
ing on  the  nature  of  the  report — some  are  reviewed  every  five  years, 
some  every  two  years,  and  some  more  often.  The  reports  are  also  re- 
viewed on  the  occasion  of  the  renewal  of  the  OMB  clearance  number. 
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In  addition  to  these  regularly  scheduled  reviews,  the  Federal  Reserve 
Banks,  which  are  responsible  in  most  cases  for  the  actual  collection  of 
the  information  from  respondent  banks,  keep  the  Board  informed — 
either  directly  or  through  System  committees  such  as  the  Committee 
on  Current  Eeporting  Series  and  the  System  Eesearch  Advisory  Com- 
mittee— of  any  problems  of  undue  burden  or  undue  complexity  arising 
in  connection  with  particular  reports.  Reports  are  also  re-evaluated  and 
redesigned  as  necessary  whenever  a  change  in  legislation  or  regulation 
or  in  the  economic  or  policy  environment  raises  any  question  about  the 
relevance  of  or  need  for  the  particular  items  of  information  requested 
in  the  forms. 

In  recent  years,  the  review  of  a  particular  report,  whether  scheduled 
or  resulting  from  a  specific  event,  has  been  taken  as  the  occasion  also  to 
review  related  reports  so  as  to  redesign  them  as  a  group  rather  than 
piecemeal,  or  to  combine  them,  so  as  to  limit  reporting  burden  by 
eliminating  unnecessary  redundancies,  inconsistencies,  etc. 

(ii)  Special  projects. — In  addition  to  the  regular  procedures  for 
report  evaluation  and  clearance  indicated  above,  there  have  also  been 
a  number  of  special  Federal  Reserve  projects  concerned  in  whole  or 
in  part  with  the  problems  of  reporting  burden  and  complexity  and 
with  review  of  the  need  for  the  information  requested. 

(1)  Since  1971,  as  one  part  of  its  efforts  to  deal  with  the  problem  of 
reporting  burden  and  in  cooperation  both  with  the  other  Federal 
banking  supervisory  agencies  and  with  an  ad  hoc  group  of  commercial 
banks,  the  Federal  Reserve  has  been  engaged  in  a  major  project — 
the  Bank  Report  Reform  Project — to  develop  and  implement  a  more 
systematic  approach  to  its  procedures  for  requesting  information  from 
banks,  for  defining  what  is  wanted  in  the  various  reports,  and  for  col- 
lecting the  information.  A  summary  description  of  the  project  and  of 
the  operating  materials  and  procedures  developed  under  it,  which  have 
been  given  the  name  "Information  System  for  Banking  Agency  Re- 
ports" (ISBAR) ,  is  contained  in  the  attached  pamphlet. 

A  preliminary  version  of  the  ISBAR  system  was  published  for  in- 
dustry comment  late  in  1974.  Upon  completion  of  the  developmental 
work  and  consideration  of  industry  comments  and  of  the  results  of  a 
pilot  bank  project  being  conducted  under  the  auspices  of  the  major 
banking  associations  an  operational  version  will  be  published,  prob- 
ably at  the  end  of  1976.  At  that  time,  the  ISBAR  procedures  will  be 
incorporated  as  a  regular  part  of  the  report  procedures  of  the  Federal 
Reserve  and  the  other  Federal  banking  agencies  and  will  be  made 
available  for  the  optional  use  of  respondent  banks. 

By  specifying  all  reports  in  terms  of  a  common  classification  struc- 
ture and  a  common  dictionary  of  the  elements  within  that  structure, 
ISBAR,  when  it  is  operational,  will  provide  banks  that  choose  to  use  it 
with  precise  definitions  of  what  is  being  requested  on  a  given  report 
and  with  precise  comparisons  between  information  asked  on  different 
reports.  It  will  provide  banks  with  the  basis  for  systematically  includ- 
ing reporting  requirements  in  the  design  and  maintenance  of  their  own 
accounting  and  information  systems  and  coding  and  identification  pro- 
cedures. It  will  permit  the  agencies  to  call  for  information  in  terms 
of  a  coded  representation  of  the  ISBAR  standard  classification  struc- 
ture and  will  permit  banks  to  retrieve  the  information  called  for  in 
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terms  of  their  own  codes  and  accounting  identifications.  It  will  thus 
permit  banks  to  develop  and  utilize  more  efficient  automated  proce- 
dures for  reporting  and  to  report  in  machine-generated  forms.  With 
respect  to  agency  design  of  reports,  ISBAR  will  enforce  more  sys- 
tematic and  precise  specification  of  information  requirements  and  will 
focus  attention  on  the  relationship  among  various  reports  and  on  the 
impact  of  new  reporting  requirements.  It  is  also  anticipated  that  the 
ISBAR  structure  and  procedures  will  play  a  major  role  in  any  future 
systematic  restructuring  and  rationalizing  of  reports — providing  both 
precise  and  comprehensive  information  on  existing  reports  and  the 
relationships  among  them  and  a  framework  for  working  out  the  report 
restructuring.  While  ISBAR  is  not  yet  in  a  fully  operational  mode,  the 
results  of  the  project  have  already  had  and  impact  on  the  System's 
procedures  for  designing  and  clearing  reports  and  for  minimizing 
reporting  burden. 

(2)  In  1973,  a  special  System  Task  Force  on  the  Alleviation  of 
Statistical  Reporting  Burdens  made  an  examination  of  a  substantial 
part  of  the  System's  reports  and  made  recommendations  with  respect 
to  dropping  certain  reports,  deleting  specific  items  of  information  in 
other  reports,  and  re-examining  and  redesigning  still  other  reports. 
These  recommendations,  which  were  then  checked  against  the  System's 
policy,  supervisory,  and  analytic  needs  for  information,  resulted  in 
several  of  the  changes  in  reports  noted  in  the  answer  to  questions  D  (1) 
andD(2). 

(3)  Over  the  years,  the  System  has  set  up  several  special  projects — 
involving  both  System  staff  and  outside  experts — to  re-evaluate  needs 
for  information  and  the  relevance  of  information  being  collected.  The 
results  of  such  projects  have  direct  implications  for  the  question  of 
bank  burden.  The  most  recent  of  these  projects  is  the  Committee  on 
Monetary  Statistics,  which  was  established  early  in  1974  and  is  cur- 
rently preparing  its  final  report  to  the  Board. 

(4)  In  1975,  a  System  committee  was  established  to  make  recom- 
mendations on  procedures  for  restructuring  and  rationalizing  the  body 
of  System  reports  with  a  view  to  simplifying  reports — with  respect 
both  to  content  and  instructions — and  to  eliminating  unnecessary  re- 
dundancies and  unnecessary  differences  in  definition  as  between  re- 
ports. The  problem  of  reporting  burden  is  a  major  focus  of  this  project. 
In  the  project,  the  ISBAR  system  developed  by  the  Bank  Report  Re- 
form Project  referred  to  above  would  be  a  major  input.  The  work  of 
this  committee  is  still  under  way. 

(5)  In  1975,  a  System  committee  was  established  to  make  a  com- 
prehensive evaluation  of  the  System's  statistical  program.  Included  in 
the  scope  of  this  project  is  evaluation  of  System  procedures  in  the 
design  and  clearance  of  reports.  The  work  of  this  committee  is  still 
under  way. 

(iii)  Recent  organisational  changes. — The  Board  has  recently 
made  some  organizational  changes  to  provide  a  sharper  focus  on  the 
work  of  designing  and  evaluating  reports  and  further  changes  along 
that  line  are  contemplated.  A  new  senior  position  with  the  title  As- 
sistant to  the  Board  and  the  function  of  Blank  Reports  Coordinator 
has  been  created  in  the  Office  of  the  Managing  Director  for  Research 
and  Economic  Policy  both  to  provide  a  more  effective  coordination  of 
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the  Board"?  work  on  reports  and  to  prepare  for  the  implementation  of 
the  1SBAR  procedures  referred  to  above;  the  Staff  Director  of  the 
Bank  Report  Reform  Project  has  been  moved  into  this  new  position. 

The  staff  of  the  Bank  Report  Reform  Project  is  gradually  expand- 
ing its  focus  to  include  current  operating  report  responsibilities  as  well 
as  experimental  and  developmental  work.  In  the  near  future,  the 
Board's  current  work  on  reports  will  be  strengthened  by  the  conver- 
sion of  the  Bank  Report  Reform  Project  from  a  special  project  to  an 
operating  section,  taking  on  report  design  and  coordination  responsi- 
bilities, including  implementation  and  maintenance  of  the  operational 
version  of  the  I  SB  AR  procedures  and  staff  support  for  the  office  of  the 
Bank  Reports  Coordinator. 

It  is  expected  that  additional  changes  strengthening  the  organiza- 
tion of  the  System's  report  work  and  procedures  will  result  from  rec- 
ommendations of  the  System  committee  described  above  in  subsection 
(5)  under  "Special  Projects." 

(b)  Need  for  improvement  m  procedures. 

As  indicated  in  the  answer  to  the  question  3.  (a)  above,  the  Board 
both  believes  that  its  procedures  with  respect  to  data  requirements 
and  reporting  could  be  improved  and  has  taken  a  variety  of  steps  to 
bring  about  an  improvement.  Thus,  of  the  points  discussed  in  the  an- 
swer to  question  3.  (a),  the  Bank  Report  Reform  Project,  the  recent 
and  contemplated  organizational  changes,  the  special  committee  proj- 
ects on  restructuring  of  reports  and  on  evaluation  of  the  Systems 
statistical  program,  and  the  report  review  and  redesign  procedure  re- 
ferred to  in  the  last  paragraph  of  section  (i)  "Regular  on-going  pro- 
cedures" all  relate  to  our  recognition  of  the  need  for  improvement  and 
the  direction  of  that  improvement.  (In  the  case  of  the  two  special  com- 
mittee projects  referred  to,  the  precise  nature  of  the  improvements 
needed  will,  of  course,  not  be  spelled  out  until  the  project  conclusions 
and  recommendations  are  submitted  and  evaluated.) 

In  addition  to  the  issues  referred  to  directly  or  by  implication  in  the 
answer  to  question  3. (a),  there  are  a  number  of  other  issues  and  de- 
velopments that  while  not  primarily  focused  on  questions  of  respond- 
ent burden  and  report  simplification  do  have  at  least  a  peripheral  rela- 
tion to  these  questions.  Among  the  issues  that  have  present  or  potential 
impact  on  information  requirements  and  procedures  are  those  that 
center  around  the  questions  of  confidentiality,  privacy,  freedom  of  in- 
formation, consumer  protection  in  the  credit  area,  compulsory  vs. 
voluntary  reporting,  disclosure  requirements,  the  impact  of  specific 
statutory  and  regulatory  provisions  on  reporting,  relationships  among 
all  agencies — Federal.  State,  banking,  nonbanking — making  informa- 
tion demands  on  banks,  institutional  and  technological  changes  in 
banking  various  aspects  of  international  banking,  bank  holding 
company  developments,  relationships  between  commercial  banks  and 
other  types  of  depository  and  credit  institutions,  Congressional  re- 
quests for  new  information,  etc.  Developments  in  these  areas  may  have 
serious  implications  for  reporting  burden  and  for  appropriate  System 
procedures  in  the  report  area. 

Question  No.  E.l. 

What  if  any,  statutes  that  affect  competition  and  efficient  perform- 
ance {including  innovation)  of  individual  oanks  and  the  hanking  sys- 
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tail}  ought  to  l>e  repealed  or  amended  in  ordt,r  to  better  serve  the  pur- 
pose of  maintaining  or  improving  co </n petition/  What  changes  do  you 
recommend? 

Answer.  The  Board  believes  that  two  statutory  provisions — interest 
rate  limitations  pursuant  to  section  19  of  the  Federal  Reserve  Act  and 
section  3(d)  of  the  Bank  Holding  Company  Act — ought  to  be  changed, 
in  part  to  serve  better  the  purpose  of  maintaining  or  improving 
competition. 

Pursuant  to  section  19  of  the  Federal  Reserve  Act,  the  Board  has  es- 
tablished Regulation  Q,  which  sets  interest  rate  ceilings  on  deposits  at 
member  commercial  banks.  (The  Federal  Deposit  Insurance  Corpora- 
tion and  the  Federal  Home  Loan  Bank  Board  have  similar  regulations 
for  institutions  under  their  jurisdiction.)  Price  competition  is,  of 
course,  hindered  by  laws  that  limit  and  structure  the  interest  payable 
on  various  time  and  savings  deposits.  However,  in  the  present  chang- 
ing structural  environment,  the  Board  believes  that  Regulation  Q  au- 
thority should  remain  in  effect,  but  the  Board  also  believes  that  the 
differentials  in  interest  rate  ceilings  need  not  remain  static  for  every 
type  of  account  in  every  circumstance.  Indeed,  unless  the  Federal  bank 
regulatory  agencies  retain  the  flexibility  to  analyze  the  appropriate- 
ness of  differentials  and  to  make  adjustments  where  necessary,  com- 
petitive imbalances  will  undoubtedly  occur.  Over  the  longer  run,  the 
Board  favors  the  elimination  of  both  differentials  and  interest  rate 
ceilings,  recognizing  that  the  goal  can  only  be  accomplished  in  a  grad- 
ual and  systematic  fashion.  (See  discussion  under  questions  A.l  and 
A.2(8).) 

Section  3(d)  of  the  Bank  Holding  Company  Act  prohibits  a  bank 
holding  company  from  acquiring  an  out-of- State  bank  unless  the  State 
into  which  it  proposes  to  expand  explicitly  permits  such  expansion. 
The  Board  is  of  the  opinion  that  section  3(d)  could,  in  the  case  of  a 
large  problem  bank  or  a  problem  bank  holding  company  controlling  a 
large  bank,  severely  limit  the  number  of  potential  acquirers  and 
thereby  result  in  adverse  competitive  effects. 

When  a  large  bank  or  bank  holding  company  experiences  financial 
difficulties  of  such  magnitude  that  its  consolidation  into  a  stronger 
banking  organization  is  deemed  necessary,  the  most  likely  in-State 
acquirers  are  institutions  of  comparable  or  greater  size,  which  might 
often  pose  problems  under  the  antitrust  laws,  eliminating  substantial 
existing  competition  and  threatening  an  increased  concentration  of 
banking  resources  within  the  State.  The  Board,  by  draft  legislation 
submitted  on  February  19,  1975,  requested  that  it  be  given  the  au- 
thority to  make  exceptions  to  the  multi-State  prohibitions  of  section 
3(d)  whenever  the  Board  finds  that  an  emergency  exists  with  respect 
to  a  bank  or  bank  holding  company  and  such  bank  has  assets  exceeding 
$500  million  or  such  holding  company  controls  a  bank  that  has  assets 
exceeding  $500  million.  A  copy  of  our  February  19  transmittal  letter 
to  the  Congress  detailing  the  need  for  this  legislation  is  attached.  The 
proposal  has  been  introduced  as  IT.R.  4008. 

Amending  the  Bank  Holding  Company  Act  to  eliminate  the  30-day 
waiting  period  when  the  bank  to  be  acquired  is  in  severe  financial  diffi- 
culty would  help  to  reduce  the  possibility  of  the  loss  of  a  market  com- 
petitor due  to  a  bank  failure.  Such  a  provision  already  has  been  in- 
corporated into  the  Bank  Merger  Act. 
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Another  area  in  which  statutory  provisions  adversely  affect  compe- 
tition between  banks  is  the  level  of  required  reserves  held  by  member 
banks.  Available  evidence  indicates  that  member  banks,  particularly 
smaller  members,  operate  at  an  earnings  disadvantage  to  nonmembers, 
largely  because  nonmember  banks  operate  under  effectively  lower  State 
reserve  requirements  than  their  member  bank  counterparts.  Percentage 
reserve  requirements  are  often  similar  for  both  member  and  nonmem- 
ber banks.  Unlike  members,  however,  nonmembers  can  usually  count 
as  reserves  demand  balances  in  other  banks,  cash  items  in  process  of 
collection,  and,  in  many  States,  some  portion  of  U.S.  and/or  State  and 
local  government  securities. 

As  a  result,  nonmembers  generally  hold  a  smaller  proportion  of  their 
assets  in  non-earning  form,  providing  them  with  an  earnings  advan- 
tage over  members.  From  1969  to  1973,  the  ratio  of  net  income  to  total 
assets  at  nonmembers  averaged  approximately  six  per  cent  higher  than 
at  members  for  banks  up  to  $500  million  in  deposits.1 

In  addition  to  placing  member  banks  at  a  competitive  disadvantage, 
differing  reserve  requirements  between  members  and  nonmembers  im- 
pairs the  staff's  ability  to  predict  the  relationship  between  a  given 
injection  of  reserves  and  growth  of  the  various  monetary  aggregates. 
Hence,  for  reasons  of  simple  equity,  and  because  reserve  requirements 
are  instrumental  in  effecting  monetary  policy,  the  Board  has  proposed 
uniform  reserve  requirements  for  all  commercial  banks,  as  well  as 
other  depository  institutions.2 

Other  statutory  areas  which  affect  competition  in  banking  are  dealt 
with  elsewhere  in  the  Board's  response.  See  especially  the  discussion 
of  the  Foreign  Banking  Act  (under  question  E.4)  and  the  Financial 
Institutions  Act  (under  questions  A.l  and  A.2) . 

Question  No.  E.2. 

(a)  What  procedures  are  used  to  evaluate  the  competitive  impacts 
of  bank  mergers  and  new  charters?  (b)  Furnish  or  describe  any  useful 
memoranda  or  studies  prepared  by  or  for  your  agency  on  this  matter, 
(c)  Describe  who  in  your  agency  is  responsible  for  evaluating  com- 
petitive impacts  of  bank  mergers  and  new  charters  and  also  with 
respect  to  any  new  regulations ;  include  information  on  such  person's 
relevant  background  (academically  and  in  experience)  and  what,  if 
any  other  responsibilities  they  have  concurrently. 

Answer,  (a)  In  determining  whether  to  approve  a  proposed  merger 
where  the  surviving  bank  is  to  be  a  State  chartered  member  bank, 
the  Board  of  Governors  follows  essentially  the  same  procedures  that 
are  used  to  evaluate  the  formation  of  holding  companies  and  proposed 
acquisitions  by  holding  companies.  The  Board  does  not  have  charter- 
ing authority. 

In  assessing  the  competitive  impact  of  a  bank  merger,  a  holding 
company  formation,  or  a  proposed  acquisition  of  a  bank  by  a  holding 
company,  the  Board  usually  focuses  on  the  relevant  local  banking 
markets,  for  it  is  in  these  markets  that  bank  customers  have  the  fewest 
alternatives.  Defining  the  relevant  geographic  market  is  one  of  the 

1  Meaningful  comparisons  among  banks  of  even  larger  deposits  size  are  prohibited 
because  of  the  small  number  of  large  nonmember  banks. 

2  See  letter  from  Chairman  Burns  to  The  Honorable  Fernand  J.  St  Germain.  Chairman, 
Subcommittee  on  Financial  Institutions  Supervision,  Regulation  and  Insurance,  House 
Committee  on  Banking,  Currency  and.  Housing,  dated  June  26,  1975. 
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more  difficult  aspects  of  such  a  competitive  analysis.  Data  on  prices, 
types  of  services  offered,  commuting  and  trade  patterns,  and  news 
media  are  used  to  approximate  a  market  boundary.  Local  banking 
markets  are  usually  approximated  by  counties  or  metropolitan  areas. 
If  a  holding  company  already  has  one  or  more  banks  in  the  market  in 
which  it  seeks  to  acquire  another  bank,  the  Board  determines  the  extent 
to  which  existing  competition  would  be  adversely  affected  by  the  ac- 
quisition. This  determination  depends  primarily  on  the  market  shares 
already  held  within  the  holding  company's  family  of  banks  as  well 
as  on  the  share  held  by  the  bank  to  be  acquired,  but  other  factors  such 
as  management  strength  and  financial  condition  are  also  considered. 

In  assessing  the  competitive  effects  of  a  bank  merger  or  acquisition, 
it  is  also  important  to  consider  the  implications  for  the  immediate 
area  in  which  the  bank  to  be  merged  or  acquired  is  located.  Because 
the  choice  of  a  bank  by  a  customer  is  dictated  largely  by  convenience 
considerations,  the  number  of  banking  alternatives  and  other  factors 
affecting  competition  in  the  target  bank's  immediate  area  must  be 
weighed. 

If  the  holding  company  is  not  already  represented  in  the  market 
of  the  bank  to  be  acquired,  the  Board  assesses  the  likely  effects  of  the 
acquisition  on  future  competition.  In  making  this  assessment,  the 
Board  judges  first  the  possibility  that  a  holding  company  might  enter 
the  market  de  novo  (that  is.  with  a  newly  chartered  bank  or  branch) 
or  through  acquisition  of  a  smaller  bank,  should  the  proposed  acqui- 
sition be  denied.  This  possibility  depends  largely  on  the  holding  com- 
pany's characteristics — such  as  its  overall  size  and  its  aggressiveness — 
and  on  the  general  attractiveness  of  the  particular  market.  The  Board 
also  determines  on  the  basis  of  the  present  structure  of  the  marker 
the  extent  to  which  de  novo  or  smaller  bank  entry  into  the  market 
would  be  preferable  to  the  proposed  acquisition.  The  Board  is  most 
likely  to  give  weight  to  future  competition  in  cases  where  (1)  the 
market  is  concentrated;  (2)  the  holding  company  proposes  to  acquire 
the  largest  or  one  of  the  largest  banks  in  the  market;  (3)  the  market 
is  attractive  for  de  novo  entry;  and  (4)  the  holding  company  is  one 
of  a  few  possible  entrants. 

In  assessing  the  competitive  impact  of  proposed  nonbanking  acqui- 
sitions, the  Board  determines  in  what  product  and  geographic  mar- 
ket the  company  to  be  acquired  operates,  and  to  what  extent,  if  any, 
the  holding  company's  subsidiaries  already  compete  in  those  markets. 
Market  shares  are  computed  and  these  are  used,  along  with  other  in- 
formation, to  judge  the  magnitude  of  the  competitive  effects.  In  addi- 
tion, the  Board  considers  whether  the  acquisition  would  have  any  ad- 
effect  on  future  competition.  It  must  also  assess1  what  effects,  if 
any.  the  acquisition  might  have  over  the  longer  run  on  the  financial 
condition  of  the  holding  company's  banks.  Finally,  the  Board  is 
required  to  consider  whether  the  acquisition  might  produce  efficiences 
or  greater  convenience  for  the  public,  or  wheher  it  might  lead  to  con- 
flicts of  interest  or  to  an  undue  concentration  of  resources. 

(\))    The  studies  listed  below  highlight  some  of  the  conceptual  and 
methodological  procedures  used  in  the  evaluation  of  holding  companv 

and  hank  merger  applications; 

(I)  Odder,  Ralph  II.  ami  P.udzeika,  George,  "Banking  Market  Determination— 
The  Case  of  Central  ff&BSau  Count?,"  Monthly  Review,  Federal  Reserve 
Bank  of  Xew  York,  November  11)70. 
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(2)  Heggestad.  A.  A.  and  Mingo,  J.  J.,  "Prices,  Xonprices  and  Concentration  in 
Selected  Banking  Markets,"  Research  Papers  in  Banking  and  Financial 
Economics,  Board  of  Governors  of  the  Federal  Reserve  System,  March 
1974. 

<3)  Rhoades,  Stephen  A.,  "A  Clarification  of  the  Potential  Competition  Doctrine 
in  Bank  Merger  Analysis."  Journal  of  Bank  Research.  Spring  1975, 

(4)  Salley,    Charles    D.,    "Uniform    Price   and   Banking   Market   Delineation," 

Monthly  Review,  Federal  Reserve  Bank  of  Atlanta,  June  1975. 

(5)  Schweitzer,   Paul  R.,   "Some   Issues  in   Defining  Markets  in  Banking,"  a 

Speech  Presented  at  a  Conference  on  the  Emerging  Ground  Rules  for 
Bank  Expansion,  The  Shoreham  Hotel,  Washington,  D.C.,  December  11, 
1973,  Sponsored  by  Bankers  Magazine  and  The  Banking  Laic  Journal. 

(6)  Schweitzer,  Paul  R.,  "The  Definition  of  Banking  Markets,"  The  Banking 

Law  Journal,  Vol.  90,  No.  9,  September  1973. 

(c)  The  following  individuals  involved  in  economic  research  func- 
tions at  the  Board  and  at  the  Beserve  Banks  are  primarily  responsible 
for  the  competitive  analysis  of  bank  merger  and  holding  company 
applications.  Other  economists  who  have  an  analytical  role  but  lesser 
responsibility  in  casework  and  financial  structure  are  also  identified. 
Competitive  analyses  of  merger  and  holding  company  applications 
also  are  made  by  staff  members  involved  primarily  in  legal  and  bank 
examination  functions. 

BOARD  CF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM 

Joe  M.  Cleaver — Chief,  Financial  Structure  Section;  13  years'  experience  as 
economist  for  Government,  including  8  years  at  the  Board  of  Governors ;  M.A. 
plus  additional  graduate  work  in  economics,  publications  in  professional  jour- 
nals; primary  duties  include  supervision  of  section,  including  casework  and 
research  relating  to  financial  structure ;  other  duties  include  general  administra- 
tive responsibilities. 

John  J.  Mingo — Associate  Director,  Division  of  Research  and  Statistics ;  Ph.D. 
in  economics ;  3  years7  experience  at  the  Board  of  Governors ;  college  teaching 
experience  and  publications  in  professional  journals :  responsible  for  overall  su- 
pervision of  Financial  Structure  and  Financial  Studies  Sections;  other  respon- 
sibilities include  independent  research. 
Others  involved  in  competitive  analysis  : 

Samuel  Talley,  Senior  Economist 

Paul  Schweitzer,  Economist 

Anthony  Cyrnak.  Economist 

Timothy  Curry,  Economist 

Dwight  Ebaugh,  Economist 

James  Berkowicz.  Economist 

John  T.  Rose,  Economist 

Martin  Taschdiian,  Economist 

Lee  Dymond.  Economist 

Michael  Martin,  Economist 

FEDERAL  RESERVE  BANK  OF  BOSTON 

Steven  J.  Weiss — Assistant  Vice  President  and  Economist ;  graduate  work  in 
economics ;  publications  in  professional  journals ;  has  worked  for  Boston  Re- 
serve Bank  for  past  8  years ;  primary  duties  include  research  in  the  areas  of 
banking  structure  and  fiscal  policy :  serves  on  various  Reserve  Bank  committees 
and  supervises  day-to-day  activities  of  competitive  analysis  group. 

Robert  Eisenm-enger — Senior  Vice  President  and  Director  of  Research;  Ph.D. 
in  economics ;  has  published  in  professional  journals  ;  19  years  at  Boston  Reserve 
Bank ;  primary  duties  are  supervising  all  economic  research ;  college  teaching 
experience. 

Others  involved  in  competitive  analysis  : 
Deborah  Isaacs,  Research  Associate 
Katherine  Gibson,  Economist 
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FEDERAL    RESERVE    BANK    OF  NEW    YORK 

Leon  Korooow — Manager,  Banking  Studies  Dept. ;  has  completed  all  but  doc- 
toral dissertation  in  economics  ;  15  years'  experience  at  New  York  Reserve  Bank ; 
college  teaching  experience  and  professional  journal  publications;  responsible 
for  all  phases  of  administering  the  Banking  Studies  Dept. ;  conducts  independent 
research. 

Frederick  C.  Schadrack — Vice  President ;  Ph.D.  in  economics ;  14  years  at  New 
York  Reserve  Bank  in  basic  research  and  foreign  banking;  has  overall  responsi- 
bility for  Banking  Studies  Dept. ;  has  other  broad  supervisory  responsibilities 
within  the  Bank;  college  teaching  experience  and  publications  in  professional 
journals. 

Others  involved  in  competitive  analysis  : 

Arnold  Lois,  Senior  Banking  Research  Analyst 

Rocco  Magnotta,  Senior  Banking  Research  Analyst 

Nancy  Cohan,  Banking  Research  Analyst 

David  Holdsworth,  Special  Assistant 

FEDERAL   RESERVE   BANK   OF    PHILADELPPIIA 

Kathleen  Holmes — Research  Officer ;  B.A.  in  economics ;  6  years'  experience 
in  casework  analysis  at  Philadelphia  Reserve  Bank;  primary  duties  are  de- 
partment administration  and  supervision  of  casework  unit ;  also  serves  on  vari- 
ous Bank  committees  and  is  Assistant  Secretary  for  the  Philadelphia  Reserve 
Bank. 

W.  Lee  Hoskins — Vice  President  and  Director  of  Research ;  Ph.D.  in  econom- 
ics; has  published  in  professional  journals;  6  years'  experience  at  Philadelphia 
Reserve   Bank;    college   teaching   experience;   primary   responsibilities  include 
supervising  economist  groups  and  research  efforts  at  Philadelphia  Reserve  Bank. 
Others  involved  in  competitive  analysis  : 

Gertrude  Mazza,  Senior  Banking  Analyst 
Rodney  Johnson,  Economist 
Tim  Hannan,  Economist 

FEDERAL  RESERVE  BANK  OF  CLEVELAND 

Robert  F.  Ware — Economist  and  Director  of  Bank  Structure  Support  Unit; 
Ph.D.  in  economics ;  5  years'  experience  at  the  Cleveland  Reserve  Bank  upon 
leaving  graduate  school ;  has  college  teaching  experience  and  professional  jour- 
nal publications;  primary  duties  are  to  supervise  day-to-day  competitive  analy- 
sis ;  also  conducts  independent  research  and  is  responsible  for  other  administra- 
tive duties. 

William  J.  Hocter — Vice  President  and  economist;  D.3.A.  in  applied  econo- 
mics; 13  years'  experience  in  the  Federal  Reserve  System,  including  6  years  in 
Cleveland ;  has  college  teaching  experience  and  has  published  in  professional 
journals ;  directs  the  overall  activity  of  the  Research  Department,  including  the 
Structure  Support  Unit;  also  serves  on  Bank's  discount  committee  and  is  an 
adviser  to  Bank's  president. 

Other  involved  in  competitive  analysis  : 

Janet  Dinkel,  Economic  Analyst 

William  Oyster,  Economic  Analyst 

Janet  Meany,  Economic  Analyst 

Paul  Watro,  Economic  Analyst 

FEDERAL    RESERVE    BANK    OF    RICHMOND 

Walter  A.  Varvel — Economist ;  Ph.D.  in  economics;  2  years'  experience  in  bank 
structure  casework  at  the  Richmond  Reserve  Bank;  supervises  day-to-day  ac- 
tivities of  casework  unit  and  conducts  Independent  research  in  area  of  banking 
and  competition;  publications  in  professional  journals;  joined  the  Richmond 
Bank  upon  Leaving  graduate  schooL 

J.  Alfred  llroaddus,  Jr. — Vice  President  and  Administrative  Officer;  5  years' 
experience  at  the  Richmond  Reserve  Bank:  Ph.D.  in  economics;  supervises  and 
conducts  basic  research  in  banking  area;  publications  in  professional  journals; 
serves  on  various  Bank  committees  and  supervises  background  work  for  mone- 
tary policy  meetings. 

Others  involved  in  competitive  analysis: 
Timothy  Cook,  Economist 
William  Jackson,  Economist 
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FEDERAL  RESERVE  BANK  OF  ATLANTA 

Boyd  F.  King — Assistant  Vice  President ;  supervises  financial  structure  case- 
work and  research ;  Ph.D.  candidate ;  7  years  in  government  including  5  years' 
experience  at  Atlanta  Reserve  Bank ;  college  teaching  experience ;  professional 
journal  publications ;  other  duties  include  independent  research  and  Bank 
committees. 

Harry  Brandt — Vice  President  and  Director  of  Research  ;  directs  all  Bank 
research  efforts  and  is  adviser  to  the  president  of  the  Atlanta  Bank;  Ph.D.  in 
economics ;  college  teaching  experience  ;  publications  in  professional  journals  ;  21 
years  at  Atlanta  Reserve  Bank;  other  responsibilities  include  serving  an  econ- 
omist to  Open  Market  Committee. 

Others  involved  in  competitive  analysis  : 
Joe  Rossman,  Economist 
David  Whitehead,  Economist 
Stuart  Hoffman,  Economist 

FEDERAL   RESERVE    BANK    OF   CHICAGO 

Harvey  Rosenblum — Senior  Economist  and  Supervisor  of  the  Bank  Holding 
Company  Section ;  Ph.D.  in  economics  with  industrial  organization  background : 
has  worked  at  Chicago  Reserve  Bank  for  3  years ;  has  both  college  teaching  and 
business  experience;  has  published  in  professional  journals;  primary  duties 
relate  to  bank  holding  company  acquisition  analysis,  but  also  engages  in  in- 
dependent research  and  general  supervisory  responsibilities. 

Rooy  Sloan — Vice  President  and  Director  of  Research ;  master's  degree  in  eco- 
nomics plus  additional  graduate  work ;  13  years  at  Chicago  Reserve  Bank ;  col- 
lege teaching  experience  and  has  published  in  professional  journals.  Primary 
duties  relate  to  direction  of  research  efforts  of  entire  staff  and  general  super- 
vision of  economist  groups. 

Others  involved  in  competitive  analysis: 

Nancy  Goodman,  Economist 

Jack  Light,  Economist 

Virginia  Burbank,  Economist 

Herbert  Morse.  Economist 

Richard  Allardice,  Economist 

FEDERAL  RESERVE  BANK  OF  ST.  LOUIS 

Norman  Bowsher — Assistant  Vice  President  and  Economist ;  has  L.L.B.,  L.L.M., 
and  D.B.A.  degrees ;  25  years'  experience  at  St.  Louis  Reserve  Bank ;  in  charge 
of  Banking  Markets  Section ;  professional  journal  publications ;  college  teaching 
experience. 

Anatole  B.  Balbach — Vice  President ;  3  years'  experience  at  St.  Louis  Reserve 
Bank ;  taught  at  college  level  for  15  years ;  Ph.D.  in  economics  with  specializa- 
tion in  monetary  and  international  economics;  has  published  in  professional 
journals ;  supervises  all  basic  economic  research,  but  serves  on  various  Bank 
committees  as  well. 

Others  involved  in  competitive  analysis: 
William  Niblack,  Economist 
Alton  Gilbert,  Economist 
Jean  Lovati,  Economist 
William  Lepley,  Economist 

FEDERAL   RESERVE   BANK    OF    MINNEAPOLIS 

Donald  Henczel — Economic  Analyst;  MBA  in  finance  and  accounting;  one 
year's  experience  at  the  Minneapolis  Reserve  Bank ;  assists  in  banking  research 
and  conducts  independent  studies. 

Richard  Stolz— Economist ;  will  receive  Ph.D.  in  Economics  this  year ;  4  years' 
experience  at  Minneapolis  Reserve  Bank ;  also  is  responsible  for  supervision  of 
regional  analysis  and  studies  group ;  conducts  independent  research  and  general 
administrative  duties. 

FEDERAL  RESERVE   BANK   OF   KANSAS    CITY 

Thomas  Hoenig— Manager,  Bank  Structure  and  Studies  ;  Ph.D.  in  economics ; 
3  years'  experience  at  Kansas  City  Reserve  Bank  upon  leaving  graduate  school ; 
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college  teaching  experience;  primary  duties  involve  competitive  analysis  of  bank 
holding  company  applications  and  research  on  competition-related  issues. 

John  Zoellner — Vice  President ;  M.A.  in  economics  plus  13  years'  experience 
at  Kansas  City  Reserve  Bank ;  college  teaching  experience  and  publications  in 
prof  essional  journals ;  primary  duties  include  ongoing  supervision  of  bank  hold- 
ing company  activities,  competitive  analysis  of  applications,  and  research  on. 
banking  structure. 

Others  involved  in  competitive  analysis : 

Michael  Manies,  Economist 

Kenneth  Boggs,  Senior  Analyst 

Charlotte  Hermann,  Senior  Analyst 

Jan  Romeu,  Analyst 

Regina  Moore,  Analyst 

FEDERAL  RESERVE  BANK  OF  DALLAS 

William  H.  Eelley — Assistant  Vice  President ;  supervises  Regulations  Dept. ; 
Ph.D.  in  economics ;  13  years  in  government,  including  5  years  at  Dallas  Reserve 
Bank;  has  taught  in  college  and  has  professional  publications;  primary  respon- 
sibilities are  in  assessing  competitive  issues  in  bank  holding  company  applica- 
tions, although  serves  on  various  Bank  committees. 

George  C.  Cochran  III — Vice  President  in  charge  of  Regulations  Dept.  activi- 
ties; L.L.B.  degree;  college  teaching  in  law  and  has  published  in  professional 
journals ;  primary  responsibilities  are  in  the  regulation  area,  although  also 
serves  on  major  policy  committees  of  Dallas  Reserve  Bank. 

Others  involved  in  competitive  analysis : 
Polly  McFadden.  Economist 
John  Stodden,  Economist 

FEDERAL   RESERVE   BANK    OF    SAN    FRANCISCO 

Robert  Johnston — Assistant  Vice  President  and  Economist;  Ph.D.  in  economics 
and  9  years'  experience  with  San  Francisco  Reserve  Bank ;  college  teaching 
experience  and  professional  publications;  primary  responsibility  for  analyzing 
competitive  issues;  other  interests  include  independent  research  and  administra- 
tive duties  within  the  Bank. 

Kent  Sim* — Senior  Vice  President;  Ph.D.  in  economics ;  6  years'  experience  in 
government,  including  San  Francisco  Reserve  Bank  and  Agency  for  International 
Development :  has  taught  in  college  and  has  published  in  professional  journals ; 
other  responsibilities  include  Bank  committees  and  administrative  duties. 

Others  involved  in  competitive  analysis: 
Joan  Walsh,  Associate  Economist 

Question  No.  E.  3. 

Wliat  kinds  of  continuing  analyses  are  made  of  the  state  of  compe- 
tition in  the  banking  industry  and  in  particular  banking  markets? 
What  info-rmation  does  the  supervisory  process  generate  on  the  state 
of  competition  in  banking  markets  and  the  quality  of  services  offered? 

Answer.  The  Board's  Division  of  Research  and  Statistics  and  the 
comparable  units  in  the  Federal  Reserve  Banks  conduct  research  on 
the  banking  industry,  including  the  state  of  competition,  on  a  continu- 
ing basis.  These  studies  are  published  in  scholarly  journals  as  Federal 
Reserve  staff  studies,  or  appear  in  the  Reserve  Banks'  Monthly  Re- 
vit  W8.  In  addition,  the  Federal  Bank  of  Chicago  sponsors  an  annual 
conference  on  hank  structure  at  which  System  personnel  deliver  pa- 
pers: and!  from  time  to  time  staff  studies  are  undertaken  of  local  bank- 
ing markets  or  entire  States  in  connection  with  specific  holding  com- 
pany applications. 

The  Reserve  Banks  conduct  field  investigations  in  connection  with 
many  many  important  holding  company  and  bank  merger  appli- 
cations. These  field  investigations  are  an  important  element  in  the  defi- 
nition of  new  geographic  markets  and  in  the  reevaluation  of  existing 
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market  definitions.  At  the  same  time,  on-site  visitations  bring  Reserve 
Bank  personnel  into  direct  contact  with  the  local  banks  and  their  cus- 
tomers. Thus,  field  investigations  are  a  primary  method  by  which 
System  personnel  monitor  local  market  competitive  conditions,  in- 
cluding the  range  and  quality  of  services  offered. 

The  attached  bibliography  lists  some  of  the  more  recent  studies  on 
competition  in  the  banking  industry  completed  by  System  personnel. 
Copies  of  any  or  all  of  these  can  be  provided  if  the  Committee  so 
wishes. 
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Question  No.  E.Jf. 

Give  specific  examples  of  what  affirmative  action  your  agency  has 
taken  in  the  last  ten  years  to  encourage  competition  in  areas  where  it 
was  deficient. 

Answer.  Consonant  with  its  various  other  policy  objectives,  the 
Federal  Reserve  has  pursued  a  policy  designed  to  enhance  the  level  of 
competition  in  banking  markets.  In  many  instances,  for  example, 
the  Board  has  issued  denials  of  proposed  acquisitions  by  bank  holding 
companies  where  it  was  felt  that  the  acquiring  organization  could 
enter  the  market  through  means  which  may  increase  competition, 
that  is,  via  de  novo  entry  or  the  acquisition  of  a  smaller  bank  (e.g., 
see  1974  Federal  Reserve  Bulletin  504;  1975  Federal  Reserve  Bulletin 
109).  In  addition  to  trying  to  increase  the  number  of  competitors,  the 
Board  has  sought  to  insure  that  some  of  the  smaller  firms  that  do 
compete  in  concentrated  markets  become  stronger  competitors.  For 
example,  the  Board  encourages  foothold  entry  by  large  banking  or- 
ganizations and  generally  approves  the  formation  of  bank  holding 
companies  only  in  instances  where  the  holding  company  is  expected 
to  be  a  source  of  strength  for  its  subsidiaries  (e.g.,  see  1974  Federal 
Reserve  Bulletin  864) . 

The  Board  has  taken  affirmative  action  to  increase  competition  by 
taking  into  consideration  such  factors  as  home  or  branch  office  pro- 
tection laws,  covenants  not  to  compete,  and  interlocking  directorates. 
In  some  cases,  approval  of  an  acquisition  has  been  made  conditional 
on  the  termination  of  anti-competitive  practices  (e.g.,  see  1973  Federal 
Reserve  Bulletin  532 ;  1974  Federal  Reserve  Bulletin  136  and  1973 
Federal  Reserve  Bulletin  111).  In  markets  having  extremely  few  com- 
petitors, the  Board  has  even  denied  further  de  novo  expansion  where 
site-pre-emption  was  suspected  on  the  part  of  firms  that  were  already 
significant  factors  in  the  market  (e.g.,  see  1968  Federal  Reserve 
B a! h  tin  1025  and  1974  Federal  Reserve  Bulletin  452). 

Since  the  passage  of  the  1970  Amendments  to  the  Bank  Holding 
Company  Act.  the  Board  has  taken  affirmative  action  to  encourage 
competition  in  several  bank-related  financial  fields.  The  Board  has 
attempted  to  accomplish  this  by  encouraging  de  novo  and  foothold 
entry.  In  addition,  when  weak'firms  have  been  acquired  the  Board 
lias  been  receptive  to  the  infusion  of  capital.  Some  of  these  non-bank 
financial  fields  include  consumer  finance,  mortgage  banking,  factor- 
ing, commercial  finance,  and  credit-related  insurance  activities.  In 
manv  instances  the  financial  and  managerial  condition  of  these 
acquired  firms  is  strengthened,  and  under  holding  company  control 
manv  become  more  competitive  lending  institutions  and  expand 
into' new  geographic  and  product  market  areas.  In  still  other  bank- 
related  fields,  such  as  courier  services  and  bank  management  consult- 
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ing,  the  Board  has  sought  to  improve  the  nature  of  competition  by 
encouraging  the  use  of  explicit  pricing  where  it  was  often  uncom- 
mon. Holding  companies  that  apply  to  acquire  credit  life  and  credit 
accident  and  health  re-insurance  subsidiaries  are  required  to  provide 
explicit  evidence  of  increased  benefits  to  the  public  by  reducing  rates 
on  such  insurance. 

In  another  regulatory  area,  the  Board,  after  consultation  with  the 
other  Federal  banking  agencies,  suspended  Regulation  Q  interest  rate 
ceilings  on  large-denomination  certificates  of  deposit  (CD's)  in  1970. 
This  action  allowed  banks  to  compete  freely  for  liquid  funds  at 
market-determined  rates,  thereby  allowing  banks  wider  latitude  in 
conducting  '"liability  management"  (see  discussion  under  A.2(l)). 
In  addition  the  action  strengthened  the  money  market  by  allowing 
banks  to  use  the  proceeds  from  CD  issues  to  make  loans  to  businesses 
that  had  been  denied  access  to  the  shaky  commercial  paper  market 
in  1970  (seeA.2(9)). 

In  the  area  of  international  banking,  the  Board  recently  proposed 
the  Foreign  Banking  Act,  which  would  provide  for  foreign  banks 
establishing  offices  in  the  U.S.  on  an  equal  regulatory  footing  with 
domestic  banks.  In  addition,  the  Board  has  approved  applications, 
in  recent  years,  for  banks  to  establish  Edge  Act  corporations  in  more 
than  one  location  within  the  United  States.  This  action  has  increased 
the  number  of  market  participants  in  those  U.S.  locations  which  are 
offering  a  broad  range  of  international  financial  services.  Finally,  the 
Board  has  permitted  smaller  U.S.  banks  to  establish  limited-service 
foreign  branch  facilities  in  places  such  as  the  Bahamas.  These  limited- 
service  facilities  allow  smaller  U.S.  banks  to  accept  foreign  deposits 
and  extend  foreign  credits  under  approximately  the  same  conditions 
as  larger  banks,  without  incurring  the  costs  of  establishing  a  full- 
service  facility.  This,  too,  had  led  to  an  increase  in  competition  among 
U.S.  banks  in  the  supply  of  international  banking  services. 

In  yet  another  regulatory  area,  the  Board,  in  1972,  amended  Regu- 
lation D  so  as  to  levy  reserve  requirements  on  demand  deposits  based 
on  bank  size  rathe/ than  "reserve  city"  or  "country"  classification. 
Basing  reserve  requirement  on  size  rather  than  geographic  location 
provided  for  more  nearly  equal  competitive  opportunities  for  all 
banks,  especially  since,  under  the  old  system,  a  few  large  banks  en- 
joyed country  bank  status  whereas  some  smaller  banks  bore  the  heavier 
burden  of  reserve  city  classification. 

At  approximately  the  same  time  in  1972,  the  Board  amended  Regu- 
lation J  so  as  to  require  all  banks  to  whom  the  System  presents  checks, 
to  remit  payment  in  immediately  available  funds  on  the  same  day  the 
checks  are  presented.  This  action  eliminated  competitive  inequities 
that  had  arisen  because  banks  located  outside  Federal  Reserve  Bank 
or  branch  cities  previously  had  been  allowed  to  remit  payment  in 
funds  available  one  or  more  days  after  presentment,  The  amendment 
to  Regulation  J  was  facilitated  by  improvements  in  transportation 
and  communication  networks  that  had  eliminated  the  need  for  addi- 
tional remittance  time  by  more  distant  banks.  For  a  more  complete 
discussion  of  the  competitive  effects  of  the  1972  changes  in  Regula- 
tions J  and  D,  see  1972  Federal  Reserve  Bulletin  626-630. 
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Question  No.  F.l. 

(In  answering  this  question,  references  to  recent  serious  problems: 
U.S.  National,  San  Francisco  National,  Beverly  Hills  National.  Bank 
of  the  Commonwealth,  Sharpsburg  Bank,  Orangeburg  Bank,  Frank- 
lin National  and  Security  National,  would  be  particularly  helpful.) 
Describe  the  processes  by  which  cooperation  and  coordination  among 
the  Federal  bank  regulatory  authorities  is  achieved,  (a)  Give  specific 
and  important  examples  of  successful  cooperation  and  coordination, 
(b)  Give  specific  and  important  examples  of  cases  in  which  lack  of 
cooperation  and  coordination  was  a  serious  impediment  to  execution 
of  your  duties,  (c)  Give  significant  examples  of  any  u competition  in 
laxity''''  among  the  agencies  in  regulatory  and  examination  proceduit  & 
(d)  Describe  the  processes  of  cooperation  and  coordination  with  State 
supervisory  and  examination  authorities. 

Answer,  (a)  In  his  testimony  before  the  Subcommittee  on  Finan- 
cial Institutions,  Regulation  and  Insurance  on  July  16,  1975,  Gover- 
nor Holland  described  in  detail  the  steps  taken  by  the  three  Federal 
bank  regulatory  agencies  to  deal  with  the  Franklin  National  Bank 
problem.  A  copy  of  Governor  Holland's  testimon}^  is  attached.  The 
relevant  portion,  which  begins  on  page  9,  concludes  as  follows: 

"Cooperation  among  the  Federal  bank  regulatory  agencies,  com- 
bined with  consultation  with  the  Treasury  and  the  New  York  State 
Banking  Department,  was  instrumental  in  producing  the  results  I 
have  outlined.  Each  agency  had  a  distinctive  role  to  play,  and  each 
role  generated  its  own  concerns.  We  at  the  Federal  Eeserve  were 
especially  interested  in  the  adverse  market  attitudes  and  questions 
about  banking  soundness  that  were  being  generated  as  the  Franklin 
case  dragged  on.  We  were  concerned  as  to  Franklin's  vulnerability 
to  any  new  shock  that  might  come  along.  And  we  had  a  painful  aware- 
ness of  how  Franklin's  debt  to  the  Federal  Reserve  kept  climbing 
closer  to  the  probable  maximum  loan  value  of  the  acceptable  collateral 
that  the  bank  could  provide.  For  those  reasons  we  at  the  Federal 
Reserve  urged  that  the  remedial  measures  move  forward  as  promptly 
as  they  could.  The  Comptroller  and  the  FDIC,  respectively,  with  their 
own  statutory  obligations  to  consider,  had  to  exhaust  alternative  solu- 
tions effectively  short  of  receivership  and  to  document  liabilities  and 
minimize  losses  insofar  as  time  and  circumstances  permitted.  It  should 
not  be  surprising  that  on  occasions  during  those  months  the  agencies 
found  that  their  preferred  priorities  for  actions  differed.  When  such 
instances  became  significant,  however,  hard  work  and  good  will  over- 
came them.  Fortunately,  no  new  external  shocks  developed,  and  bv 
the  time  Franklin  was  determined  to  be  insolvent  a  detailed  and  well- 
integrated  plan  for  its  succession  unfolded  effectively.  As  nearly  :i< 
can  In*  judged  at  this  stage,  not  a  cent  of  depositors'  or  taxpayers 
money  is  expected  to  be  Inst  in  the  process." 

(bj  We  can  cite  no  recent  examples  in  which  the  lack  of  coopera- 
tion ^a  coordination  constituted  a  serious  or  long  continued  impedi- 
ment to  the  execution  of  our  duties.  Tins  is  not  to  say,  however,  that 
there  have  not  been  differences  between  the  agencies  that  at  times 
have  resulted  in  deferral  of  action.  Such  differences  will  probably 
arise  so  Ion-  as  there  is  more  than  one  Federal  bank  regulatory  agency, 
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but  will  not  necessarily  eventuate  in  less  acceptable  results.  Often 
these  differences  bring  to  light  issues  that  might  have  been  ignored 
and  promote  an  exchange  and  debate  on  important  actions  affecting 
financial  institutions  and  the  nation's  economy.  At  the  present  time 
there  is  a  climate  of  cooperation  among  the  agencies. 

(c)  The  term,  "competition  in  laxity",  as  the  Board  understands 
and  uses  it  refers  to  subtle  pressure  that  is  exerted  by  banks  playing 
one  regulatory  agency  off  against  the  other.  For  example,  if  manage- 
ment of  an  individual  bank  is  dissatisfied  with  the  supervisory  action 
of  its  primary  regulator,  it  may  seek  to  modify  that  action  by  suggest- 
ing, implying  or  even  undertaking  a  switch  to  another  supervisor, 
e.g.,  a  State  member  bank  withdrawing  from  Federal  Reserve  mem- 
bership, a  national  bank  converting  to  a  State  charter  and  vice  versa. 

The  evidence  of  this  pressure  and  its  effect  on  supervisory  agencies 
is  commingled  with  other  considerations:  differences  in  State  and 
Federal  laws,  differences  in  regulatory  expertise,  timeliness  of  action, 
and — to  an  important  degree — cost  of  reserve  requirements  under 
Federal  compared  to  State  law.  Normally  pressure  is  not  the  result 
of  any  overt  or  deliberate  statement  on  the  part  of  the  bank.  It  is 
implicit  in  the  climate  which  arises  from  the  fact  that  there  are  three 
regulatory  agencies  and  that  banks  are  able  to  switch  from  one  to  the 
other.  There  are  occasions  when  this  general  possibility,  even  unrelated 
to  any  instant  case,  may  shade  regulatory  or  administrative  decisions. 
But  the  measure  of  any  regulatory  agency's  quality  and  concern  for 
the  public  interest  is  evidenced  when  it  maintains  its  examination  and 
surveillance  standards. 

The  major  reason  for  a  shift  from  national  or  State  membership  to 
State  nonmembership  is  undoubtedly  the  cost  of  meeting  reserve  re- 
quirements imposed  under  Federal  law. 

A  record  of  changes  in  bank  charter  is  appended.  As  shown  on 
the  attached  table,  in  the  16-year  period  from  1960-1975,  two-thirds 
(645  out  of  968)  of  the  charter  and  status  changes  were  away  from 
Federal  Reserve  membership;  12  per  cent  (119  changes)  did  not  affect 
membership  status;  and  21  per  cent  (204)  involved  changing  from  a 
nonmember  to  a  member  bank,  but  over  two-thirds  of  these  were  re- 
quired to  become  members  as  a  national  charter  was  involved. 

These  data  also  can  be  interpreted  as  evidencing  the  relative  attrac- 
tiveness of  Federal  as  compared  with  State  supervision,  and  of  the 
relative  attractiveness  of  the  three  Federal  bank  regulatory  agencies 
vis-a-vis  one  another.  Of  the  204  banks  joining  the  System,  143  joined 
as  national  banks.  Of  the  119  banks  staying  within  the  System  but 
changing  their  chartering  authority,  110  out  of  119  preferred  a 
national  charter.  And  of  the  645  banks  leaving  the  System  the  num- 
ber having  State  charters  was  nearly  double  that  with  national 
charters :  428  to  217. 

The  attached  list  gives  the  names  and  locations  of  banks  whose 
charters  have  been  shifted  during  the  period  since  1960  and  through 
1975. 

(d)  Coordination  and  cooperation  with  State  banking  authorities 
are  achieved  principally  through  personal  contact  between  regional 
Reserve  Bank  personnel  and  local  authorities. 
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An  experimental  program  of  joint  bank  examination  involving  the 
Federal  Reserve  and  the  Indiana  Department  of  Financial  Institutions 
is  testing  the  feasibility  of  achieving  more  effective  supervision  of 
State  member  banks  by  avoiding  duplication  and  increasing  coordina- 
tion in  this  field.  The  program,  announced  May  6.  1974,  places  a  Fed- 
eral Reserve  examiner  with  a  full  team  of  State  examiners  on  an 
examination.  The  Federal  Reserve  examiner  has  access  to  all  ma- 
terials and  attends  meetings  and  discussions  held  with  the  member 
bank's  officers  and  directors.  The  Federal  Reserve  examiner  ascertains 
the  bank's  compliance  with  Federal  laws.  The  program  includes  an 
intensified  analysis  of  the  flow  of  current  information  available  to  the 
Federal  Reserve  regarding  member  banks.  Ordinarily  both  the  State 
and  the  Federal  Reserve  assign  a  complete  team  of  examiners  to  con- 
duct separate  examinations  of  State  member  banks. 

At  the  Washington  level  there  is  cooperation  between  the  Federal 
Reserve  and  the  Conference  of  State  Bank  Supervisors.  Problems  and 
matters  of  mutual  concern  and  interest  are  often  discussed,  and  the 
Federal  Reserve  considers  carefully  the  input  of  the  Conference. 

CHANGES  IN  BANK  CHARTERING  AUTHORITY  AND  MEMBERSHIP  STATUS,  1950-75 

Away  from  membership    Neutral  as  to  membership       Toward  membership 

State                                                                             Non- 
membership         National              State  National  membership  Ncn- 
Total          to  non-          to  non-  membership  to  State         to  State  membership 
changes  membership  membership     to  National  membership  membership  to  National 

1960 55  25  8  9 7  6 

1961 28  14  1  4 5  4 

1952... 48  24  6  4 5  9 

1963.... 65  22  13  8                   1  4  17 

1964 59  19  5  13                   1  3  18 

1965 51  22  7  11 11 

1S66 68  31  7  12                   2  4  12 

1967 37  21  5  4 1  6 

1968 67  41  12  6 2  6 

1969 88  42  24  6                   3  3  10 

1970 87  38  38  7  4 

1971      54  20  20  3 4  7 

1972 80  34  22  7                    1  6  10 

1973. 70  27  21  8 3  11 

1974      70  28  20  5 10  7 

1975' 41  20  8  3                    1  4  5 

Total 968  428  217  110  9  61  143 

»  Through  September  1975. 

CHANGES  IN  CHARTERS  (EXCLUDING  TAKEOVERS),  1960  TO  PRESENT 
NATIONAL  TO  STATE  MEMBER 

New  bank  name 
Effective  date    Bank  name  City  and  State  (if  different)  City  and  State 

Oct.   14,1963    Guyan  National  Bank Cabell  City,  W.  Va. ..  Buffalo  Bank Eleanor,  W.  Va. 

Feb.    3, 1964    Midway  National  Bank Cedar  Falls,  Iowa Midway  Bank  &  Trust. Cedar  Falls,  Iowa. 

Apr.  18, 1966    Fallkill     National     Bank    &    Poughkeepsie,  N.Y. .  Fallkill  Bank  &  Trust  Co...  Poughkeepsie,  N.Y. 
Trust  Co. 

Do First  National  Bank.. Spring  Valley,  N.Y...  First  State  Bank Spring  Valley,  N.Y. 

May     8,1969    Endicott  National  Bank Endicott,  N.Y Endicott  Bank  of  New  York.  Encidott,  N.Y. 

Do Exchange   National   Bank  of    Olean,   N.Y Exchange  Bank  of  Olean Olean,  N.Y. 

Olean. 

Do Metropolitan  National  Bank..  Syracuse,  N.Y Metropolitan  Bank  of  Syra-    Syracuse,  N.Y. 

cuse. 
Apr.    6, 1972    Valley  National  Bank  of  Long    Valley  Stream,  N.Y. .  Valley  Bank  of  New  York...  Valley  Stream,  N.Y. 

Island. 
Jan.     2, 1975    First  National  Bank  of  New    New  Prague,  Minn...  Fidelity  State  Bank  of  New    New  Prague,  Minn. 
Prague.  Prague. 
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CHANGES  IN  CHARTERS  (EXCLUDING  TAKEOVERS),  1960  TO  PRESENT— Continued 
NATIONAL  TO  NONMEMBER 

New  bank  name 
Effective  date    Bank  name  City  and  State  (if  different)  City  and  State 

Jan.     2,1960    Farmers  National  Bank Owenton,  Ky Farmers     Bank     Owenton    Owenton,  Ky. 

Kentucky,  Inc. 

Do. First  National  Bank Armour,  S.  Dak First  State  Bank Armour,  S.  Dak. 

May     2,1960    Farmers  National  Bank Princeton,  Ky__ Farmers  Bank  &  Trust  Co.,     Princeton,  Ky. 

Inc. 

July   1,1960    Rutland      County      National    Rutland,  Vt Rutland  County  Bank Rutland  Vt 

Bank. 

July     5,1960    National  Bank Toledo,  Iowa State  Bank  of  Toledo Toledo  Iowa 

Sept.    1,1960    First  National  Bank La  Porte,  Tex La  Porte  State  Bank La  Porte,  Tex. 

Nov.    9,1960    American  National  Bank Arlington,  Iowa Arlington  State  Bank...;..,  Arlington,  Iowa 

Nov.  14,1960    First  National  Bank Pleasanton,  Kans First  State  Bank  of  Pleas-     Pleasanto'n,  Kans 

an  ton, 

June    1,1961    Peoples  National  Bank. Richmond,  Kans Peoples  State  Bank Richmond  Kans 

Jan.  23, 1962    Hillsdale  National  Bank Hillsdale,  N.J Pascack    Valley    Bank    &    Hillsdale,  N.J 

Trust. 

Mar.    1,1962    Union  National  Bank Providence,  Ky Providence  State  Bank Providence,  Ky 

Mar.    5,1962    First  National  Bank Normangee,  Tex Normangee  State  Bank Normangee  Tex 

July     2,1962 do... Edna,  Kans First  State  Bank... Edna,  Kans' 

Aug.  24, 1962    Farmers  National  Bank White  Deer,  Tex First  Bank  &  Trust  Co White  Deer,  Tex. 

Oct.     1,1962    First  National  Bank Braham,  Minn First  State  Bank... 'Braham,  Minn. 

Jan.     2, 1963    Southern  Ohio  National  Bank.  Cincinnati,  Ohio Southern  Ohio  Bank.. Cincinnati,  Ohio 

Do Valley  First  National  Bank...  Cupertino,  Calif First  Valley  Bank Cupertino' Calif' 

Feb.     1,1963    First  National  Bank Adairville,  Ky Adairville  Banking  Co Adairville' Ky 

Mar.    1,1963    Merchants  National  Bank Meadville,  Pa Merchants  Bank  &  Trust  Co    Meadville,  Pa 

May  20,1953    Farmers   &    Merchants    Na-    De  Leon,  Tex Farmers  &  Merchants  Bank.  De  Leon,  Tex 

tional  Bank. 

Aug.  12,1963    Durant  National  Bank  &  Trust.  Durant,  Okla Durant  Bank  &  Trust  Co     .  Durant  Okla 

Aug.  14,1963    West  National  Bank West,  Tex West  Bank  &  Trust West,  Tex 

Sept.  17, 1963    Industrial  National  Bank Dallas,  Tex Industrial  Bank  &  Trust  Co    Dallas,  Tex 

Do First  National  Bank Grand  View,  Tex First  State  Bank  of  Grand    Grand  View  Tex 

View. 

Sept.  23. 1963    Citizens  National  Bank Glasgow,  Ky.. Citizens  Bank  &  Trust  Co...  Glasgow,  Ky. 

Oct.     1,1963    First  National  Bank Thayer,  Kans First  State  Bank  of  Thayer.  Thayer,  Kans 

Oct.   28,1963 do Gowrie,  Iowa First  State  Bank  of  Gowrie  :  Gowrie,  Iowa 

Dec    23,1963    Fayette    National    Bank    &    Uniontown,  Pa Fayette  Bank  &  Trust  Co.      Uniontcwn  Pa 

Trust  Co. 

Feb.  10,1964    First  National  Bank  of  Mon-    Monticello,  Ga Bank  of  Monticello Monticello,  Ga. 

ticello. 

June  15, 1964    Harrisburg  National  Bank Houston,  Tex Harrisburg  Bank Houston,  Tex. 

Oct.   16,1964    Deer  Park  National  Bank Deer  Park,  Tex Deer  Park  Bank Deer  Park,  Tex. 

Do Clear  Creek  National  Bank.. .  Seabrook,  Tex Clear  Creek  Bank Seabrook,  Tex. 

Dec.     1,1964    First  National  Bank Kerens,  Tex First  State  Bank Kerens,  Tex. 

Feb.    8,1965    First  National  Bank.. Binger,  Okla. Binger  Community  Bank...  Binger,  Okla. 

Mar.  11,1965    Mercantile-Commerce      Na-    St.  Louis,  Mo Mercantile  Commerce  Trust    St.  Louis,  Mo. 

tional  Bank.  Co. 

Apr.  15,1965    Dekalb  National  Bank. Brookhaven,  Ga Trust  Co  of  Georgia  Bank  of    Brookhaven,  Ga. 

Dekalb. 

June    1,1965    First  National  Bank Bellevue,   Iowa Bellevue  State  Bank Bellevue,  Iowa. 

July     6,1965    First  National  Bank.. Bovina,  Tex First  State  Bank Bovina,  Tex. 

July  15,1965    Memorial  National  Bank Houston,  Tex Memorial  Bank Houston,  Tex. 

Oct.     1,1965    First  National  Bank  &  Trust    Lake,  Norden,  First  State  Bank Lake  Norden, 

Co.  S.  Dak.  S.  Dak. 

Jan.     1,1966    First  National  Bank. Granite,  Okla.. Bank  of  Granite. Granite,  Okla. 

Jan.     3,1966    National  Bank  of  Hyde  Park..  Chicago,  III Hyde  Park  Bank  &  Trust    Chicago,  III. 

Co. 

June  13, 1966    First  National  Bank.. Jones,  Okla First  State  Bank Jones,  Okla. 

July     1,1966    Farmers  National  Bank Madisonville,  Ky Farmers  Bank  &  Trust  Co    Madisonville,  Ky. 

of  Madisonville. 

Aug.    1,1966    First  National  Bank Caledonia,  N.Y Bank  of  Caledonia... Caledonia,  N.Y. 

Do Briggs     National     Bank    of    Clyde,  N.Y Briggs  Bank  of Clyde,  N.Y. 

Clyde. 

Oct.   17,1966    First  National  Bank Honey  Grove,  Tex...  First  State  Bank... Honey  Grove,  Tex. 

June    1,1967    Casitas  National  Bank Carpinteria,  Calif Co   Bank  Santa    Barbara-    Carpinteria,  Calif. 

Carpinte. 

Aug.    1,1967    Piano  National  Bank Piano,  Tex Piano  Bank  &  Trust  Co Piano,  Tex. 

Sept.   1,1967    Stonewall  National  Bank Corpus  Christi,  Tex..  Stonewall  Bank... Corpus  Christi,  Tex. 

Sept.  20, 1967    South    Davis    First   National    Bountiful,  Utah. South  Davis  Security  Bank..  Bountiful,  Tex. 

Bank. 

Dec.  15,1967    First  National  Bank  of  Car-    Carrollton,  Tex. First  Security  Bank  &  Trust    Carrollton,  Tex. 

rollton.  Co. 

Feb.     1,1968    Westmont  National  Bank Houston,  T  x Liberty  Bank Houston,  Tex. 

Feb.  19,1968    First  National  Bank Marietta,  Ohio First  Bank  of  Marietta Marietta,  Ohio. 

Mar.    4,1968  do Mackinaw,  III First  Security  Bank Mackinaw,  III. 

Apr.     1,1968  do Bartlett,  Tex First  Bank  and  Trust  Co.  of    Bartlett,  Tex. 

Bartlett. 
May     1,1968  do Lebanon,  III Lebanon  Trust  &  Savings    Lebanon,  III. 

Bank. 

Do Gonzales  National  Bank Gonzales,  Tex.. Gonzales  Bank... Gonzales,  Tex. 

May  31,1968    Draper  National  Bank Draper,  Utah Draper  Bank  &  Trust Draper,  Utah. 

July     1, 1968    First  National  Bank.. Oglesby,  Tex Oglesby  State  Bank Oglesby,  Tex. 

62-748— 76— bk.  I 41 
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CHANGES  IN  CHARTERS  (EXCLUDING  TAKEOVERS),  1960  TO  PRESENT— Continued 
NATIONAL  TO  NONMEMBER— Continued 

New  bank  name 
Effective  date    Bank  name  City  and  State  (if  different)  City  and  State 

Sept.   6,1968    First  National  Bank Batesville,  Ind First  Bank  &  Trust  Co Batesville,  Ind. 

Oct.    19,1968    Metropolitan  National  Bank..  Kansas  City,  Mo Metropolitan  Bank Kansas  City,  Mo. 

Dec.     6,1968    Texas  National  Bank  of  Tern-    Temple,  Tex Texas    Bank    &    Trust   of    Temple,  Tex. 

pie.  Temple. 

Dec.     7,1968    Lumbermens  National  Bank    Houston,  Tex Greenway  Bank  &  Trust Houston,  Tex. 

of  Houston. 

Jan.     2, 1969    First  National  Bank Loup  City,  Nebr Sherman  County  Bank Loup  City,  Nebr. 

Do... do Honolulu,  Hawaii First  Hawaiian  Bank Honolulu,  Hawaii. 

Feb.  24, 1969    Community  National  Bank  of    Clear  Lake,  Iowa Community  State  Bank Clear  Lake,  Iowa. 

Clear  Lake. 

Mar.  17, 1969    Woodford  County  Bank,  Na-    El  Paso,  III Woodford  County  Bank El  Paso,  III. 

tional  Bank. 
Apr.  14,1969    Southwestern,  National  Bank  Oklahoma  City,  Okla...  Southewstern  Bank  &  Trust    Oklahoma  City, 
of  Oklahoma  City.  Co. 

May     1,  1969    Jackson  National  Bank Jackson,  Ga C  &  S  Bank. Jackson,  Ga. 

May  13,1969    Redwood  National  Bank San  Rafael,  Calif Redwood  Bank San  Rafael,  Calif. 

June    2,1969    Richardson  Heights  National     Richardson,  Tex Richardson  Heights  Bank  &    Richardson,  Tex. 

Bank.  Trust. 

June    6,1969    First  National  Bank  of  Sleepy    Sleepy  Eye,  Minn First  Security  State  Bank...  Sleepy  Eye  , Minn. 

Eye. 

July     1,1969    First  National  Bank Ivanhoe,  Minn First  State  Bank Ivanhoe,  Minn. 

Do Walters  National  Bank Walters,  Okla Bank  of  Walters Walters,  Okla. 

Do First  National  Bank. Troup,  Tex Troup  Bank  &  Trust  Co Troup,  Tex. 

July   21,1969    First  National  Bank  in  Traer..  Traer,  Idaho First  Community   Bank  &    Traer,  Idaho. 

Trust 

Aug.  12,1969    Union  National  Bank  in  Hous-    Houston,  Tex Union  Bank  of  Houston Houston,  Tex. 

ton. 

Sept.   2,1969    Decatur     County     National    Greensburg,  Ind Decatur  County  Bank Greensburg,  Ind. 

Bank. 

Sept.  12,  1969    Westmoreland  National  Bank.  Dallas,  Tex Bank  of  the  SW  of  Dallas...  Dallas,  Tex. 

Sept.  15, 1969    Conroe  National  Bank Conroe,  Tex Conroe  Bank Conroe,  Tex. 

Sept.  18, 1969    Airline  National  Bank Houston,  Tex Airline  Bank Houston,  Tex. 

Oct.     1,1969    Citizens  &  Southern  National    Sandy  Springs,  Ga...  Citizens  &  Southern  Bank    Sandy  Springs,  Ga. 
Bank.  of  Sandy  Springs. 

Oct.     6,1969     Buchel     National     Bank    in    Cuero,  Tex Buchel  Bank  &  Trust  Co...  Cuero,  Tex. 

Cuero. 

Nov.    1,1969    Chamblee  National  Bank Chamblee,  Ga...  ...  C.  &  S.  Bank  of  Chamblee..  Chamblee,  Ga. 

Nov.    3,1969    Northwest  National  Bank Oklahoma  City,  Okla.  Northwest  Bank Oklahoma  Citv,  Okla. 

Nov.  10, 1969    First  National  Bank Malad  City,  Idaho...  First  Bank  &  Trust  Co.  of    Malad  City,  Idaho. 

Idaho. 

Dec.     5,1969    Northeast  National  Bank  Houston,  Tex Northeast  Bank  of  Houston.  Houston,  Tex. 

Jan.     2,1970    First     National      Bank     of    Owasso,  Okla First  Bank  of  Owasso Owasso,  Okla. 

Owasso. 

Do Farmers  National  Bank. Fayetteville,  Tex Fayetteville  Bank Fayetteville,  Tex. 

Jan.     5,1970    City  National  Bank Tulsa,  Okla City  Bank  &  Trust  Co _  Tulsa,  Okla. 

Jan.     9,1970    First  National  Bank Milford,  Tex First  State  Bank Milford,  Tex. 

Jan.   15,1970    First      National      Bank     in    Suiphur,  Okla First    Oklahoma    Bank    &    Sulphur,  Okla. 

Sulphur.  Trust  Co. 

Do First  National  Bank Atoka,  Okla First  Bank  in  Atoka Atoka,  Okla. 

Feb.    4,1970    Founders  National  Bank Oklahoma  City,  Founders  Bank  &  Trust  Co.  Oklahoma  City, 

Okla.  Okla. 

Feb.  16,1970    First Strawn  National  Bank        Strawn,  Tex Strawn Security  Bank Strawn, lex. 

Feb.  24, 1970    Edgar    County  National  Bank  Paris,  III. Edgar  County  Bank  &  Trust    Paris,  III. 

&  Trust  Co.  Co. 

Feb.  25,1970    Security  National  Bank.  Cairo,  III Security  Bank  &  Trust  Co..  Cairo,  III. 

Mar.    2,1970    Batavia  National  Bank  Batavia,  III Batavia  Bank. Batavia,  III. 

Do First  National  Bank Haskell,  Okla First  Bank  of  Haskell Haskell,  Okla. 

Do National  Bank  of  Verden Verden,  Okla Bank  of  Verden Verden,  Okla. 

Mar.    9,1970    Guaranty  National  Bank Oklahoma  City,  Guaranty  Bank  &  Trust  Co.   Oklahoma  City,  Okla 

0kla-  ...  .    •     T 

Mar.  19,  1970    Commercial  National  Bank...  Victoria,  Tex.. Commercial  Bank Victoria,  Tex. 

Apr.     1,1970    First  National  Bank  of  Holly..  Holly,  Colo First  Bank  &  Trust Holly,  Colo. 

Apr.  12, 1970    Solomon  National  Bank Solomon.  Kans Solomon  State  Bank.. Solomon,  Kans. 

Apr.   16,  1970    Commonwealth  National  Bank.  Boston,  Mass Commonwealth     Bank     &     Boston,  Mass. 

Trust  Co. 

Apr.  24, 1970     Kingston  National  Bank Kingston,  Pa State     Bank     of     Eastern     Kingston,  Pa. 

Pennsylvania. 
May     5,1970    First  National  Bank  of  Spirit    Spirit  Lake,  Iowa..  First  Bank  &  Trust Spirit  Lake,  Iowa. 

Lake. 
May   18,1970    East    Stroudsburg    National    East  Stroudsburg,         Pocono  Bank.. East  Stroudsburg, 

Bank.                                       Pa.  Pa-  .       . 

June    1,1970    First      National      Bank     in    Hawarden,  Iowa First  State  Bank Hawarden,  Iowa. 

Hawarden.  ,    T  .       ... 

June    2,1970    National  Bank  of  Commerce    Tulsa,  Okla ....Bank     of     Commerce    of    Tulsa,  Okla. 

of  Tulsa.                                                                      Tulsa. 
June    8,  1970    First  National  Bank  &  Trust    Mt.  Vernon,  III First  Bank  &  Trust  Co Mt.  Vernon,  III. 

Do First'    National      Bank     of    Wagoner,  Okla First  Wagoner  Bank  &  Trust    Wagoner,  Okla. 

Wagoner.  Co. 
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CHANGES  IN  CHARTERS  (EXCLUDING  TAKEOVERS),  1960  TO  PRESENT— Continued 
NATIONAL  TO  NONMEMBER— Continued 

New  bank  name 
Effective  date    Bank  name  City  and  State  (if  different)  City  and  State 

July     1,1970    First  National  Bank  of  Oak  Oak  Brook,  III Oak  Brook  Bank Oak  Brook,  III. 

Brook. 

Do Farmers    National    Bank   of  Carnegie,  Okla Farmers  Bank Carnegie,  Okla. 

Carnegie. 

Do First     National      Bank     of  Sentinel,  Okla Southwest  State  Bank Sentinel,  Okla. 

Sentinel. 

Aug.    1,1970    Continental  National  Bank...  Phoenix,  Ariz Continental  Bank Phoenix,  Ariz. 

Aug.    3,1970    First  National  Bank  of  Minco.  Minco,  Okla First  American  Bank Minco,  Okla. 

Aug.  11, 1970    Hillside    National    Bank    of  Dallas,  Tex Hillside  National  Bank Dallas,  Tex. 

Dallas. 

Aug.  31, 1970    Commercial  National  Bank  &  Muskogee,  Okla Commercial  Bank  &  Trust    Muskogee,  Okla. 

Trust  Co.  Co. 

Oct.   12, 1970    First      National      Bank     of  Cleveland,  Tex Cleveland  Bank  &  Trust....  Cleveland,  Tex. 

Cleveland. 

Nov.    2,1970    American   National   Bank  in  Pryor,  Okla American    Bank    of    Okla-     Pryor,  Okla. 

Pryor.  homa. 

Nov.  12, 1970    Havelock   National    Bank   of  Lincoln,  Nebr Havelock  Bank Lincoln,  Nebr. 

Lincoln. 

Nov.  25, 1970    Lawndale  National  Bank Chicago,  III Lawndale  Trust  &  Savings    Chicago,  ill. 

Bank. 

Dec.     1,1970    First     National      Bank     in  Seagraves,  Tex First  State   Bank  in  Sea-    Seagraves,  Tex. 

Seagraves.  graves. 

Dec.  31,1970    Orange  National  Bank.. Orange,  Tex Orange  Bank Orange,  Tex. 

Jan.     4,1971    First  National  Bank  of  Yale...  Yale,  Okla First  Bank  &  Trust  Co Yale,  Okla. 

Jan.   20,1971     North  Shore  National  Bank..  Houston,  Tex North  Shore  Bank Houston,  Tex. 

Feb.   10, 1971    Citizens    National    Bank    of  Belzoni,  Miss.  Citizens  Bank  &  Trust  Co...  Belzoni,  Miss. 

Belzoni. 

Feb.  16,1971     Farmers    National    Bank    of  Waseca,  Minn First  State  Bank  of  Waseca.  Waseca,  Minn. 

Apr.     1,1971    First      National      Bank     of    Ringling,  Okla Ringling  State  Bank Ringling,  Okla. 

Ringling. 

Apr.  12,1971     Medical  Center  National  Bank.  Houston,  Tex Medical      Center      Bank,    Houston,  Tex. 

Houston. 
Apr.  20,1971     First  National  Bank  &  Trust    Corning,  N.Y First  Bank  &  Trust  Co.  of    Corning,  N.Y. 

Co.  of  Corning.                                                             Corning. 
Do Merchants  National  Bank  cf    Port  Arthur,  Tex Merchants  Bank Port  Arthur,  Tex. 

Port  Arthur. 
May     3,1971     First  National  Bank  of  Eagle    Eagle,  Colo First  Bank  of  Eagle  County.  Eagle,  Colo. 

County. 
May   18,1971    Oklahoma  National  Bank  of    Clinton,  Okla Oklahoma  Bank  &  Trust  Co.  Clinton,  Okla. 

Clinton. 
June    1,1971     University  National  Bank  cf    Stillwater,  Okla University  Bank Stillwater,  Okla. 

Stillwater. 

June  28, 1971    American  Bank,  N. A Falls  Church,  Va American  Bank  of  Fairfax. .  Fairfax,  Va. 

Do Citizens    National    Bank    of    Warren,  III Citizens  Bank  &  Trust  Co...  Warren,  Hi. 

Warren. 
July     1,1971    First  National  Bank  of  Bern-     Bernville,  Pa Bernville  Bank Bernviile,  ?a. 

ville. 

July   12,1971    Attala  National  Bank Kosciusko,  Miss Attala  Bank  of  Kosciusko.. _  Kosciusko,  Miss. 

Aug.  17, 1971    Citizens    National    Bank    of    Lexington  Park,  Md._  Maryland  Bank  &  Trust  Co.  Lexington   Park,  Md, 

Southern  Maryland. 

Sept.    1,1971     First  National  Bank  of  Snyder.  Snyder,  Okla Bank  of  the  Wichitas Snyder,  Okla. 

Sept.   7,1971    Lincoln  National  Bank Philadelphia,  Pa Lincoln  Bank Bala-Cynwyd,  Pa. 

Get.     1, 1971    Oak  Park  National  Bank Oak  Park,  III First  Bank  of  Oak  Park Oak  Park,  III. 

Oct.   21,1971    Southwest  National  Bank  of    Fort  Worth,  Tex Southwest  Bank Fort  Worth,  Tex. 

Fort  Worth. 
Jan.     1,1972    Howard    National    Bank    &     Burlington,  Vt Howard  Bank Burlington,  Vt. 

Trust  Co. 
Do First  National  Bank  of  Sun-    Sundown,  Tex Sundown  State  Bank Sundown,  Tex. 

down. 

Jan.     3,1972    First  National  Bank  in  Duncan.  Duncan,  Okla First  Bank  &  Trust  Co Duncan,  Okla. 

Jan.     8,1972    Union     National     Bank     in    Denver,  Colo Union  Bank  &  Trust Denver,  Colo. 

Denver. 
Feb.    1,1972    First     National      Bank     of    Marietta,  Okla First  Bank  of  Marietta Marietta,  Okla. 

Marietta. 

Mar.  29, 1972    Robstown  National  Bank Robstown,  Tex Bank  of  Robstown Robstown,  Tex. 

Apr.    3,1972    First     National      Bank      in    Wyoming,  III Wyoming  Bank  &  Trust  Co.  Wyoming,  III. 

Wyoming. 

Apr.  11,1272    First  National  Bank  of  Erick..  Erick,  Okla First  American  Bank Erick,  Okla. 

May     1,1972    Peoples  National  Bank Pulaski,  Va Bank  of  Virginia,  Pulaski...  Pulaski,  Va. 

July     1,1972    First  National  Bank  in  Cozad.  Cozad,  Nebr First  Bank  &  Trust  Co Cozad,  Nebr. 

July     5,1972    First  National  Bank  Broken     Broken  Bow,  Okla...  First  Broken  Bow  Bank  &    3roken  Bow,  Okla. 

Bow.  Trust. 

Aug.    7,1972    First  National  Bank  of  Bay-     Baytown,  Tex First    American    Bank    &     Baytown,  Tex. 

town.  Trust. 

Sept.    1,1972    Second  National  Bank  of  New    New  Haven,  Conn. ..  Second  New  Haven  Bank...  New  Haven,  Conn. 

Haven. 
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Oct.     2,1972    First  National  Bank  of  Jellico.  Jellico,  Tenn County    &    City    Bank   of    Jellico,  Tenn. 

Campbell  City. 
Oct.    16,1972    First     National      Bank     in    Groveton,  Tex First  Bank  in  Groveton Groveton,  Tex. 

Groveton. 
Oct.    19.1972    Seneca    National    Bank    of    Wichita,  Kans Seneca     State     Bank     of    Wichita,  Kans. 

Wichita.  Wichita. 

Oct.   20,1972    First  National  Bank  in  Harri-    Harriman,  Tenn Hamilton    Bank   of   Roane    Harriman,  Tenn. 

man.  City. 

Oct.    21,1972    First      National      Bank     of    Imperial,  Nebr Chase     County     Bank     &    Imperial,  Nebr. 

Imperial.  Trust  Co. 

Oct.    28, 1972    First  National  Bank  of  Oak-    Oakland  City,  Ind First  Bank  &  Trust  Co.  of    Oakland  City,  Ind. 

land  City.  Oakland. 

Nov.    1,1972    Hamilton   National    Bank  of    Morristown,  Tenn Hamilton  Bank  of  Morris-    Morristown,  Tenn. 

Morristown.  town. 

Nov.    3.1972    First  National  Bank  of  South    South  Pittsburg,  Hamilton   Bank  of  Marion    South  Pittsburg, 

Pittsburg.  Tenn.  City.  Tenn. 

Dec.  15,1972    Oklahoma  National  Bank Norman,  Okla Norman  Bank  of  Commerce.  Norman  ,Okla. 

Jan.     1.1973    Bank  of  Virginia,  Fredericks-    Fredericksburg,  Va..  Bank    of    Virginia,    Fred-    Fredericksburg,  Va. 

burg,  N.A.  ericksburg. 

Jan.     2,1973    Citizens    National    Bank    of    Montezuma.Ga Citizens  Bank  of  Montezuma   Montezuma,  Ga. 

Montezuma. 

Do Lone  Star  National  Bank Lone  Star,  Tex Lone  Star  State  Bank Lone  Star,  Tex. 

Jan.   17,1973    Mayfair  National  Bank Wauwatosa,  Wis First    Wisconsin    Bank    of    Wauwatosa,  Wis. 

Mayfair. 
Feb.     1,1973    Hamilton   National   Bank  of    Johnson  City,  Ind Hamilton  Bank  of  Johnson    Johnson  City.,  Ind. 

Johnson  City.  City. 

Mar.  13,1973    Manufacturers  National  Bank    Chicago,  III Manufacturers  Bank Chicago,  III. 

of  Chicago. 

Mar.  19,1973    Cheltenham  National  Bank...  Cheltenham,  Pa Cheltenham  Bank Cheltenham,  Pa. 

Mar.  27. 1973    Home    National    Bank    and    Meriden,  Conn Home  Bank  and  Trust  Co..  Meriden,  Conn. 

Trust. 
May     1,1973    First  National  Bank  of  Oak-    Oakdale,  Nebr First  State  Bank Oakdale,  Nebr. 

dale. 

May  17,1973    Deep  River  National  Bank Deep  River,  Conn....  Deep  River  Bank  and  Trust    Deep  River,  Conn. 

Co. 

June  20, 1973    Constitution  National  Bank...  Hartford,  Conn Constitution  Bank  and  Trust   Hartford,  Conn. 

Co. 
June  29, 1973    Minden    Exchange    National    Minden,  Nebr Minden  Exchange  Bank  and    Minden,  Nebr. 

Bank.  Trust  Co. 

July     2,1973    Northwest  National  Bank White  Settlement,        Northwest  Bank White  Settlement, 

Tex.  Tex. 

Aug.    1.1973    First  National  Bank.. Cadillac,  Mich First  Bank  of  Cadillac Cadillac,  Mich. 

Do. State  National  Bank  in  Co-    Comanche,  Tex First  Comanche  Bank Comanche,  Tex. 

manche. 
Sept.    1.1973    First  National  Bank  of  Smith-    Smithville,  Tenn First  Central  Bank Smithville,  Tenn. 

ville. 

Do Stock  Yards  National  Bank...  Wichita,  Kans United  American  Stats  Bank    Wichita,  Kans. 

and  Trust  Co. 
Sept.  17, 1973    Peoples    National    Bank    of    Cambridge,  III Peoples  Bank  of  Cambridge.  Cambridge,  III. 

Cambridge. 

Oct.     1,1973    Tri-State  National  Bank Montpelier,  Idaho...  Tri-State  Bank  and  Trust...  Montpelier,  Idaho 

Oct.     9,1973    Uvalde  National  Bank Uvalde,  Tex Uvalde  3ank Uvalde,  Tex. 

Dec.  10,1973    Stone  City  National  Bank  of     Bedford,  Ind Stone  City  Bank  of  Bedford.  Bedford,  Ind. 

Bedford. 
Jan.     1,1974    First  National  Bank  of  Mon-    Montoursville,  Pa Bank  of  Central  Pennsyl-    Montoursville,  Pa. 

toursville.  vania. 

Jan.     2,1974    Northeastern  National  Bank    Scranton,  Pa Northeastern      Bank      of    Scranton,  Pa. 

of  Pennsylvania.  Pennsylvania. 

Mar.  13,1974    First  National  Bank  of  Pittston.  Pittston,  Pa 1st  Bank  of  Greater  Pittston.  Pittston,  Pa. 

Apr.     1,1974    Flgin  Nation?!  Bank Elgin,  Tex... Elgin  Bank  of  Texas Elgin,  Tex. 

Apr.  25, 1974    Farmers  and  Merchants  Na-    Fort  Branch,  Ind F  &  M  Bank  of  Fort  Branch.  Fort  Branch,  Ind. 

tional  Bank. 

Apr.  30,1974     Berlin  City  National  Bank Berlin,  N.H Berlin  City  Bank Berlin,  N.H. 

May   10,1974    Republic   National    Bank   of    Tulsa,  Okla Republic  Bank  and  Trust  Co.  Tulsa,  Okla. 

Tulsa. 
June  24, 1974    First  National  Bank  of  Ray-    Raymondville,  Tex...  Raymondville  Bank  of  Texas.  Raymondville,  Tex. 

mondville. 
June  28, 1974    First  National  Bank  of  Pres-    Prescott,  Iowa. First  State  Bank Prescott,  Iowa. 

cott. 
July     1,1974    Fulton     National     Bank     of    Lancaster,  Pa Fulton  Bank Lancaster,  Pa. 

Lancaster. 
Do Farmers    National    Bank    of     Lititz,  Pa Farmers  First  Bank Lititz,  Pa. 

Lititz. 
Ji'ly     9,1974    Peoples    National    Bank    of    Houston,  Tex Peoples  Bank Houston,  Tex. 

Spr. 
July   11,1974    Western    National    Bank    of    Uo Western  Bank Do. 

Houston. 
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July   15,1974    Southern    Pennsylvania    Na-    York,  Pa Southern         Pennsylvania    York,  Pa. 

tional  Bank.  Bank. 

Do City  National  Bank  &  Trust    Lincoln,  Nebr Citibank  &  Trust    Co.    of    Lincoln,  Nebr. 

Co.  of  Lincoln.                                                              Lincoln. 
Sept.   6,1974    Merchants  National  Bank  of    Burlington,  Vt Merchants  Bank Burlington,  Vt. 

Burlington. 

Sept.  10, 1974    Madill  National  Bank Madill,  Okla Madill  Bank  &  Trust  Co....  Madill,  Okla. 

Sept.  16, 1974    First  National  Bank  of  Dundee.  Dundee,  IIL._ First  Bank  of  Dundee Dundee,  III. 

Sept.  30, 1974    First  National  Bank Greenwood,  Miss First  Greenwood  Bank Greenwood,  Miss. 

Dec.  11, 1974    Bankers     Trust     of     South    Columbia,  S.C ..Bankers    Trust    of    South    Columbia,  S.C. 

Carolina,  N.A.  Carolina. 

Jan.     1,1975    Colebrook  National  Bank Colebrcok,  N.H First  ColeDrook  Bank. Colebrook,  N.H. 

Feb.  21, 1975    Union     National     Bank     of    Bartlesville,  Okla Union  Bank  &  Trust Bartlesville,  Okla. 

Bartlesville. 
Mar.    1,1975    Union  National  Bank  of  New    New  Albany,  Ind Union  Bank  &  Trust  cf  New    New  Albany,  Ind. 

Albany.  Albany. 

May     1,1975    Wymore  National  Bank Wymore,  Nebr Wy more  State  Bank Wymore,  Nebr. 

May   15,1975    Citizens   and    Northern    Na-     Ralston,  Pa Citizens  &  Northern  Bank..  Ralston,  Pa. 

tional  Bank  &  Trust  Co. 
May   19,1975    First  National  Bank  in  Meri-    Meridian,  Mo First  United  Bank  of  Mis-    Meridian,  Mo. 

dian.  souri. 

June    2,1975    Lewistown  National  Bank Lewistown,  III Lewistown  Bank... Lewistown,  III. 

June  26, 1975    First  National  Bank  of  Barn-     Barnard,  Kans Barnard  State  Bank Barnard,  Kans. 

ard. 


STATE  MEMBER  TO  NATIONAL 


Jan.     2,1960    Peoples  Bank Hanover,  Pa Peoples  National  Bank Hanover,  Pa. 

Jan.     4,1960    Big  Rapids  Savings  Bank Big  Rapids,  Mich First  National  Bank  of  Big    Big  Rapids,  Mich. 

Rapids. 

Apr.  19,1960    The  Beach  Bank Jacksonville  Beach,      First  National  Beach  Bank,    Jacksonville  Beach, 

Fla.  Jacksonville.  Fla. 

Sept.   1,1960    First  Security  Bank  of  Glas-    Glasgow,  Mont Fisrt  Security  Bank  N.A Glasgow,  Mont. 

gow. 
Oct.     1,1960    Farmers  State  Savings  Bank..  Delta,  Ohio National    Bank   of    Fulton    Delta,  Ohio. 

County. 
Oct.   17,1960    New  England  Trust  Co Boston,  Mass New      England      National    Boston,  Mass. 

Bank. 
Nov.  15,1960    First-Peoples  State  Bank Traverse  City,  Mich..  National  Bank  and  Trust  Co.   Traverse  City,  Mich. 

of  Traverse  City. 
Dec.    1,1960    Merchants  Trust  Co Muncie,  Ind American  National  Bank  &    Muncie,  Ind. 

Trust  Co.  of  Muncie. 
Dec.  15,1960    City  Bank Detroit,  Mich. City  National  Bank  of  De-    Detroit,  Mich. 

troit. 
Jan.     3,1961    Danforth  Banking  Co Washington,  III. Danforth     First     National    Washington,  III. 

Bank. 
Feb.  10, 1961    State  Bank  &  Trust  Co Ann  Arbor,  Mich National  Bank  &  Trust  Co.    Ann  Arbor,  Mich. 

of  Ann  Arbor. 
July   20,1961     First  State  Bank Westminster,  Colo....  First     National     Bank    of    Westminster,  Colo. 

Westminster. 
Aug.    1,1961    Michigan  Bank Detroit,  Mich Michigan     Bank    National    Detroit,  Mich. 

Association. 

Apr.  16,1962    Savings  Deposit  Bank  &  Trust    Elyria,  Ohio. First  National  Bank Elyria,  Ohio. 

Co. 
May  25,1952    East  Side  State  Bank Wichita,  Kans East  Side  National  Bank  of    Wichita,  Kans. 

Wichita. 
June  25, 1962    American  State  Bank Mid  West  City,  Okla.  First  National  Bank  of  Mid-    Mid  West  City,  Okla. 

west  City. 

Nov.  30, 1962    Royal  State  Bank New  York,  N.Y Royal  National  Bank New  York.  N.Y. 

Jan.     2, 1963    State  Trust  &  Savings West  Chicago,  III First  National  Bank West  Chicago,  III. 

Apr.     1,1963    Limestone  County  Bank Atnens,  Ala First  National  Bank Athens,  Ala. 

Apr.  22, 1963    Liberty  Bank  &  Trust  Co Buffalo,  N.Y. Liberty   National    Bank   &    Buffalo,  N.Y. 

Trust. 

Aug.    6,1963    Farmers  &  Merchants  Bank..   Rich  Creek,  Va First  Valley  National  Bank..  Rich  Creek,  Va. 

Sept.   3,1963    First  State  Bank Libby,  Mont... First  National  Bank  in  Libby.  Libby,  Mont. 

Oct.     1,1963    North  Shore  Bank Miami  Beach,  Fla....  City     National     Bank     of    Miami  Beach,  Fla. 

Miami  Beach. 
Oct.   15,1963    College  Station  State  Bank...  College  Station,  Tex.  University  National  Bank  of    College  Station,  Tex. 

College  Station. 

Dec.  24,1963    Clarks  Fork  Valley  Bank Fromberg,  Mont Claus  Fork  National  Bank..  Fromberg,  Mont. 

Jan.     2, 1964    Peoples  State  Bank  Co Archbold,  Ohio First  National  Bank. Archbold,  Onio. 

Do Fidelity  Savings  Bank Ottumwa,  Iowa First     National     Bank    of    Ottumwa,  Iowa. 

Ottumwa. 
Do Citizens  State  Bank Broken  Bow,  Okla...  First     National     Bank    of    Broke.i    Bow,  Okla. 

Broken  Bow. 


62-74S— 76— bk.  I- 
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Feb.    3,1964    First  Bank  &  Trust  Co Fords,  N.J. First   Bank    &   Trust   Co.,    Fords,  N.J. 

North  America. 
Apr.    6,1964    Metropolitan  Bank  of  Miami..  Miami,  Fla Capital   National    Bank   of    Miami,  Fla. 

Miami. 

Apr.    8,1964    New  Jersey  Trust  Co. Neptune  Township,      New  Jersey  National  Bank    Neptune  Townsh;p  , 

NJ.  &  Trust.  N.J. 

June  22, 1964    Bank  of  Auburn Auburn,  Ala Auburn  National  Bank Auburn,  Ala. 

Aug.    6,1964    City  Bank  &  Trust  Co. Jackson,  Miss City    Bank    &    Trust   Co.,    Jackson,  Miss. 

North  America. 

Nov.  12,1964    Provident  Tradesmens  Bank    Philadelphia,  Pa Provident  National  Bank...  Philadelphia,  Pa. 

&  Trust. 
Do FirstAmencan  State  Bank Wausau,  Wis First    American     National    Wausau,  Wis. 

Bank. 
Dec.  28, 1964    Bank  of  Indiana Gary,  Ind ..Bank    of    Indiana,    North    Gary,  Ind. 

America. 
Do Mercantile  Trust  Co St.  Louis,  Mo Mercantile  Trust  Co.,  North    St.  Louis,  Mo. 

America. 
Dec.  29, 1964    Central  Bank  Co Lorain,  Ohio Central    Second    National    Lorain,  Ohio. 

Bank  of  Lorain. 
Apr.  26, 1965    Bank  of  Crossett Crossett,  Ariz First    National     Bank    of    Crossett,  Ariz. 

Crossett. 

Apr.  30, 1965    Union  Trust  Co... St.  Petersburg,  Fla...  Union  Trust  National  Bank..  St.  Petersburg,  Fla. 

May     2,1965    First  National  Bank  of  Ames..  Ames,  Iowa Ames  Trust  &  Savings  Bank.  Ames,  Iowa. 

May     3,1965    Commercial  Bank  of  L'Anse..  L'Anse,  Miss_. Commercial  National  Bank..  L'Anse,  Miss. 

June  29, 1965    First  Bank  &  Trust  of  Bryan,    Bryan,  Tex Nassau  Bay  National  Bank..  Clear  Lake,  Tex. 

Texas. 

Sept.    1, 1965    Daly  Bank  &  Trust  Co Anaconda,  Mont National  Bank  of  Daly Anaconda,  Mont. 

Sept.    5,1965    Bank  of  Georgia Atlanta,  Ga National  Bank  of  Georgia...  Atlanta,  Ga. 

Sept.  15, 1965    Vidalia  Banking  Co Vidalia,  Ga.... First  National  Bank  &  Trust    Vidalia,  Ga. 

Co. 
Sept.  24, 1965    Chase  Manhattan  Bank New  York,  N.Y Chase     Manhattan     North    New  York,  N.Y. 

America  Bank. 

Oct.    11,1965    Deposit    Guaranty    Bank    &    Jackson,  Miss Deposit  Guaranty  National    Jackson,  Miss. 

Trust  Co.  Bank. 

Dec.  16,1965    Billings  State  Bank.. Billings,  Mont. Billings  State  Bank,  North    Billings,  Mont. 

America. 
Jan.     3,1966    State  Bank  of  Wheatland Wheatland,  Wyo First     National     Bank    in    Wheatland,  Wyo. 

Wheatland. 

Jan.  20,1966    Hackensack  Trust  Co Hackensack,  N.J Hackensack  Trust  Co. Hackensack,  N.J. 

Jan.  29,1966    State  Bank  of.... Plainfield,  N.J National  State  Bank  of Plainf.eld,  N.J. 

Jan.  31, 1966    State  Bank.. Griffin,  Ga First     National     Bank    of    Griffin,  Ga. 

Griffin. 
Feb.    1,1956    Union  Bank  &  Trust  Co. Grand  Rapids,  Mich..  Union   Bank   &  Trust  Co.    Grand  Rapids,  Mich. 

National  Bank. 
Mar.    1,1966    Elyiia  Savings  &  Trust  Co Elyria,  Ohio. Elyria    Savings    &    Trust    Elyria,  Ohio. 

National  Bank. 
Do Muscatine  Bank  &  Trust  Co..  Muscatine,  Iowa First    National     Bank    of    Muscatine,  Iowa. 

Muscatine. 

July     1,1966    First   State    Bank   of   Grays    Grays  Lake,  III Grays  Lake  National  Bank..  Grays  Lake,  III. 

Lake. 

Do First  State  Bank.. Liberty ville,  III Libertyville  National  Bank..  Libertyville,  III. 

Sept   7,1966    National  Savings  &  Trust  Co..  Washington,  D.C 

Oct   29,1966    Citizens  State  Bank Columbia  City,  Ind..   Citizens  National  Bank  of    Columbia  City,  Ind. 

Whitley  City    . 

Dec.     1,1966    State  Bank  of  Eureka. Eureka,  III... First  National  Bank.. Eureka,  III. 

Jan.   18,1967    State  Bank  &  Trust  Co Evanston,  III State  National  Bank Evanston,  III. 

Aug.  22,1967     First  Colbert  Bank Leighton,  Ala First  Colbert  National  Bank.  Leighton,  Ala. 

Nov     1,1967    Citizens  Bank Vermillion,  S.  Dak...  United  National  Bank  of Vermillion,  S.  Dak. 

Dec.  12, 1967     Fall  Kill  Bank  &  Trust  Co Poughkeepsie,  N.Y..   Fallkill    National    Bank    &    Poughkeepsie,  N.Y. 

Trust  Co. 
Jan.   31,1968    Nevada  Bank  of  Commerce..  Reno,  Nev Nevada  National   Bank  of    Reno,  Nev. 

Commerce. 

Feb.  16,1968    Phillipsburg  Trust  Co Phillipsburg,  N.J Phillipsburg,  Trust  Co  NA..  Phillipsburg,  N.J. 

Mar.  19,  1968    State  Bank Platteville,  Wis State    National    Bank    of    Platteville,  Wis. 

Platteville. 

July     5,1968    McLachlen  Banking  Corp Washington,  D.C McLachlen   National   Bank..  Washington,  D.C. 

Oct.     1,1968    Bratt-Wasson  Bank Siloam  Springs,  Ark..  First  National  Bank Siloam  Springs,  Ark. 

Nov.    8,1968    Peoples  Union  Bank  &  Trust    McKeesport,  Pa Peoples    Union     Bank    &    McKeesport,  Pa. 

Co.  Trust  Co. 

Feb.     1,1969    Union  Banking  Co.. Columbiana,  Ohio...   National  Union  Bank.. Columbiana,  Ohio. 

Feb.  11, 1969     First  State  Bank  of  Glenwood.  Glenwood  City,  Wis..  First     National     Bank    of    Glenwood  City,  Wis. 

Glenwood  City. 

Apr.     1,1969    Security  Bank. Washington,  D.C Security  Bank  NA. Washington,  D.C. 

Apr.    7,1969    New  Jersey   Bank   &   Trust    Clifton,  N.J New  Jersey  Bank  NA Clifton,  N.J. 

Co. 

May     1,1969    Sprague  State  Bank Caledonia,  Minn Sprague  National  Bank Caledonia,  Minn. 

Oct.    10,1969     First  Trust  Co.  of  Albany Albany,  N.Y First  Trust  Co.  of  Albany  NA.  Albany,  N.Y. 

Mar.    2,1970    Mercantile  City  Bank Atlanta,  Ga Mercantile  National  Bank...  Atlanta,  Ga. 
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City  and  State 
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(if  different) 


City  and  State 


Mar. 

Mar. 

May 

May 
Aug. 

Dec. 
July 

July 

Oct. 

Jan. 
May 

June 

Sept. 

Sept. 

Nov. 

Dec. 

Feb. 

Mar. 

Mar. 

Mar. 

Aug. 

Oct. 

Dec. 
Dec. 
Feb. 


Mar.  25 


May 
June 


Aug.    1 


Jan. 
Jan. 


1970 

1970 

1970 

1970 
1970 

1970 
1971 

1971 

1971 

1972 
1972 

1972 

1972 

1972 

1972 

1972 

1973 

1973 

1973 

1973 

1973 

1973 

1973 
1973 
1974 


Van  Buren  Bank 

Bank  of  Passaic  &  Clifton... 

Citizens-Farmers   and    Mer- 
chants Bank. 

State  Savings  Bank... 

Pigeon  State  Bank.. 


Van  Buren,  Ind Citizens  National  Bank  of 

Grant  City. 
Passaic,  N.J Bank  of  Passaic  &  Clifton 

NA. 
Brewton,  Ala First  National  Bank 


Old  Colony  Trust  Co 

Kanawha  Bank  &  Trust  Co... 

Gallatin  Trust  Savings  Bank.. 

First  State  Bank  of  Ritchey 
Mont. 

Union  Trust  &  Deposit  Co 

Manitowoc  Savings  Bank 


Commerce  Bank  of   Kansas 

City. 
Raleigh  County  Bank 


Worthen  Bank  &  Trust  Co 

Central  Bank 

American  City  Bank  &  Trust.. 

Commerce  Bank  of  Fenton... 

Peoples  Trust  Co 

First  Trust  &  Deposit  Co 

Russiaville  State  Bank 

Hamilton  Bank 

Security  Bank  &  Trust  Co 

First  State  Bank 

Bank    of  Idaho.. 

Bank  of  Russellville.. 


1974    Western  Greenbrier  Bank 


1974 
1974 


1974 


1975 
1975 


Valley  Bank  &  Trust  Co 

First  Pennsylvania  Banking  & 

Trust  Co. 
Security    Trust    &    Savings 

Bank. 

Central  Trust  Co 

Huron  County  Banking  Co 


Feb.  10, 1975    Kanawha  Valley  Bank. 


Fontanelle,  Idaho First  National  Bank 

Pigeon,  Mich Thumb   National   Bank   & 

Trust  Co. 

Boston,  Mass Old  Colony  Trust  Co.  NA... 

Charleston,  W.  Va. . .  Kanawha  Bank  &  Trust  Co. 

NA. 
Bozeman,  Mont Montana  National  Bank  of 

Bozeman. 
Richey,  Mont Montana  National  Bank  of 

Richey. 
Parkersburg,  W.Va..  Union  Trust  National  Bank. 
Manitowoc,  Wis Manitowoc   Savings    Bank 

NA. 
Kansas  City,  Mo Commerce  Bank  of  Kansas 

City  NA. 
Beckley,  W.Va Raleigh    County    National 

Bank. 
Little  Rock,  Ark Worthen  Bank  &  Trust  Co. 

NA. 
Grand  Rapids,  Mich..  Central  Bank  NA  of  Grand 

Rapids 
Milwaukee,  Wis American    City    Bank    & 

Trust  Co.  NA. 
Fenton,  Mo Commerce  Bank  of  Fenton 

NA. 
Martinsburg,  W.  Va..  Peoples    National   Savings 

of  Martinsburg,  W.  Va. 
Oriskany  Falls,  N.Y..  Citibank  (central)  National 

Association. 
Russiaville,  Ind Central   National   Bank  of 

Howard  County. 
Hamilton  Township,     Hamilton     Bank    National 

N.J.  Association. 

Owatonna,  Minn Northwestern  National  Bank 

of  Owatonna. 

Odessa,  Tex... State  National  Bank 

Boise,  Idaho Bank  of  Idaho  NA 

Russellville,  Ariz First  National  Bank  of  Rus- 
sellville. 
Rainelle,  W.  Va Western    Greenbrier    Na- 
tional Bank. 

Des  Moines,  Iowa Valley  National  Bank 

Bala-Cynwyd,  Pa First    Pennsylvania    Bank 

NA. 
Billings,  Mont Security  Bank  NA 

Cincinnati,  Ohio Central  Trust  Co.  NA Cincinnati,  Ohio. 

Norwalk,  Ohio Huron  Couny    Banking  Co.  Norwalk,  Ohio. 

NA. 

Charleston,  W.  Va...  Kanawha  Valley  Bank  NA..  Charleston,  W.  Va 


Marion,  Ind. 

Passaic,  N.J. 

Brewton,  Ala. 

Fontanelle,  Idaho 
Pigeon,  Mich. 

Boston,  Mass. 
Charleston,  W.  Va. 

Bozeman,  Mont. 

Richey,  Mont. 

Parkersburg,  W.Va. 
Manitowac,  Wis. 

Kansas  City,  Kans. 

Beckley,  W.Va. 

Little  Rock,  Ark. 

Grand  Rapids,  Mich. 

Milwaukee,  Wis. 

Fenton,  Mo. 

Martinsburg,  W.  Va. 

Oriskany  Falls,  N.Y. 

Russiaviile,  Ind. 

Hamilton  Township, 
N.I. 
Owatonna,  Minn. 

Odessa,  Tex. 
Boise,  Idaho. 
Russellville,  Ariz. 

Rainelle,  W.  Va. 

Des  Moines,  Iowa. 
Bala-Cynwyd,  Pa. 

Billings,  Mont. 


STATE  MEMBER  TO  NONMEMBER 


Jan.  4, 1960 

Jan.  15,1960 

Jan.  29,1960 

Feb.  16,1960 

Feb.  24,1960 
Mar.  10, 1960 
Mar.  17, 1960 
Apr.  20, 1960 
May  2, 1960 
May  17,1960 
May  19,1960 
May  25,1960 

July   12,1960 

July  26,1960 

Do 


Citizens  Bank 

Security  State  Bank... 

German  American  B^nk 

Citizens  State  Bank  &  Trust 

Co. 

Farmers  Bank 

Denmark  State  Bank 

Merchants  State  Bank 

Security  State  Bank 

Cynthiana  State  Bank. 

Commercial  State  Bank 

Maplewood  Bank  &  Trust  Co.. 
Kentucky   Farmers   Bank  of 

Catlettsburg. 

County  Trust  Co 

Crosby  State  Bank 

Bank  of  Commerce 


Colquitt,  Ga._ 
Pearsall,  Tex. 
Jasper,  Ind.. 
Kilgore,  Tex.. 


Aug.  23, 1960 
Sept.   7,1960 


Security  State  Bank... 
Normandy  State  Bank. 


Clay,  Ky. 

Denmark,  Wis 

Rhinelander,  Wis. 

Sheldon,  Iowa 

Cynthiana,  Ind... 
El  Campo,  Tex... 
Maplewood,  Mo.. 
Catlettsburg,  Ky.. 

Glen  Burnie,  Md.. 

Crosby  Tex 

Milton  Freewater, 

Oreg. 
Mount  Ayr,  Iowa. 
Normandy,  Mo... 
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Sept.  15, 1960    State  Bank  of  Barnum 

Barnum,  Minn 

Oct.     6,1960    Commercial  State  Bank 

Pocahontas,  Iowa 

Oct.   10,1960    Chicago  City  Bank  &  Trust.. 

Chicago,  III. 

Oct.   13,1960    Union  State  Bank 

Carrizo  Springs,  Tex. 

Oct.   25,1960    Home  Bank 

Compton,  Calif 

Nov.    9,1960    First  Bank  of  Alabaster. 

Alabaster,  Ala 

Nov.  16, 1960    1st   State    Bank   of   Corpus 

Christi. 
Nov.  28, 1960    Security  Bank  of  Myrtle  Point. 

Corpus  Christi,  Tex.. 

Myrtle  Point,  Oreg... 

Jan.     3,1961     Newberry  State  Bank 

Newberry,  Minn 

Mar.    1,1961    Cass  County  State  Bank 

Cassopolis,  Minn 

Mar.    6,1961    Citizens  State  Bank 

Knox  City,  Tex 

Mar.  15, 1961    Peoples     State      Bank     of 

Gillespie,  III. 

Giilespie. 

June    7,1961    Stromsburg  Bank 

Stromsburg,  Nebr... 
Eldorado,  III 

June  15, 1961    C.  P.  Burnslt  &  Sons  Bankers. 

July   14,1961     New  Bethlehem  Bank 

New  Bethlehem,  Pa.. 

July  26,1961    Security  State  Bank 

Fredericksburg,  Tex. 

July   23  1961    Citizens  State  Bank 

Tupelo,  Mo.     

Sept.    l!l961     Home  State  Bank 

Royal,  Iowa 

Sept.  26, 1961    Webster  Grovers  Trust  Co 

Webster  Grove,  Mo._ 

Oct.     9, 1961    State    Bank    of    East    Fort 

Cuero,  Tex 

Worth. 

Nov.    1,1961    Gruver  State  Bank... 

Gruver,  Tex 

Nov.  29, 1961     First  State  Bank  of  Uvalde.. 

Uvalde,  Tex 

Jan.    2,1961     Panhandle  State  Bank. 

Borger,  Tex.. 

Feb.  12, 1961    Bay  City  Bank  &  Trust  Co.... 

Bay  City,  Tex. 

Feb.  27, 1961    Peoples    Bank    of    Fleming 

County. 
Mar.  16, 1961    San  Benito  Bank  &  Trust  Co.. 

Flemingsburg,  Ky 

.  San  Benito,  Tex 

Mar.  21, 1961     Farmers  &  Merchants  Bank... 

.  Marianna,  Ark. 

May    9,1961     Farmers  Bank  of  Polo 

.  Polo,  Mo... 

May  22, 1961     East  Texas  Bank  &  Trust  Co.. 

.  Longview,  Tex 

Bushnell,  III 

May  28, 1962    Farmers  &  Merchants  State 

Bank. 

June  21, 1962    Brownfield   State    Bank   & 

Brownfield,  Tex 

Trust  Co. 

June  29, 1962    Levelland  State  Bank 

.  Levelland,  Tex 

July    2,1962     First  State  Bank 

.  Booker,  Tex 

July  10, 1962    West  Texas  State  Bank 

.  Snyder,  Tex... 

July  25,1962    Richview  State  Bank 

.  Richview,  III 

Aug.    8,1962    Spur  Security  Bank 

.  Spur,  Tex 

Sept  10, 1962    Farmers  &  Merchants  State 

Springfield,  Minn 

Bank. 

Sept.  12, 1962    State  Bank  of  Springfield 

....do. 

Oct.     1,1962    York  Bank  &  Trust  Co 

.  York,  Pa. 

Oct.     4,1962    Farmers  State  Bank.. 

.  Eustis,  Nebr 

Nov.    1,1962    First  Trust  &  Savings  Bank.. 

.  Riverdale,  III Riverdale  Bank 

Riverdale,  III. 

Nov.  15, 1962     Kraft  State  Bank 

.  Menomonie,  Wis 

Nov.  16,1962    Security  Trust  Co 

.  St.  Louis,  Mo 

Nov.  28,1962    First  State  Bank.. 

.  Fremont,  Nebr 

Dec.  19,1962    Citizens  State  Bank 

.  Hempstead,  Tex 

Dec.  26, 1962    First  State  Bank  of  Odem... 

.  Odem,  Tex_ 

Jan.     2,1963    Osage  Valley  Bank 

.  Warsaw,  Mo 

Jan.   14,1963    Robert  Lee  State  Bank 

.  Robert  Lee,  Tex 

Jan    15  1963    Continental  State  Bank 

.  Alto,  Tex 

Jan!  25|  1963     FirstState  Bank  of  Marlin 

.  Marlin, Tex. 

Feb.  18,1963    FirstState  Bank  of  Tonganoxis 

i.  Tonganoxie,  Kans 

Mar.    6,1963    First  Bank  &  Trust  Co 

.  Cairo,  III.   

Mar.  15,1963    FirstState  Bank... 

.  Bremond.Tex. 

Mar.  18,1963    Guaranty  Bank  &  Trust  Co... 

.  Gatesville.Tex 

Mar.  29, 1963    Citizens  Savings  Bank  of  Mil- 
ford. 

Mar.  30, 1963    Wayne  County  Bank  &  Trust 
Co. 

Apr.     1,1963    Community  Bank  of  Warsaw. 

May     1,1963    Glasgow  Savings  Bank 

Milford,  III 

Honesdale.Pa 

.  Glasgow,  Mo 

Do    ...  FirstState  Bank  of  Lynwood  . 

.  Lynwood, Calif 

June  11  1963    Sidell State  Bank 

Sidell.  Ill       

Oct.    18^  1963    Bank  of  the  Mainland 

.  La  Marque,  Tex 

Oct.   30, 1963    Southern  Commercial  &  Sav- 

St. Louis,  Mo 

ings. 
Nov     6  1963    Rochester  State  Bank 

.  Rochester  III 

Nov!    8',  1963    Wharton  Bank  &  Trust  Co.... 

.  Wharton, Tex 

Nov.  27, 1963    Texas  State  Bank.... 

.  Austin, Tex 

Dec.  23,1963    ScribnerBank 

.  Scribner.Nebr 

Dec.  27,1963    FarmersStateBank 

.  Cleveland. Tex 

.  St.  Louis,  Mo. 

Dec    30  1963    Mound  City  Trust  Co 

Jan.  20,1964    FirstState  Bank 

.  Belmond,  Iowa 
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Abingdon  Bank  &TrustCo Abingdon,  III 

Old  Capital  Bank  &TrustCo  ._  Corydon,  Ind 

Merchants  Trust  &  Savings    Kenner,  La 

Bank. 

FirstState  Bank  of  King  City..  KingCity,  Mo 

Farmers  State  Bank  of  Chad-    Chadwick,  III 

wick. 

First  State  Bank Loraine,  Tex. 

Peoples    Trust    &    Savings    Green  Bay,  Wis Peoples  Bank  of  Green  Bay.  Green  Bay,  Wis. 

Bank. 

First  State  Bank Monahans,  Tex. 

Peru  Trust  Co Peru,  Ind 

Bremen  State  Bank Bremen,  Ind.. 

Northtown  Bank  of  Decatur..  Decatur,  III 

Englewood  State  Bank Englewood,  Colo 

First  State  Bank.. Morton,  Tex 

Chippewa  Trust  Co.. St.  Louis,  Mo 

Bank  of  Gering Gering,  Nebr 

Marion  State  Bank Marion,  Tex 

Bank  of  Menomonie Menomonie,  Wis 

Peoples  Trust  City  Bank Reading,  Pa 

Mont  Alto  State  Bank Mont  Alto,  Pa 

State  Bank  of  Fox  Lake Fox  Lake,  Wis.. 

Farmers  &  Merchants  Bank..  Greenwood,  Wis 

Burns  State  Bank Burns,  Kans.. 

Corydon  State  Bank Corydon,  Iowa 

Hamilton  Bank Hamilton,  Mo.. 

Park  State  Bank Milwaukee,  Wis 

Dauphin  Deposit  Trust  Co Harrisburg,  Pa 

Farmers  State  Bank Middletown,  Ind 

State  Bank  of  Florence Florence,  Wis 

Citizens  Bank  &  Trust  Co Washington,  Ind 

Mazon  State  Bank Mazon,  III 

Case  Bank  &  Trust  Co St.  Louis,  Mo 

Fowler  State  Bank Fowler,  Ind 

Corn  Belt  Bank Bloomington,  III 

Farmers  &  Merchants  Bank..  Boswell,  Ind 

Gary  Wheaton  Bank Wheaton,  III 

Nashville  State  Bank.. Nashville,  Ind 

Arnold  Savings  Bank Arnold,  Md 

FirstState  Bank... Hawkins,  Tex 

Fidelity  Bank  &  Trust  Co Houston,  Tex 

American  State  Bank Lubbock,  Tex 

Industrial    State     Bank    of    Kalamazoo,  Mich 

Kalamazoo. 

Feb.  15,1966    Glasford  State  Bank Glasford,  III... 

Do.. Farmers     State     Bank     of    llliopolis,  III 

I II  lopol  IS. 

Do Birmingham-Bloomfield  Bank.  Birmingham,  Mich... 

Mar.     1,1966    Farmers  State  Bank  of  Buffalo.  Buffalo,  III 

Mar.    4, 1966    First  State  Bank  &  Trust  Co.     Houston,  Tex. 

of  Houston. 

Mar.  18,1966    Eden  State  Bank Eden,  Tex... 

Mar.  29,1966    First  Western  State  Bank  of    Minot,  N.  Dak.. 

Mi  not. 

Apr.     1, 1966    Bucks  City  Bank  &  Trust  Co.  Perkasie,  Pa 

Apr.     6,1966    Williams  Savings  Bank Williams,  Iowa 

Apr.  19, 1966    Lyon  County  State  Bank Rock  Rapids,  lowa... 

May   16,1966    Commercial  Security  Bank...  Ogden,  Utah 

June    1,1966    Bank  of  Illinois  Valley.. Cave  Junction,  Oreg. 

June    3, 1966    State  Bank  of  Escanaba Escanaba,  Miss 

June    8,1966    Hicksv.lle  Bank Hicksville,  Ohio 

July     1,1966    State  &  Savings  Bank Monticello,  Ind 

July   12,1966    Peoples  State  Bank.... Artesia,  N.  Mex 

July   18,1966    Reading  Trust  Co... Reading,  Pa. 

July   20,1966    Union  Bank  &  Trust  Co. Delphi,  Ind. 

July   21,1966    State  Bank  of  Kewaunee Kewaunee,  Wis 

July   25,1966    Rogers  County  Bank Claremore,  Okla 

Aug.     1,1966    F&M  Trust  Co.  of  Chambers-    Chambersburg,  Pa... 
burg. 

Aug.    3,1966    Midway  Bank  &  Trust Cedar  Falls,  Iowa.... 

Aug.  22,1966    Metropolitan  Bank  &  Trust  Co.  Chicago,  III. 

Sept.  30, 1966    First  State  Bank Britt,  Iowa 

Oct.    10,1966     Kane  City  Bank  &  Trust  Co..  Elburn,  III. 

Oct.    19,1966    Union  Bank Loogootee,  Ind 

Oct.   20,1966    Smackover  State  Bank Smackover,  Ark 

Dec.  12,1966    Moore  State  Bank Lland,  Tex... 

Dec.  15,1966     Bank  of  Crane.... Crane,  Mo 

Dec.  21, 1966    Bank  of  Keytesville.. Keytesville,  Mo. 


Feb. 

3, 1964 

May 

4, 1964 

May 

28, 1964 

July 

2, 1964 

July 

10, 1964 

July 

16, 1964 

July 

17, 1964 

July  21,1964 

Aug. 

7, 1964 

Aug. 

24,  1964 

Aug. 

31, 1964 

Oct. 

21,  1964 

Oct. 

22,  1964 

Nov. 

17, 1964 

Nov. 

18,  1964 

Nov. 

20,  1964 

Dec. 

1, 1964 

Dec. 

23, 1964 

Jan. 

4, 1965 

Jan. 

20,  1965 

Feb. 

1,  1965 

Feb. 

9,  1965 

Mar. 

23,  1965 

Apr. 

1,  1965 

Apr. 

6,  1965 

May 

10,  1965 

June 

28, 1965 

June 

30, 1965 

July 

1, 1965 

July 

9,  1965 

July 

30, 1965 

Aug. 

9, 1965 

Aug. 

16, 1965 

Aug. 

18, 1965 

Aug. 

27, 1965 

Sept 

.  16,  1965 

Sept.  20, 1965 

Nov. 

17,  1965 

Nov. 

22,1965 

Dec. 

20, 1965 

Jan. 

18, 1966 
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Jan.     5,1867    Charlevoix      County      State    Charlevoix,  Mich 

Bank. 

Central  Bank  &  Trust  Co Springville,  Utah 

Sumitomo  Bank  California San  Francisco,  Calif.. 

Merchants     Planters  Bank...  Camden,  Ark. 

Amalgamated  Trust  &  Sav-    Chicago,  III 

ings  Bank. 
Evanston    Trust    &   Savings    Evanston,  III 

Bank. 

B3nk  of  Stlvis Silvis,  III 

Stock      Growers      National      Wheatland,  Wyo 

Bank  of  Wheatland. 

Bank  of  Waldron  . Waldron,  Ark. 

State  Bank  of  Morton Morton,  Wash 

Heights  State  Bank... Houston,  Tex 

First  State  Bank Bangs,  Tex 

Lake  City  Bank Warsaw,  Ind 

Carbon  Emery  Bank. Price,  Utah... 

State  Bank  of  Hawley Hawley,  Minn 

B;ppus  State  Bank Bippus,  Ind 

State  Bank  of  Milan Milan,  Ind. 

Greenfield  State  Bank Bakersfield,  Calif 

Bremen  State  Bank... Tmley  Park,  III 

Nortneastern  Banking  Co Commerce,  Ga 

Pawnee  County  Bank Pawnee  City,  Nebr.. 

Traders     State      Bank     of    Poplar,  Mont 

Poplar. 

GerLer  State  Bank. Argenta,  III. 

Citizens  State  Bank Kiel,  Wis... 

State  Bank  of  Sleepy  Eye Sleepy  Eye,  Minn 

First  State  Bank  of  Olmsted..  Olmsted,  III 

Schuylkill  Haven  Trust  Co....  Schuylkill  Haven,  Pa. 

Grant  County  Bank Sheridan,  Ark 

Bank  of  Montpelier Montpelier,  Ind 

Bank  of  Florida  in  St.  Peters-    St.  Petersburg,  Fla...  First  State  Bank... St.  Petersburg,  Fla. 

burg. 
Hoyleton    State    &    Savings  Holeton,  III 

Bank. 

Seminole  State  Bank. Seminole,  Tex 

Seaside  Bank Westhampton  Beach, 

N.Y. 

State  Bank  of  Paradise Paradise,  Pa. 

Thorndale  State  Bank Thorndale,  Tex 

Citizens  State  Bank  of  Dal-    Dalhart,  Tex 

hart. 

State  Bank DeKalb,  Tex. 

Home  Bank.. Milwaukee,  Wis 

Union  State  Bank East  Bernard,  Tex... 

First  State  Bank Rockwall,  Tex 

Maries  County  Bank Vienna,  Mo 

Bank  of  Galesburg Galesburg,  III 

Farmers  State  Bank.. Clifton,  Tex. 

Oklahoma  State  Bank. Buffalo,  Okla 

Joy  State  Bank Joy,  III 

Bank  of  Lake  Village Lake  Village,  Ark.... 

Hawthorne  Bank Wheaton,  III 

Gwinn  State  Savings  Bank Gwinn,  Mich 

Farmers  State  Cank  of  York-    Yorkville,  III 

villa. 

First  State  Bank  of  Salina Salina,  Utah 

Bank  of  Atchison  County Rock  Port,  Mo 

Winters  State  bank Winters,  Tex 

Union  Bank  &  Trust  Co Greensburg,  Ind 

Wood  &  Huston  Bank Marshall,  Mo 

Peoples  State  Bank  of  Colfax..  Colfax,  III.. 

State  Eschange  Bank Yates  Center,  Kans.. 

Roswell  State  Bank Roswell,  N.  Mex 

Irwin  Union  Bank  &  Trust  Co..  Columbus,  Ind 

Citizens  State  Bank Hartford  City,  Ind  — 

Bank  of  Warwick Newport  News,  Va... 

Coast  Bank Long  Beach,  Calif — 

Deer  Lodge  Bank  &  Trust  Co.   Deei  Lodge,  Mont... 

Twin  City  Bank North  Little  Rock, 

Ark. 

Citizens  Bank  of  Abilene Abilene,  Kans 

Citizens  Bank  of  Tolono Tolono,  III 

Northern    Central    Bank    &    Williamsport,  Pa 

Trust. 


Jan. 

10 

1967  i 

Feb. 

5. 

1967  ! 

Feb. 

15. 

1967 

Mar. 

291, 

1967  , 

War. 

31. 

1967 

Do.. 

Apr. 

24, 

1967 

May 

1, 

1967 

Do.. 

May 

4. 

1967 

June 

13, 

1967 

Aug. 

14,  1967 

Aug. 

15, 

1967 

Sept.  13, 19c7 

Sept.  20, 1967 

Nov. 

2. 

19b/ 

Nov. 

10, 

1967 

Nov. 

24, 

1976 

Dec. 

15. 

1976 

Dec. 

18,  1967 

Jan. 

11, 

1963 

Jan. 

15. 

1963 

Jan. 

31 

1968 

Feb, 

14 

19fa 

Feb. 

15. 

196S 

Mar. 

1 

1, 

)o 

1963 

Mar. 

7, 

1363 

Apr. 

12. 

1968 

Apr. 

30. 

1963 

May 

21-, 

1968 

May  27,1968 

June 

3, 

1968 

July 

1, 

1963 

July 

3, 

1968 

July 

9. 

1968 

July 

12, 
Do 

1968 

July 

15, 

1968 

Aug. 

1, 

1968 

Aug. 

2, 

1968 

Aug. 

12. 

1968 

Aug. 

15, 

1968 

Aug. 

21. 

1968 

Aug. 

30, 

19b8 

Sept 

.  3, 

1968 

Sept 

.  b, 

1968 

Sept 

.  16, 

1968 

Sept.  27,  1968 

Oct. 

2 

,1963 

Oct. 

7 

,1968 

Oct. 

10 

,1968 

Oct. 

16 

,1968 

Oct. 

24 

,  1968 

Oct. 

n 

,1968 

Nov. 

4 

,1968 

Nov. 

8 
Do 

,1968 

Dec. 

20 

,1968 

Dec. 

27 

,1968 

Dec. 

31 

,1968 

Jan. 

7 

,1969 

Jan. 

30 

,1969 

Jan. 

31 

,1969 

Feb. 

3 

,1969 
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Feb.     4,1969     Peoples  Savings  Bank.. New  Knoxville,  Ohio. 

Do Litchfield  Bank  &  Trust  Co...  Litchfield,  III 

Feb.   14,1969     First  State  Bank  of  Taft Tart,  Tex 

Feb.  20,1969     Bradley  Bank.. Tomahawk,  Wis 

Mar.    5,1969    Farmers  &  Merchants  State    Claflin,  Kans. 

Bank. 

Mar.  12, 1969    Thomson  State  Bank Thomson,  III. 

Mar.  18, 1969     Peoples  Bank  of  Cuba Cuba,  Mo.. 

Apr.     1,1969    Cherokee  State  Bank Cherokee,  Iowa 

Apr.    4,1969    Gunnison  Valley  Bank Gunnison,  Utah 

Apr.  21,1969     Bank  of  Luxemburg Luxemburg,  Wis 

May     9,1969    Central  Trust  &  Savings  Bank.  Genesee,  III. — 

May  29,1969    Polk  County  State  Bank Dallas,  Oreg... 

June  12,1969     Bank  of  Smithfield Smithfield,  Va 

Do. First  State  Bank  of  Camsbell    Campbell  Hili,  III 

Hill. 

June  13, 1969    State  Bank  of  Kevesport Keyesport,  III 

June  17, 1969    Bloomsburg  Bank  Columbia     Bloomsburg.  Pa 

Trust  Co. 
July     1,1969    First  Bank   &  Trust  Co.  of    Brazil,  Ind 

Clay  City. 

July    11,1969    Citizens  State  Bank... Marshall,  Ind 

July    15,1959    Rising  Sun  State  Bank Rising  Sun,  Ind 

Aug.    5,1969    Greenfield  Banking  Co Greenfield,  Ind 

Aug.  14, 1969    Citizens  Bank  &  Trust  Co.  of    Bainbridge,  Ga 

Bainbndge. 
Sept.  12, 1969    Union   State   Bank   of   West    West  Salem,  Wis 

Salem. 

Sept.  25, 1969    Citizens  Bank  of  Saline Saline,  Miss 

Sept.  29, 1969    Oregon  Bank.. Portland,  Oreg 

Oct.      1,1969    Security  Peoples  Trust  Co... .  Erie,  Pa 

Oct.     8,1863    State  Bank  of  Chrisman Chrisman,  III 

Oct.    1G,  1969    Cleo  State  Bank Cleo  Springs.  Okla... 

Oct.    15,1959    First  State  Bank Pittsburg,  Tex. 

Oct.   20, 1969     Farmers  &  Traders  Bank California,  Mo 

Oct.    27,1969    Guaranty  Bond  State  Sank...  Mount  Pleasant,  Tex. 

Nov.    3,1969     First  Capitol  Bank West  Columbia,  Tex. 

Nov.  17,1969    Bank  of  Salem... Salem,  Va 

Dec.     2, 1969     Planters  Bank  &  Trust  Co....  Thomaston,  Ala 

Dec.     3,1969    State  Savings  Bank,  Frank-     Frankfort,  Miss 

fort,  Miss. 

Dec.    4,1969    Clearfield  Trust  Co Clearfield,  Pa 

Dec.     8,1969    State  Street  Bank  &  Trust....  Quincy,  III 

Dec.  23, 1969    Union  State  Bank  of  Clinton..  Clinton,  Mo 

Dec.  24,1969     Richland  Trust  Co Mansfield,  Ohio 

Jan.     2,1970    Columbus  Bank  &  Trust  Co. .  Columbus,  Ga 

Do Citizens  State  Bank  of  Ysleta.  E!  Paso,  Tex... 

Jan.   20,1970    Spencer  County  Bank Santa  Claus,  Ind 

Feb.     4,1970    First  State  Bank  of  Shannon..  Shannon,  III 

Do Farmers    &  Merchants  State    Wakefield,  Kans 

Bank. 

Mar.  31, 1970    Bank  of  Tuscumbia Tuscumbia,  Mo 

Apr.     1,1970     Iowa  State  Bank Algona,  Iowa 

Do Industrial  State  Bank  of  Hous-    Houston,  Tex 

ton. 

Apr.    3,1970    State  Bank  of  Hammond Hammond,  III 

Apr.  20, 1970    First  State  Bank Stroud,  Okla 

Apr.  22, 1970    Owatonna  State  Bank Owatonna,  Minn 

Apr.  29, 1970     First  State  Bank  of  Lakefield.   Lakefield,  Minn 

May   11,1970    Commercial  Bank Blue  Hill.  Nebr 

May   16,1970     Iowa  Trust  &  Savings  Bank. .  Estherville,  Iowa 

May  20,1970    Chrisney  State  Bank Chrisney,  Ind 

May  21,1970    Bank  of  Canton Canton,  Okla. 

Do Tracy  Collins  Bank&  Trust  Co.  Salt  Lake  City,  Utah. 

May  25,1970    Tri-County  Bank  &  Trust  Co..  Roachdale,  Ind 

June    1,1970    Farmers  State  Bank  of  Camp    Camp  Point,  III 

Point. 
Do. Farmers  State  Bank  of  Buck-    Bucklin,  Kans 

lin. 

June    8,1970    Laona  State  Bank Laona,  Wis 

Do University  State  Bank Houston,  Tex 

June  30. 1970    Exchange  State  Bank Lanark,  III. 

July     1,1970    Lock  Haven  Trust  Co Lock  Haven,  Pa 

Do First  Bank  of  Okarche Okarche,  Okla 

July    15,1970    Plains  State  Bank Plains,  Kans 

Aug.  19,1970    Commercial  State  Bank Boise,  Idaho.. 

Aug.  28, 1970    Ida  State  Bank tola.  Tex 

Aug.  31, 1970    Martin  County  Bank.. Shoals,  Ind 

Sept.    1,1970    Moorhead  State  Bank Moorhead,  Iowa 
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Sept.   2,1970    State  Bank  of  Hudson.. Hudson,  Wis 

Sept.  15, 1970    State  Bank  of  Piper  City Piper  City,  III 

Oct.     6,1970    First  State  Bank. Kosse,  Tex.. 

Oct.    19,1970    Jersey  Shore  State  Bank Jersey  Shore,  Pa 

Oct.   23,1970    Citizens  Bank  of  Windsor Windsor,  Mo 

Dec.     7,1970    Mofeat  County  State  Bank. ..  Craig,  Colo 

Do Citizens  State  Bank Ellsworth,  Kans 

Dec.  31,1970    Ottawa  County  Bank Minneapolis,  Kans... 

Jan.   18,1971     Farmers  State  Bank  of  Oakley.  Oakley,  Kans 

Feb.     2.1971     Farmers  State  Bank Wallace,  Nebr_ 

Feb.  23,1971     North  Fork  Bank  &  Trust  Co...  Mattituck,  N.Y 

Mar.    1.1971     Imlay  City  State  Bank Imlay  City,  Mich 

Mar.  12,1971     First  American  Bank  &  Trust..  Purcell,  Okla 

Mar.  16,1971     Elston  Bank  &  Trust  Co Crawfordsville,  Ind. . 

Apr.  15,1971     Lancaster  State  Bank Lancaster,  Wis 

Apr.  23, 1971     Bremen  Bank  &  Trust  Co St.  Louis,  Mo 

May   13,1971     Holstein  State  Bank Holstein,  Iowa 

June  15, 1971    Security  State  Bank Commanche,  Okla... 

July     2,1971    Security  Bank  &  Trust  Co Danville.Va 

July   26,1971     Farmers  &  Merchants  State  Darlington,  Ind 

Bank. 

July  27,1971    Schertz  State  Bank Schertz,  Tex 

Aug.    2.1971    Citizens  Bank  of  Ada Ada,  Okla 

Sept.  15, 1971    Peoples  Banking  Co McComb,  Ohio 

Do Citizens  State  Bank Liberal,  Kans 

Sept.  17, 1971     Bank  of  Herington Herington,  Kans 

Oct.   22,1971    Augusta  State  Bank... Augusta,  Kans 

Dec.  15,1971     First  Independent  Bank Vancouver,  Wash 

Dec.  21,1971    Mason  State  Bank Mason,  Mich 

Jan.     1,1972    Farmers  Bank  &  Trust  Co Indiana,  Pa 

Do South  Range  State  Bank South  Range,  Mich... 

Jan.     3,1972    Hoxie  State  Bank Hoxie,  Kans 

Jan.   14,1972    Atoka  State  Bank.. Atoka,  Okla 

Jan.   15,1972    Security  Bank  &  Trust  Co Wharton,  Tex 

Feb.     8,1972    United  Bank  &  Trust  Co Hartford,  Conn 

Feb.  15,1972     Forney  State  Bank Forney,  Tex... 

Mar.    2,1972    Boureon  Agricultural  Bank  &  Paris,  Ky 

Trust  Co. 

Mar.  23, 1972    Cudahy  Marine  Bank Cudahy,  Wis... 

Mar.  28, 1972    First  Guaranty  Bank Hammond,  La 

Mar.  30, 1972    Citizens  State  Bank  &  Trust..  Wausau,  Wis 

Apr.  17,1972    First  State  Bank  of  Newman..  Newman,  III 

Apr.  26,1972    United  Bank  of  Pueblo Pueblo,  Colo... 

Do Farmers  State  Bank Shiro,  Tex 

Apr.  28,1972    First  State  Bank Avinger,  Tex 

May   11,1972    Hancock  Bank  &  Trust  Co Quincy,  Mass.. 

June    9,1972    State  Bank  of  Viroqua Viroqua,  Wis 

June  22, 1972    Monroe  County  Bank.. Sweetwater,  Tenn... 

July     1,1972    Smith  Trust& Savings  Bank..  Morrison,  III 

July   23,1972    Parker  Banking  Co Parker,  Ind... 

July   28,1972    Mutual  Trust  &  Deposit  Co...  New  Albany,  Ind 

Aug.    7,1972    Seguin  State  Bank  &  Trust...  Seguin,  Tex... 

Aug.    8,1972    Gallatin  County  State  Bank...  Ridgway,  III. 

Aug.    9,1972    Prairie  State  Bank Augusta,  Kans. 

Aug.  31,1972    State  Bank  of  Michigan Coopersville,  Mich... 

Oct.    10,1962    Cashmere  Valley   Bank Cashmere,  Wash 

Nov.    1,1972    Washington     County     State  Brenham,  Tex 

Bank. 

Nov.    7,1972    Fruita  State  Bank Fruita,  Colo... 

Nov.  10, 1972    City  &  County  Bank  of  Powell.  Powell,  Tenn 

Nov.  30, 1972    Farmers  Bank Monroe,  Ga .-. 

Do State  Bank  of  Slater Slater,  Mo 

Dec.     8,1972    Wilmington  Trust  Co Wilmington,  Del 

Dec.   14,1972     Farmers  Bank  &  Trust  Co Bardstown.Ky 

Dec.  29, 1972    Continental  Bank  4  Trust  Co..  Richmond     Heights, 

Mo. 

Jan.     1,1973    Depositors  Trust  Co Augusta,  Maine 

Jan.     2,1973     Bank  of  Delaware Wilmington,  Del 

Jan.     4,1973    Union  Banking  &  Trust  Co. ..  Du  Bois,  Pa.. 

Jan.   12,1973    Farmers  State  Bank Lexington,  Nebr 

Jan.   15,1973    Butte  County  Bank. Arco,  Idaho 

Jan.   16, 1973    Summit  and  Elizabeth  Trust  Summit,  N.J 

Co. 

Jan.   18,1973    South  Chicago  Savings  Bank..  PO  Chicago,  III 

Feb.    6,1973    Allegheny    Valley    Bank    of  Pittsburgh,  Pa 

Pittsburgh. 

Do American  Bank St.  Joseph,  Tenn 

Feb.    2,1973    Union  Bank  &  Trust  Co Strawberry  Point, 

Iowa. 
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Mar.    1,1973    Oxford  Savings  Bank Oxford,  Mich 

Mar.  16,1973    Houlton  Trust  Co . Houlton,  Maine. 

Mar.  19, 1973    Bank  of  Kaukauna. Kaukauna,  Wis..  ... 

Mar.  21, 1973    Clay  City  Banking  Co Clay  City,  III.. 

Mar.  22, 1973    Greene  County  Bank Greeneville,  Tenn.... 

Mar.  28, 1973    First  State  Bank Webster  City,  lowa.. 

Do Wisconsin  Marine  Bank. Milwaukee,  Wis 

Apr.  22, 1973    Citizens  State  Bank Caddit,  Wis 

May     2,1973    Roscoe  State  Bank Roscoe,  Tex 

June  14, 1973    Bank  of  Hartsville Hartsville,  Tenn 

July  27,1973    First  City  Bank  &  Trust  Co Hopkinsville,  Ky 

Sept.  26, 1973    First  State  Bank  of  Green-    Greenville,  Mich 

ville. 

Oct.   12,1973    Broadway  Bank  &  Trust  Co...  Paterson,  N.J 

Nov.  12,1973    East  End  State  Bank Houston,  Tex 

Nov.  21,1973    State  Bank  &  Trust  Co Beeville,  Tex 

Dec.  15, 1973    Peoples  Bank  of  Glen  Rock...  Glen  Rock,  Pa. 

Dec.  20,1973    Pendleton  Banking  Co Pendleton,  Ind 

Dec.  24, 1973    Lafayette  Trust  Bank Easton,Pa_ 

Jan.     1,1974    Citizens  State  Bank Corpus  Christi,  Tex.. 

Jan.    10,1974  Marion  Junction  State  Bank..  Marion  Junction,  Ala- 
Jan.    16, 1974    Farmers  &  Merchants  Bank..  Forest,  Miss.. 

Jan.   22,1974    Bank  of  Brinkley. Brinkley,  Ark. 

Feb.  13,1974    Bank  of  Powhatan Powhatan,  Va 

Feb.  14,1974    Manteno  State  Bank. Manteno,  III. 

Feb.  15,1974    Marathon  State  Bank Marathon,  Wis. 

Feb.  21,1974    Winnetka  Bank. Winnetka,  111 

Feb.  22,1974    American  Bank Cerro  Gordo,  111 

Mar.    1,1974    First  Michigan  Bank  &  Trust..  Zeeiand,  Mich 

Mar.    6,1974    Ludington  State  Bank Ludington,  Mich 

Apr.  19,1974    American  State  Bank Lubbock,  Tex 

May    3,1974    St.  Joseph  Valley  Bank Elkhart,  Ind 

June    6,1974    Citizens  Bank Attica,  N.Y 

June  10, 1974    Blackpipe  State  Bank Martin,  S.  Dak 

June  14, 1974    Bank  of  Orleans.... Orleans,  Ind. 

June  18, 1974    Community  Bank.. Steel  ville,  Mo 

July   15,1974    Bank  of  Yazoo  City Yazoo  City,  Miss 

Aug.  26, 1974    Granite  City  Bank Elberton,  Ga.. 

Sept.   3,1974    Firestone  Bank Akron,  Ohio.. 

Sept.  23, 1974    Middle  Tennessee  Bank. Columbia,  Tenn 

Oct.   21,1974    Metairie  Bank  &  Trust  Co....  Metairie,  La... 

Oct.   30,1974    Valier  Bank  of  Montana Valier,  Mont 

Nov.    9, 1974  Bar  Harbor  Bank  &  Trust  Co.  Bar  Harbor,  Maine... 

Nov.  13, 1974    Harlan  County  Bank Alma,  Nebr 

Nov.  28, 1974    Amalgamated   Bank  of  New    New  York,  N.Y 

York. 

Dec.  23,1974    Citizens  Banking  Co Anderson,  Ind 

Dec.  28, 1974    Carteret  Bank  &  Trust  Co....  Carteret,  N.J 

Jan.     4,1975    Elk  Horn  Bank  &  Trust  Co...  Arkadelphia,  Ark 

Jan.   18,1975    Mount  Clemens  Bank. Mount  Clemens,  Mich 

Jan.   31, 1975    West  Liberty  State  Bank West  Liberty,  Iowa.. 

Do Central  Bank Lebanon,  Mo 

Feb.  21,1975    Fidelity  State  Bank  &  Trust    Topeka,  Kans 

Co. 

Mar.    3,1975    Security  Bank  of  Rich  Hill....  Rich  Hill,  Mo. 

Mar.  27, 1975    State  Bank  of  East  Moline.. ._  East  Moline,  III 

Apr.  16,1975    Citizens  State  Bank Osage  City,  Kans 

Apr.  24, 1975    Old    Farmers    &    Merchants    Hillsdale,  111.. 

State  Bank. 
Do Farmers  &  Merchants  State    Logansport,  Ind 

Bank. 

June  13, 1975    Peoples  State  Bank Rossville,  Kans 

July     1, 1975    Commercial  &  Farmers  Bank.  Ellicott  City,  Md 

July   18,1975    Walnutport  State  Bank Walnutport,  Pa 

Do Farmers  &  Merchants  State    Oldenburg,  Ind 

Bank. 

Aug.    1,1975    Poland  State  Bank.. Poland,  Ind 

Aug.    9, 1975    First  State  Bank  of  Decatur...  Decatur,  Mich.. 

Aug.  15,1975    Colonial  Bank New  Orleans,  La 

Sept.  10, 1975    First   SC    Bank  &  Trust  of    Miles  City,  Mont 

Miles  City. 

Sept.  18, 1975    Sylvan  State  Bank Sylvan  Grove,  Kans.. 

Sept.  23, 1975    Clevland  State  Bank.... Cleveland,  Wis 
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Feb.  16,1960    Bank  of  Park  Ridge... Park  Ridge,  III First  National  Bank Park  Ridge,  III. 

Apr.  15,1960    Valley  State  Bank Le  Sueur,  Minn Valley  National  Bank  of  Le  Le  Sueur,  Minn. 

Sueur. 

June    1,1960    Florida  Bank  at  Port  St.  Joe..  Port  St.  Joe,  Fla Florida    National   Bank   at  Port  St.  Joe,  Fla. 

Port  Saint  Joe. 

Aug.  19, 1960    Independent  &  Savings  Bank    Pensacola,  Fla Commercial  National  Bank  Pensacola,  Fla. 

of  Pensacola.  of  Pensacola. 

Nov.    1,1960    Punta  Gorda  State  Bank Punta  Gorda,  Fla First  National  Bank Punta  Gorda,  Fla. 

Dec.  19,1960    Central  State  Bank Oklahoma  City,  Okla.  Central  National  Bank Oklahoma  City,  Okla. 

Apr.  10,1961     Bank  of  Silver  Spring... Silver  Spring,  Md American  National  Bank  of  Silver  Spring,  Md. 

Silver  Spring. 

June  16, 1961     Merchants  &  Planters  Bank..  Warren,  Ark... First  National  Bank. Warren,  Ark. 

June  28, 1961     Empire  State  Bank Empire,  Mich Empire    National   Bank  of  Traverse  City,  Mich. 

Traverse  City. 

Oct.     2,1961     Cherry  Creek  Bank Denver,  Colo Cherry  Creek  National  Bank  Denver,  Colo. 

of  Denver, 

July     2,1962    Guaranty  Trust  Co... Corpus  Christi,  Tex..  Guaranty  National  Bank  &  Corpus  Christi,  Tex. 

Trust. 

Aug.  16, 1962    Security  State  Bank Pacific  Grove,  Calif..  Security    National    Bank  rof  Pacific  Grove,  Calif. 

Monterey  County. 

Aug.  17, 1962     First  Bank  &  Trust  Co South  Miami,  Fla First     National     Bank    of  South  Miami,  Fla. 

South  Miami. 

Oct.     1,1962    Bank  of  Fairhope Fairhope,  Ala First  National  Bank  of  Fair-  Fairhope,  Ala. 

hope. 

Oct.   22,1962    Bank  of  Lafayette Lafayette,  Colo First  National  Bank Lafayette,  Colo. 

Do First  State  Bank.. Louisville,  Colo First  National  Bank  of  Louis-  Louisville,  Colo. 

ville. 

Dec.    3,1962    Richmond  Bank  &TrustCo...  Richmond,  Va Richmond  National  Bank  &  Richmond,  Va. 

Trust  Co. 

Dec.    8,1962    Citizens  State  Bank Oklahoma  City,  Okla.  Citizens  National  Bank  of  Oklahoma  City,  Okla. 

Oklahoma  City. 

Dec.  17,1962    Colonial  Trust  Co Wilmington,  Del Colonial  National  Bank Wilmington,  Del. 

Jan.     2,1963    Morris  Plan  Bank Stamford,  Conn Lincoln    National   Bank  of  Stamford,  Conn. 

Stamford. 

Do Gulf  State  Bank New  Port  Richey,         First  Nat.unal  Bank New  Port  Richey, 

Fla.  Fla. 

Do Commercial  Bank Harrison,  Ark First  National  Bank  in  Har-  Harrison,  Ark. 

rison. 

Do Bank  of  Long  Prairie... Long  Prairie,  Minn...  First  Naiionl  Bank  of  Long  Long  Prairie,  Minn. 

Prairie. 

Feb.    4,1963    Rutherford  Bank Rutherford,  Tenn First  National  Bank Rutherford,  Tenn. 

Feb.  15, 1963    Pikes   Peak   Bank  of   Com-    Colorado  Springs,         Pikes  Peak  National  Bank..  Colorado  Springs, 

merce.                                     Colo.  Colo. 

Apr.     1,1963    Hurst  State  Bank Hurst,  Tex First  National  Bank Hurst,  Tex. 

May  27,1963    Citizens  Bank  of  St.  Marys...  Lexington  Park,  Md..  Citizens  National  Bank  of  Lexington  Park,  Md. 

Southern  Maryland. 

June  17, 1963    First  State  Bank. Caddo,  Okla Bryan  County  National  Bank.  Caddo,  Okla. 

July    15,1963    First  State  Bank... Wolf  Point,  Mont Western  National  Bank Wolf  Point,  Mont. 

Sept  16,1963    Airline  State  Bank Houston,  Tex.. Airline  National  Bank Houston,  Tex. 

Sept.  17, 1963    Johnston  County  Bank Smithfield,  N.C First  National  Bank  of  Smith-  Smithfield,  N.C. 

field. 

Sept.  19, 1963    Citizens  Bank West  Hollywood,  Fla.  Citizens  National  Bank West  Hollywood,  Fla. 

Oct.     1,1963    Belt  State  Bank. St.  Joseph,  Mo Belt  National  Bank  of  St.  St.  Joseph,  Mo. 

Joseph. 

Oct.     7,1963    Bank  of  Levasy Levasy,  Mo.. Sugar  Creek  National  Bank.  Sugar  Creek  Mo. 

Oct.   30,1963    Commercial    Bank    at    Fort    Fort  Pierce,  Fla First  National  Bank  of  Fort  Fort  Pierce,  Fla. 

Pierce.  Pierce. 

Nov.    1,1963    Merchants  &  Planters  Bank..  West  Memphis,  Ark..  First  National  Bank West  Memphis,  Ark. 

Jan.     2,1964     Fust  State  Bank Jackson,  S.C First  State  National  Bank. .  Jackson,  S.C. 

Do Lake  City  State  Bank Lake  City,  Mich First  National  Bank  of  Lake  Lake  City,  Mich. 

City. 

Jan.   25,1964    Plainview  State  Bank Plainview,  Nebr Plainview  National  Bank. ..  Plainview  Nebr. 

Mar.    3,1964    Randhurst  Bank Mount  Prospect,  III ..  First  National  Bank. Mount  Prospect,  III. 

Apr.     1,1964    Wyoming  State  Bank Wyoming,  Mich First     National     Bank    of  Wyoming,  Mich. 

Wyoming. 

Apr.  13, 1964    Planters  Bank Sikeston,  Mo First     National     Bank    of  Sikeston,  Mo. 

Sikeston. 

May     1,1964     Bank  of  Melbourne  &  Trust    Melbourne,  Fla National  Bank  of  Melbourne.  Melbourne,  Fla. 

Co. 

Do Mississippi  City  Bank Osceola,  Ark First  National  Bank Osceola,  Ark. 

Do Espanola  State  Bank Espanola,  N.  Mex ...  First    National    Bank    Rio  Espanola,  N.  Mex. 

Arriba. 

June  30, 1964    Western  Springs  State  Bank..  Western  Springs,          First     National     Bank    of  Western  Springs 

III.                               Western  Springs.  III. 

Sept.    1,1964     Bank  of  Franksville Franksville,  Wis Racine     County     National  Franksville,  Wis. 

Bank. 

Oct.    13,1964    Central  Baldwin  Bank Robertsdale,  Ala Baldwin  National  Bank Robertsdale,  Ala. 

Oct.    16, 1964    Saginaw  Valley  Bank Saginaw,  Mich Valley  National  Bank Saginaw,  Mich. 

Nov.    2,1964    Bowling  Gieen  Bank  Co Bowling  Green,  Ohio  .  First  National  Bank Bowling  Green,  Ohio  . 
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Nov.    9,1964    First  Bank  &  Trust  Co.  of    Boca  Raton,  Fla First  Bank  &  Trust  Com-  Boca  Raton,  Fla. 

Boca  Raton.  pany of  Bcca  Raton, N.A. 

Nov.  13, 1964    State  Savings  Bank. Ovid,  Mich Cental   National   Banket  S  t. Johns,  Mich. 

St.  Jchns. 

Nov.  16,1964    Capital  Bank Cleveland,  Ohio Capital  National  Bank Cleveland,  Ohio 

Dec.  15,1964    Bank  cf  Livonia Livonia,  Mich Livonia  National  Bank Livonia,  Mich. 

Feb.     1,1965    American  Bank  of  Oaklawn.  __  Oaklawn,  ill First  National  Bank Oaklawn,  III. 

Do Centra!  Bank. Tacoma,  Wash Centra!      Bank      National  lacoma,  Wash. 

Association. 

Feb.     8,1965    Citizens  State  Bank Tupelo,  Miss First  Citizens  National  Bank.  Tupelo,  Miss. 

Mar.  10,1965    Southwest  Virginia  Bank Pocahontas,  Va Southwest  Virginia  National  Pocahontas,  Va. 

Bank. 

May  14,1955    Citizens  Bank Florence,  Miss Citizens  National  Bank Florence,  Miss. 

June    2,1965    Pitman  Title  &  Trust  Co Pitman,  U. J Broadway    National    Bank  Pitman,  N.J. 

&  Trust  Co. 

June  24,1965    Farmers  Savings  Bank.. Steamboat  Rock,  First  National  Bank.. Eidora,  Iowa. 

Iowa. 

July     1, 1965    Adelphi  Banking  Co. Adelphi,  Ohio Adelphi  National  Bank Adelphi,  Ohio. 

Aug.  10,1965    Valley  National  Bank Sioux  Falls,  S.  Dak. . 

Nov.    1,1965    Citizens  Bank  &  Trust  Co Belzoni,  Miss Citizens  National  Bank  of  Belzoni,  Miss. 

Belzoni. 

Nov.  22. 1965    Blackville  State  Bank Blackvil'e,  S.C County  National  Bank Blackville,  S.C: 

Jan.     2,1966    Flagler  Bank Miami,  Fla Cora!  Way  National  Bank...  Miami,  Fla. 

Jan.   24, 1966    Tri-State  Industrial  Bank Denver,  Colo... Villa  National  Bank Jefferson,  Colo. 

Jan.   26,1966    Florida  Bank  at  Madison Madison,  Fla Florida  First  National  Bank.  Madison,  Fla. 

Feb.  14, 1965    Stearns  County  State  Bank...  Albany,  Minn Stearns     County     National  Albany,  Minn. 

Bank. 

Mar.    1,1966     Brandon  Savings  Bank Brandon,  S.  Dak United  National  Bank  of. ..  Brandon,  S.  Dak. 

Brandon 

Mav     2, 1966    Atlantic  Industrial  Bank Stamford,  Conn Atlantic  National  Bank Stamford  ,  Conn. 

May   16,1966    Cocoa  Beach  Stat3  Bank Cocoa  Beach,  Fla United  National  Sank Cocoa  Beach,  Fla. 

June    1,1966    Williamsburg  State  Bank Kingstree,  S.C Williamsburg  First  National  Kingstree,  S.C. 

Bank. 

July     1,1966    Bank  of  Cakbrook Oak  Brook,  III. First  National  Bank  of  Oak-  Oak  Brook,  III. 

brook. 

Sept.   6,1966    Suburban  Bank  of  Livingston.  Livingston,  N.J Suburban  Bank  of  Livings-  Livingston,  N.J. 

ton. 

Dec.     1,1966    Akron-Dime  Bank Akron,  Ohio Akron    National    Bank    &  Akron,  Ohio. 

Trust  Co. 

Dec.    2, 1966    Little  Fork  Bank  &  Trust  Co..  Waukegan,  III American  National  Bank  &  Waukegan,  III. 

Trust  Co. 

Jan.     3,1967    Wayne  State  Bank.. Jesup,  Ga... First    National     Bank    cf  Jesup,  Ga. 

Wayne  City. 

Feb.  15,1967     Englewcod  State  Bank Englewood,  Colo Continental  National  Bank..  Englewood,  Ccio. 

Apr.     1,1967     Farmers  &  Merchants  Bank..  Schuyler,  Nebr First  National  Bank Schuyler,  Nebr. 

May  24,1967    Citizens  State  Bank Redwood  Falls,  First  Northwestern  National  Redwood  Fails,  Minn. 

Minn.  Bank. 

July     2,1967    First  National  Bank Searcy,  Ariz 

Aug.  23, 1967    City  Savings  Bank Charlotte,  N.C City  National  Bank. Charlotte,  N.C. 

Aug.    1,1968    Northshore  State  Bank Wayzata,  Minn First  National  Bank Wayzata,  Minn. 

Sept.   3,1968    Commonwealth  Bank Southaven,  Miss First  National  Bank Southaven,  Miss. 

Sept.   6, 1968    American  Bank  &  Trust  Co...  South  Bend,  Ind American  National  Bank  &  South  Bend,  hid. 

Trust  Co.  of  South  Bend. 

Sept.  9,1968    Coahoma  Bank  &  Trust  Co...  Clarksdale,  Miss Coahoma  National  Bank Clarksdale,  Miss. 

Nov.    1,1968    Bank  of  Belmont Belmont,  Miss First  Citizens  National  Bank.  Belmont,  Miss. 

Dec.    4,1968    Industrial   Savings   Bank  of    Tallahassee,  Fla Industrial  National  Bank...  Tallahassee,  Fla. 

Tallahassee. 

Jan.   15,1969    Middle  River  State  Bank Middle  River,  Minn..  First  National  Bank Middle  River,  Minn. 

Jan.   17,1969    Edison  Bank Edison,  N.J Edison  Bank South  Plainsville,  N.J. 

Feb.  21, 1969    Bay  City  State  Bank Pierce  City,  Wis Hiawatha  National  Bank....  Hager  City,  Wis. 

Apr.  21, 1969    First  American  Bank... Chandler,  Ariz First    American     National  Chandler,  Ariz. 

Bank. 

Aug.    1,1969    Lisbon  Savings  Bank  &  Trust    Lisbon,  N.H Lisbon  National  Bank Lisbon,  N.H. 

Co. 

Do.. Tri-City  State  Bank. Oak  Creek,  Wis Tri-City  National  Bank  of  Oak  Creek,  Wis. 

O3K  Cr©6k 

Sept.  2, 1969    Kansas  State  Bank  &  Trust    Prairie  Village,  Kans.  Kansas    National    Bank   &  Prairie  Village,  Kans. 
Co.                                                                           Trust  Co. 

Sept.  15, 1969    Sallisaw  State  Bank Sallisaw,  Okla National  Bank  of  Sallisaw..  Sallisaw,  Okla. 

Oct.    15,1969    Community  Bank  &  Trust Fairmont,  W.  Va Community  Bank  &  Trust,  Fairmont,  W.  Va. 

N.A. 

July     1,1969    Peoples  Banking  Co Folkston,  Ga First     National     Bank    of  Folkston,  Ga. 

Folkston. 

Mar.    2,1970    Evergreen  State  Bank Evergreen,  Colo First  National  Bank Evergreen,  Colo. 

Mar.  26, 1970    University  Hills  Bank Denver,  Colo University  National  Bank...  Denver,  Colo. 

May  20,1970    Security  Bank... Butte,  Mont Montana  National  Bank Butte,  Mont. 

July  20, 1970    Chugwater  Valley  Bank Chugwater,  Wyo First     National     Bank    of  Chugwater,  Wyo. 

Chugwater. 
Jan.     2,1971    Bank  of  Beulah.. Beulah,  Miss. First  National  Bank Rosedale,  Miss. 
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CHANGES   IN  CHARTERS  (EXCLUDING  TAKEOVERS),   1960  TO  PRESENT— Continued 
NONMEMBER  TO  NATIONAL— Continued 

New  bank  name 
Effective  date     Bank  name  City  and  State  (if  different)  City  and  State 

Mar.    8,1971    Citizens  Bank  Co Felicity,  Ohio Citizens     Bank     National    Felicity,  Ohio. 

Association. 

June    3,1971     Peoples  Bank  of  Hartsville Hartsville,  S.C.. First  Peoples  National  Bank    Hartsville,  S.C. 

of  South  Carolina. 
Aug.    2,1971    American    Bank    of    Three    Three  Rivers,  Mich..  American    Bank  of  Three    Three  Rivers,  Mich. 
Rivers.  Rivers  NA. 

Oct.    14,1971     Olympic  State  Bank... Port  Angeles,  Wash..  Olympic  National  Bank Port  Angeles,  Wash 

Oct.   15,1971     Lincoln  Security  Bank Libby,  Mont United  National  Bank Libby,  Mont. 

Dec.     1,1971     First    Bank   and    Trust    Co.    Jupiter,  Fla First  National  Bank  &  Trust    Tequesta 

Jupiter'Tequesta.  Co.  Jupiter. 

Feb.    1,1972    First  Security  Bank  of  Red    Red  Lodge,  Mont Montana  National  Bank  of    Red  Lodge,  Mont. 

Lodge.  Red  Lodge. 

Do Miners  &  Merchants  Bank Roundup,  Mont Montana  National  Bank  of    Roundup,  Mont. 

Roundup. 

Mar.  20, 1972    Bank  of  Grady  City Whigham,  Ga National    Bank    of    Grady    Whigham,  Ga. 

City. 

May  15,1972     Bank  of  St.  Peters... St.  Peters,  Mo First  National  Bank  of  St.    St.  Peters,  Mo. 

Peters. 

June    1,1972    Columbus  State  Bank Columbus,  N.  Dak...  Columbus  National  Bank...  Columbus,  N.  Dak. 

June    8,1972    City  Bank  of  Hallandale Hailandale,  Fla City  National  Bank  of  Hal-    Hallandale,  Fla. 

landale. 
July     3,1972    First  Hennepin  State  Bank...  Minneapolis,  Minn...  First    Hennepin     National    Minneapolis,  Minn. 

Bank. 

July     8,1972    Bank  of  Stuart Stuart,  Fla Bank  of  Stuart  Na Stuart,  Fla. 

Sept.25, 1972     Bank  of  Jay Jay,  Fla... First  National  Bank  of  Jay..  Jay,  Fla 

Dec.  30,1972    Bank  of  Caledonia Cabdonia,  N.Y Chase  Manhattan  Bank  of    Caledonia,  N.Y. 

Greater  R. 

Jan.     4,1973    First  National  Bank  of  Puerto    San  Juan,  P.R 

Rico. 

Feb.     1,1973    Bank  of  Niles Niles,  III. First  National  Bank  of  Niles    Niles,  III. 

Illinois. 

Do Bank  of  Baytown. Baytown,  Tex Texas    National    Bank    of    Baytown,  Tex. 

Baytown. 
Apr.     2,1973    Citizens  Bank  of  Follansbee..  Follansbee,  W.  Va...  Citizens   National   Bank  of    Follansbee,  W.  Va. 

Follansbee. 

Do Commercial  Bank. Dade  City,  Fla First    National     Bank    of    Dade  City,  Fla. 

Dade  City. 

Apr.  10,1973    Amoskeag  Trust  Co Manchester,  N.H Amoskeag  Trust  Co.,  N.A...  Manchester,  N.H. 

May     1,1973    Meriden  Industrial  Bank Meriden,  Conn National  Industrial  Bank  of    Meriden,  Conn. 

Connecticut. 

July    19,1973    Dominion     Bank     of     York    York  County,  Va Dominion  National  Bank  of    York  County,  Va. 

County.  the  PNSLA. 

Sept.    1,1973    Bank  of  Ash  Flat. Ash  Flat,  Ark.. First     National     Bank     of    Ash  Flat,  Ark. 

Sharp  City. 

Oct.     1,1973    Peoples  Bank  of  Mississippi..  Union,  Miss Peoples    Bank   of    Missis-    Union,  Miss. 

sippi,  N.A. 

Nov.    5,1973    Bank  of  Stuart Stuart,  Fla Stuart  National  Bank Stuart.  Fla. 

Jan.     2, 1974    Bank  of  Warwood.. Wheeling,  W.  Va Bank  of  Warwood,  N.A Wheeling,  W.  Va. 

Do American  Savings  Bank South  Chicago  American  National  Bank...  South  Chicago 

Height,  III.  Height,  III. 

Jan.     3,1974    Citizens  State  Bank Alma,  Ga First  National  Bank  of  Alma.  Alma,  Ga. 

Jan.    15,1974    Lake  Region  Bank  of  Com-    Winter  Haven,  Fla...  First     National     Bank     of    Winter  Haven,  Fla. 
merce.  Winter  Haven. 

June    3,1974    Community  Savings  Bank Wheeling,  W.  Va 

Aug.  15,1974    First  Commercial  Savings Cassopolis,  Mich Commercial  National  Bank.  Cassopolis,  Mich. 

Dec.   16, 1974    Whites  Creek  Bank  &  Trust    Whites  Creek,  Tenn..  First    Tennessee    National     Davidson,  County 
Co.  Bank.  Tenn. 

Feb.  28, 1975     Barnett  Bank  of  Tampa Tampa,  Fla Barnett    Bank   of   Tampa,    Tampa,  Fla. 

N.A. 

June  13, 1975    Citizens  State  Bank Castlewood,  S.  Dak..  United  National  Bank Castlewood,  S.  Dak. 

Aug.    1,1975    Bank     of     Virginia-Roanoke    Vinton,  Va Bank  of  Virginia,  N.A Vinton,  Va. 

Valley. 

Do Cresco  State  Bank Cresco,  Iowa Cresco  National  Bank Cresco,  Iowa. 

Oct.     8,1975    Mark  Twain  0' Fallon  Bank..  St.  Charles  City,  Mo.   Mark  Twain  O'Fallon  Bank,    St.  Charles  City,  Mo. 

N.A. 
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CHANGES  IN  CHARTERS  (EXCLUDING  TAKEOVERS),   1960  TO  PRESENT— Continued 
NONMEMBER  TO  STATE  MEMBER 

Effective  New  bank  name  (if 

date  Bank  name  different) 

Jan.  27,1960  Bank  of  Lake  Village Lake  Village,  Ark.... 

Apr.     1,1960  Peoples  Bank  &  Trust  Co Montgomery,  Ala.. 

May  23,1960  Brundidge  Banking  Co.,  Inc..  Brundidge,  Ala... 

Aug.  10, 1960  Granite  City  Bank. Elberton,  Ga 

Aug.  15,1960  Bank  of  Georgia Atlanta,  Ga 

Nov.  25, 1960  Main  Bank  &  Trust. San  Antonia,  Tex 

Dec.  19,1960  Minatare  State  Bank Minatare,  Nebr 

Apr.  25,1961  Bank  of  Waynesboro Waynesboro,  Ga 

May     8,1961  Bratt-Wassonbank Siloam  Springs,  Ark 

June    7,1961  Iowa  Trust  &  Savings  Bank..  Emmetsburg,  Iowa 

Aug.  11, 1961  Goif  Mill  State  Bank Niles,  III 

Oct.  25,1961  Birmingham-Bloomfield  Bank.  Birmingham,  Mich 

Jan.   19,1962  Russiaville  State  Bank Russiaville,  Ind... 

Apr.    2,1962  First  American  State  Bank...  Wausau,  Wis 

Aug.    8,1962  Hawthorne  Bank.. Wheaton ,  III 

Oct.     8,1962  Monon  Bank Monon,  Ind 

Nov.  19,1962  Bank  of  Commerce Charlotte,  N.C 

Jan.  23,1963  Northwestern  State  Bank Chippewa  Falls,  Wis 

May     8,1963  Farmers  &  Merchants  Bank..  Aberdeen,  S.  Dak.. 

May   15,1963  Farmers  &  Merchants  Bank..   New  Castle,  Va.. 

June  27,1963  Yellowstone  Bank Absarokee,  Mont. 

Apr.     1,1964  Vidalia  Banking  Co... Vidalia,  Ga 

May   18,1964  Corpus    Christi    Bank    &        Corpus  Christi,  Tex 

Trust  Co. 

Aug.   3,1964  State  Bank  of  Morton. Morton,  Wash 

May     2,1966  Citizens  Bank  Co... Ansonia,  Ohio... 

June  15, 1966  American  State  Bank Lubbock,  Tex... 

Oct.   13,1966  Farmers  State  Bank Pine  Bluffs,  Wyo 

Nov.    9,1966  Johnsonville  State  Bank Johnsonville,  S.C 

July  24,1967  Chelmont  State  Bank El  Paso,  Tex 

Jan.    2,1968  Union  Savings  Bank  &  Trust    Steubenville,  Ohio... 

Co. 

Feb.  29,1968  Villa  Park  Trust  &  Savings    Villa  Park,  III.. 

Bank. 

Oct.   18,1968  Citizens  State  Bank... Corpus  Christi,  Tex.. 

Mar.  12, 1969  Mercantile  City  Bank Atlanta,  Ga 

Mar.  26, 1969  Bank  of  Arlington. Arlington,  Wash 

Apr.     1, 1969  Sully  County  Bank Onida,  S.  Dak 

Apr.  30,1971  American  Bank  of  Commerce.  Albuquerque,  N 

Mex. 

Sept.  17, 1971  Southern  Ohio  Bank Cincinnati,  Ohio. 

Nov.  26, 1971  Foxworth  Bank Foxworth,  Mass... 

Dec.    6,1971  Jackson  Exchange  Bank Jackson,  Mo 

Jan.     3,1972  First  Virginia  Bank Annandale.Va 

June    1,1972  Valley  Bank  &  Trust  Co. Des  Moines,  Iowa 

Oct.   19,1972  Citizens  State  Bank Clark,  S.  Dak.. 

Do Bank  of  Lemmon... Lemmon,  S.  Dak 

Dec.  20, 1972  Citizens  Bank  of  Georgia Stone  Mountain,  Ga 

Dec.  22,1972  Colonial  Bank New  Orleans,  La 

Mar.  22, 1973  Manchester  State  Bank Manchester,  Conn. 

May     3,1973  Hamilton  Bank  &  Trust  Co...  Baileys  Cross  Roads, 

Va. 

Sept. 13, 1973  Hartford  Trust  Co.  of  New    New  York,  N.Y 

York. 

Jan.     2,1974  Northern  Virginia  Bank Springfield,  Va 

Jan.  24, 1974  First  Security  Bank  of  Helena.  Helena,  Mont. 

Apr.  12,1974  Barclays  Bank  of  New  York..   New  York,  N.Y 

July     6,1974  Guaranty  Bank  &  Trust  Co...  Memphis,  Tenn Commerce  Union  Bank  of 

Memphis,  Memphis.Ter.n. 

Aug.  22, 1974  First  Commercial  Bank Arlington  County, 

Va. 

Aug.  30, 1974  First  Navy  Bank Pensacola  NAS,  Fla 

Sept. 26, 1974  State  Bank  of  Lancaster Lancaster,  Kans 

Oct.   10,1974  Guaranty  Bank  &  Trust  Co. ..  Florence,  S.C 

Oct.  31,1974  European-American  Bank  &    New  York,  N.Y 

Trust  Co. 

Dec.    5,1974  Pee  Dee  State  Bank. Timmonsville,  S.C 

Jan.     2,1975  Missoula  Bank  of  Montana...  MissoLla,  Mont 

July  28,1975  Victoria  State  Bank Victoria,  Minn 

Sept.  3,1975  Merchants  &  Miners  Bank....  Calumet,  Mich. 

Sept.22, 1975  State    Bank    of    East    Fort    Fort  Worth,  Tex 

Worth. 
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Question  Xo.  F.2. 

{a)  Give  examples  of  differences  In  approach  and  procedures  of  the 
federal  banking  regulatory  agencies  concerning  the  competitive  im- 
pacts of  hank  mergers  and  new  charters,  (b)  Give  examples  of 
cooperation  and  coordination  among  the  agencies,  (c)  Give  examples 
of  lack  of  cooperation  and  "competition  in  laxity"  in  matters  of  bank 
mergers  and  new  charters,  (d)  How  often  and  under  what  circum- 
stances has  your  agency  overruled  recommendations  by  the  Depart- 
ment of  Justice? 

Answer .  The  Board  has  no  authority  to  grant  bank  charters;  there- 
fore, the  request  for  information  in  this  and  subsequent  parts  of 
Question  F.2.  concerning  new  charters  are  not  applicable  to  the 
Federal  Reserve. 

(a)  The  three  Federal  bank  regulatory  agencies  are  subject  to  the 
same  statutory  provisions  with  respect  to  bank  mergers  (Section  18(c) 
of  the  Federal  Deposit  Insurance  Act,  as  amended).  Thus,  the  overall 
approach  necessarily  is  the  same,  and  so  far  as  is  known,  there  is  no 
meaningful  difference  from  agency  to  agency  in  the  procedural  steps 
taken  in  determining  the  competitive  impact  and  other  statutory  fac- 
tors required  to  be  considered  with  respect  to  a  proposed  merger. 
One  notable  difference  does  occur  subsequent  to  the  deliberative  proc- 
ess, however.  The  Board  issues  an  Order  and  Statement,  setting  forth 
not  only  the  approval  or  denial  decision,  but  also  the  reasons  under- 
lying the  decision  as  enunciated  in  the  Board's  discussion  of  the  case. 
The  Comptroller  of  the  Currency  does  not  make  public  the  reasons 
for  his  decisions.  Set  forth  below  are  the  procedures  the  Board  follows 
in  merger  cases.  (For  the  sake  of  simplicity,  the  term  "merger"  as 
used  hereinafter  also  includes  all  consolidations,  acquisitions,  and  other 
merger-type  transactions. ) 

Application  for  approval  of  a  proposed  merger  is  made  to  the  Board 
when  the  resulting  institution  is  to  be  a  State  member  bank.  The  appli- 
cation is  officially  accepted  only  after  a  review  indicates  that  it  is 
legally  and  informationally  sufficient.  In  addition  to  making  its  own 
analysis,  the  Board's  staff  reviews  the  Reserve  Bank's  analysis  of  the 
case  and  other  relevant  material,  which  includes  reports  on  competitive 
factors  received  from  the  other  two  regulatory  agencies  and  the 
Attorney  General. 

Stall'  then  arrives  at  conclusions  with  respect  to  each  of  the  statutory 
factors  to  be  considered.  The  aspects  with  respect  to  competition  in- 
clude a  determination  as  to  the  relevant  market  in  which  to  assess 
the  compel  it  Lve  effects,  the  magnitude  and  intensity  of  competition 
between  the  merger  proponents,  the  probable  effects  of  the  transaction 
on  other  competitors  in  the  market,  and  the  effect  on  concentration  of 
banking  resources  both  in  the  markets  determined  to  be  of  primary 
relevance  and  in  the  State  as  a  whole.  (Our  response  to  question  E.2 
above  deals  with  the  framework  underlying  this  analysis.) 

Qpon  completion  of  the  stall'  analysis,  memoranda  containing  rec- 
omn  endat  io:is,  analyses  and  underlying  documental  ion  are  distributed 
to  th.'  Board  members  and  scheduled  for  consideration  at  a  Board 
meeting.  At  the  meeting  at  which  the  application  is  to  be  considered, 
Board  members  have  an  opportunity  to  question  the  staff  on  matters 
relating  to  the  case  and  to  exchange  views  among  themselves.  At  the 
conclusion  of  the  deliberation,  a  formal  vote  is  taken  on  the  applica- 
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t  ion.  After  the  Board  has  acted,  an  Order  and  Statement  setting  forth 
the  Board's  position  and  the  reasons  therefore  is  approved  by  the  Board 
and  made  public.  Where  appropriate,  views  of  dissenting  Board 
members  are  published  with  the  Order  and  Statement. 

If  the  proposed  merger  is  to  be  acted  on  by  one  of  the  other  two 
agencies,  stair*  at  the  Board  and  the  Reserve  Bank  analyze  only  the 
competitive  aspects  of  the  case.  A  proposed  report  on  the  competitive 
factors  is  prepared  for  consideration  by  the  Board  and,  following 
the  Board's  approval,  is  sent  to  the  appropriate  agency. 

(b)  The  general  spirit  of  cooperation  among  the  three  Federal 
supervisory  agencies  also  typifies  the  handling  of  merger  applica- 
tions. For  example,  where  one  of  the  parties  to  a  proposed  bank  merger 
to  be  decided  by  the  Board  is  a  national  or  an  insured  nonmember 
bank,  Federal  Reserve  staff  members  are  granted  access,  where  nec- 
essary, to  reports  of  examination  made  by  the  bank's  primary  Fed- 
eral supervisor.  Also,  it  is  not  unusual  for  stall  to  confer  with  a 
counterpart  at  one  of  the  other  two  agencies  for  amplification  or 
clarification  of  some  aspect  of  the  case.  The  Federal  Reserve  pro- 
vides similar  information  when  requested  by  the  other  two  agencies 
regarding  mergers  on  which  they  are  to  act.  This  free  exchange  of 
information  is  helpful  in  evaluating  the  various  factors  required  to 
be  considered,  such  as  financial  aspects  and  prospects,  and  thus  is 
helpful  in  assuring  that  the  maximum  amount  of  current  informa- 
tion is  available  for  deliberations  on  the  proposed  merger. 

(c)  As  to  a  decision  on  a  proposed  bank  merger  or  a  conclusion 
reached  in  a  competitive  factors  report,  it  is  not  unreasonable  to  as- 
sume that  different  agencies  well  might  arrive  at  different  conclu- 
sions. Some  cases  are  much  less  clear-cut  than  others.  Particularly 
in  these  instances,  even  small  differences  in  evaluation  of  the  rela- 
tive weights  warranted  by  the  various  factors  can  lead  to  different 
positions. 

Perhaps  the  best  example  to  be  cited  here  is  the  Board  of  Gover- 
nors itself.  The  number  of  votes  cast  for  and  against  a  merger  is  a 
matter  of  public  record;  many  of  the  Board's  decisions  on  merger 
cases  are  not  unanimous.  The  votes  reflect  each  individual  Governor's 
appraisal  of  the  identical  facts  and  figures  with  respect  to  the  par- 
ticular case  before  the  Board.  The  minority  view  frequently  is  set 
forth  in  dissenting  statements,  which  clearly  enunciate  the  points  on 
which  there  has  been  a  difference  of  opinion. 

(d)  The  Board  has  never  overruled  recommendations  by  the  De- 
partment of  Justice.  This  is  not  to  say  that  the  Board  has  not  from 
time  to  time  appraised  the  competitive  situation  differently  from  the 
Department  of  Justice.  However,  the  relevant  statute,  Section  18(c) 
of  the  Federal  Deposit  Insurance  Act,  as  amended,  makes  a  clear  dis- 
tinction in  the  roles  assigned  to  the  various  Federal  agencies  with 
respect  to  a  given  merger  application.  The  statute  requires  that  the 
responsible  agency,  i.e.,  the  agency  charged  with  approving  or  deny- 
ing the  application,  not  only  ascertain  any  monopolistic  or  lesser  anti- 
competitive effects  of  the  proposed  transaction,  but  also  "In  every 
case  .  .  .  take  into  consideration  the  financial  and  managerial  re- 
sources and  future  prospects  of  the  existing  and  proposed  institutions, 
and  the  convenience  and  needs  of  the  community  to  be  served."  x 


1  Section  18(c),  Federal  Deposit  Insurance  Act,  as  amended. 
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The  statute  further  requires  that,  except  in  an  emergency  situation 
involving  the  probable  failure  of  one  of  the  merger  proponents,  the 
responsible  agency  "shall  request  reports  on  the  competitive  factors 
involved  from  the  Attorney  General  and  the  other  two  banking  agen- 
cies .  .  .*' 2  (Emphasis  supplied)  Thus,  the  competitive  factor  re- 
ports submitted  in  compliance  with  this  statutory  provision  are  spe- 
cifically limited  in  scope  to  comment  and  conclusion  on  only  one  of 
the  factors  required  to  be  considered  in  determining  the  overall  merits 
of  the  application.  Hence,  it  would  be  inaccurate  to  state  that  a  merger 
approval  by  the  responsible  agency  following  receipt  from  the  De- 
partment of  Justice  of  an  adverse  finding  as  to  the  purely  competi- 
tive aspects  of  the  case  constituted  an  "overruling." 

Question  No.  G.  1. 

(For  Federal  Reserve)  Review  the  bank  holding  company  move- 
ment especially  since  passage  of  the  Bank  Holding  Company  Act  of 
1970.  What  activities  have  been  determined  to  be  permissible,  and 
on  what  basis?  How  does  the  Board  determine  tvhether  an  activity 
is  closely  related  to  banking?  IIoiv  does  it  evaluate  proposed  acquisi- 
tions of  banking  and  nonbanking  subsidiaries?  Trace  the  growth  of 
banking  and  nonbanking  activities  of  bank  holding  companies,  in  the 
U.S.  and  abroad. 

Answer,  Bank  holding  companies  (BHCs)  first  came  into  existence 
in  significant  numbers  in  this  country  in  the  late  1920s.  However,  it 
was  not  until  the  late  1960s  that  holding  companies  became  a  major 
factor  in  American  banking.  At  that  time,  many  of  the  nation's  larg- 
est banks  adopted  the  holding  company  form  of  organization  in  order 
to  gain  increased  operating  flexibility  and  because,  as  one-bank  hold- 
ing companies,  they  were  exempt  from  the  Bank  Holding  Company 
Act  and  could  engage  in  nonbank  activities  more  freely  than  banks 
or  multi-bank  holding  companies. 

In  1970,  Congress  amended  the  Bank  Holding  Company  Act  to 
bring  one-bank  holding  companies  under  the  Act  and  to  permit  multi- 
bank  holding  companies  to  engage  in  a  broader  range  of  nonbanking 
activities  than  was  previously  allowed  under  the  Act.  Since  1970, 
BIIC  formations  have  continued  to  the  point  where  all  but  1*2  of  the 
115  U.S.  banks  with  assets  over  $1  billion  are  subsidiaries  of  BHCs. 
Also,  holding  companies  stepped  up  the  pace  of  acquisitions  of  banks 
and  nonbank  companies.  This  acquisition  movement  continued  at  a 
rapid  pace  until  it  was  slowed  in  1974  by  a  declining  economy,  a 
sharp  drop  in  BHC  stock  prices  due  to  increased  loan  losses  and 
a  very  few  highly  publicized  bank  failures,  and  the  introduction  of 
the  Federal  Reserve's  "go  slow"  policy  toward  holding  company 
expansion. 

As  of  December  1975.  the  Board  has  determined  the  following  1:2 
nonbank  activities  to  be  permissible  for  BHCs  under  authority  pro- 
vided by  the  l(.)7o  amendments: 

(1)  Making  or  acquiring,  for  its  own  account  or  for  the  account 
of  Others,  loans  and  other  extensions  of  credit; 

(•2)  Operating  as  an  industrial  bank,  Morris  Plan  bank,  or  indus- 
t  rial  loan  company  ; 


-  Sec  footnote  1  above. 
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(3)  Servicing  loans  and  other  extensions  of  credit  for  any  person; 

(4)  Performing  or  carrying  on  any  one  or  more  of  the  functions 
or  activities  that  may  be  performed  or  carried  on  by  a  trust  company : 

(5)  Acting  as  an  investment  or  financial  adviser; 

(6)  Leasing  real  and  personal  property: 

(7)  Making  equity  and  debt  investments  in  corporations  or  proj- 
ects designed  primarily  to  promote  community  welfare; 

(8)  Providing  bookkeeping  or  data  processing  services  for  the 
holding  company  system,  and  storing  and  processing  other  banking. 
financial  or  related  economic  data,  such  as  performing  payroll,  ac- 
counts receivable  or  payable,  or  billing  services; 

(9)  Acting  as  an  insurance  agent  or  broker  for  certain  types  of 
credit-related  insurance  at  the  offices  of  the  holding  company  and  its 
subsidiaries,  or  acting  as  general  insurance  agent  in  towns  of  less 
than  5,000  persons  or  in  towns  having  inadequate  insurance  agency 
facilities. 

(10)  Acting  as  an  underwriter  for  credit  life  and  credit  accident 
and  health  insurance  which  is  directly  related  to  extensions  of  credit 
by  the  bank  holding  company  system ; 

(11)  Providing  courier  services  for  the  internal  operations  of  the 
holding  company  system,  for  various  financial  instruments  and  docu- 
ments exchanged  among  banking  organizations,  and  for  audit  and  ac- 
counting materials  of  a  financial  nature ; 

(12)  Providing  management  consulting  services  for  non-affiliated 
banks. 

The  Board  has  allowed  bank  holding  companies  to  engage  in  several 
additional  nonbank  activities,  but  due  to  limited  interest  in  such  ac- 
tivities has  done  so  on  the  basis  of  individual  BHC  applications.  These 
activities  are : 

(1)  Owning  a  savings  and  loan  association  in  Rhode  Island  only. 
due  to  special  circumstances  in  that  State  : 

(2)  Owning  a  guaranty  savings  bank  in  New  Hampshire  only,  due 
to  special  circumstances  in  that  State ; 

(3)  Issuing  and  selling  travelers  cheques ; 

(4)  Engaging  in  certain  trading  activities  with  respect  to  gold 
bullion  and  silver  bullion,  coin,  and  futures  contracts. 

The  Bank  Holding  Company  Act  specifies  that  the  Board  shall 
determine  the  permissibility  of  a  nonbank  activity  based  on  whether  it 
is  ''so  closely  related  to  banking  or  managing  or  controlling  banks  as 
to  be  a  proper  incident  thereto,"  and  whether  performance  of  that 
activity  by  bank  holding  companies  would  generally  be  in  the  public 
interest.  The  Board  has  determined  various  activities  to  be  closely 
related  to  banking  under  one  or  more  of  the  following  four  criteria ; 

(1)  The  activity  is  one  in  which  a  significant  number  of  banks  have 
been  engaged  for  some  years  (e.g.,  trust  services)  ; 

(2)  The  activity  involves  either  the  acceptance  of  deposits  or  lend- 
ing (e.g.,  consumer  finance)  : 

(3)  The  activity  is  complementary  to  the  provision  of  a  banking 
service  (e.g.,  acting  as  an  insurance  agent  for  credit-related  policies)  ; 

(4)  The  activity  is  one  in  which  banks  possess  considerable  exper- 
tise (e.g.,  data  processing). 
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Under  the  Bank  Holding  Company  Act,  the  Board  is  required  to 
evaluate  proposed  acquisitions  of  banks  and  permissible  nonbanking 
companies.  The  criteria  that  the  Board  uses  in  such  acquisitions  are 
set  forth  in  the  Act.  In  bank  acquisition  cases.  Section  3  of  the  Act 
requires  the  Board  to  consider  the  likely  effects  of  the  acquisitions  on 
competition,  the  convenience  and  needs  of  the  community  to  be  served, 
and  the  financial  and  managerial  resources  and  future  prospects  of  the 
holding  company  and  the  bank.  The  Board  may  not  approve  any  ac- 
quisition that  would  result  in  a  monopoly  or  that  would  substantially 
lessen  competition,  unless  the  anticompetitive  effects  are  clearly  out- 
weighed by  the  acquisition's  favorable  impact  on  the  convenience  and 
needs  of  the  community  to  be  served. 

In  nonbank  acquisition  cases.  Section  4  of  the  Act  requires  the  Board 
first  to  consider  whether  the  activity  in  which  the  company  proposes  to 
engage  is  closely  related  to  banking.  If  so,  the  Board  then  must  con- 
sider whether  performance  of  the  activity  by  the  company  can  rea- 
sonably be  expected  to  produce  benefits  to  the  public  (such  as  greater 
convenience,  increased  competition,  or  gains  in  efficiency)  that  out- 
weigh possible  adverse  effects  (such  as  undue  concentration  of 
resources,  decreased  or  unfair  competition,  conflicts  of  interests,  or  un- 
sound banking  practices) . 

During  the  past  decade,  the  number  and  the  aggregate  deposits  of 
bank  holding  companies  have  increased  dramatically.  At  year-end 
11)65,  there  were  only  53  bank  holding  companies  registered  with  the 
Federal  Reserve.  These  53  companies  had  deposits  of  $27.6  billion,  or 
only  8.3  percent  of  total  deposits  for  all  commercial  banks  in  the  na- 
tion. In  marked  contrast,  at  year-end  1074,  there  were  1,752  bank  hold- 
ing companies  with  deposits  of  $509.7  billion,  or  68.1  percent  of  the 
national  total.  Of  the  year-end  1974  total,  1340  were  one-bank  holding- 
companies  with  deposits  of  $222  billion  or  29.7  percent  of  the  national 
total.  The  growth  of  bank  holding  companies  is  largely  due  to  the 
adoption  by  many  banks  of  the  holding  company  form  of  organization 
beginning  in  the  late  1960s.  But  it  is  also  due  to  substantial  internal 
growth  and  numerous  bank  acquisitions  made  by  the  larger  holding 
companies  during  the  1970s. 

Prior  to  the  1970  amendments,  registered  multi-bank  holding  com- 
panies were  involved  in  nonbanking  activities  to  only  a  very  minor  ex- 
tent (most  !y  the  operation  of  insurance  agencies),  but  the  unregulated 
one-bank  holding  companies  were  diversifying  into  a  variety  of  non- 
bank  businesses.  Since  1970,  many  holding  companies,  particularly  the 
larger  ones,  have  moved  into  permissible  nonbank  aetivit  ies,  sometimes 
over  broad  geographic  areas.  Recent  staff  calculations  indicate  that 
nonbanking  subsidiaries  of  holding  companies  have  the  following  ap- 
proximate shares  of  selected  nonbanking  industries:  mortgage  bank- 
ing, 32  percent;  consumer  and  sales  finance,  22  percent  ;  factoring,  50 
percent.  Even  with  this  movement  into  various  nonbanking  areas,  how- 
ever, the  size4,  of  nonbank  activities  is  <1<  minimus  in  most,  cases.  For 
example,  the  nonbanking  assets  of  the  top  50  holding  companies 
amount  to  only  about  3  percent  of  their  consolidated  holding  company 
assets. 

The  1970  amendments  to  the  Bank  Holding  Company  Act  permitted 
bank  holding  companies,  under  Section  1(c)  (13),  to  invest  in  foreign 
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companies  not  engaged  in  any  business  in  the  United  States  (except 
that  incidental  to  their  foreign  or  international  business) ,  if  the  Board 
determined  that  such  activities  were  not  substantially  at  variance  with 
the  purposes  of  the  Act  and  were  in  the  public  interest.  In  setting  forth 
its  regulations  governing  this  section  of  the  Act.  the  Board  determined 
that  bank  holding  companies  should  be  allowed  to  engage  in  exactly 
the  same  activities  as  Edge  Corporations.  This  meant  that  bank  hold- 
ing companies,  in  general,  were  permitted  to  invest  in  companies  en- 
gaged in  international  or  foreign  banking  or  other  international  finan- 
cial operations,  and  to  make  minority  noncontrolling  investments  in 
other  types  of  companies,  when  made  as  part  of  specific  lending 
arrangements. 

Because  the  Board  has  permitted  holding  companies  to  engage  only 
in  those  activities  permitted  to  member  banks  through  their  Edge 
Corporation  subsidiaries,  the  Bank  Holding  Company  Act  has  had  a 
negligible  impact  on  expansion  abroad.  The  Act  has  served  mainly  to 
provide  banking  groups  with  slightly  greater  organizational  flexibil- 
ity in  structuring  their  non-bank  financial  business  abroad.  Although 
a  few  bank  holding  companies  have  directly  invested  in  foreign  finance 
companies  or  leasing  subsidiaries,  most  investments  abroad  have 
continued  to  be  made  by  banks  through  their  Edge  Corporation 
subsidiaries. 

Question  No.  G.2. 

What  criteria  are  used  in  passing  upon  particular  applications  to 
form  bank  holding  companies,  to  form  de  novo  subsidiaries  and  to 
acquire  banking  or  nonbanking  subsidiaries? 

Ansicer.  The  criteria  which  the  Board  uses  in  applications  to  form 
bank  holding  companies  and  applications  for  additional  banking  or 
nonbanking  subsidiaries  are  those  set  forth  in  sections  3  and  4  of  the 
Act.  The  Board's  implementation  of  these  sections  and  the  standards 
embodied  therein  are  set  forth  in  the  answer  to  G-l  above. 

In  addition  to  those  considerations,  the  criteria  used  for  processing 
de  novo  applications  under  section  4  of  the  Act  are  worthy  of  note. 
In  the  1970  Amendments  to  the  Act,  Congress  gave  the  Board  the  power 
to  act  by  order  or  regulation  with  respect  to  nonbanking  activities 
and  further  provided  that  "In  orders  and  regulations  under  this  sub- 
section, the  Board  may  differentiate  between  activities  commenced 
de  novo  and  activities  commenced  by  the  acquisition,  in  whole  or  in 
part,  of  a  going  concern.*' 

In  accordance  with  this  authorization,  the  Board  has  provided 
in  Regulation  Y  that  bank  holding  companies  may  engage  de  novo  in 
permissible  nonbanking  activities  45  days  after  furnishing  the  local 
Reserve  Bank  with  a  copy  of  publication  of  notice  of  such  intention 
in  the  communities  affected.  Such  simplified  procedure  is  not  followed 
if  adverse  comments  of  a  substantive  nature  are  received  and  the 
Board  believes  such  a  procedure  comports  with  the  legislative  history 
which  indicates  that  de  novo  activity  into  a  permissible  activity  can  be 
considered  to  be  pro-competitive  in  most  instances. 

Question  No.  G.S. 

What  has  experience  indicated  about  the  effects  of  expansion  into 
nonbanking  activities  on:  (a)  Competition,  innovation,  and  the  efp- 
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ciency  of  the  banking  system;  (b)  Competitors  not  affiliated  with  hold- 
ing companies,  both  in  banking  and  in  the  other  activities;  (c)  Bank 
soundness.  How  and  to  what  extent  do  nonbanking  affiliates  add 
strength  to  the  holding  company?  To  what  extent  does  the  separate 
corporate  existence  of  nonbank  affiliates  provide  protection  to  banking 
affiliates ?  Are  banks  in  holding  companies  adequately  protected  from 
problems  arising  in  affiliates?  If  not,  what  should  be  done?  Should 
they  be  protected?  If  not,  what  procedures  should  be  followed? 

Answer.  So  far,  holding  company  entry  into  nonbanking  activities 
appears  to  have  had  a  pro-competitive  impact.  In  many  cases  holding 
companies  have  entered  these  activities  de  novo.  This  method  of  entry 
has  added  competitors  to  the  market  and  has  tended  to  reduce  market 
concentration  over  time,  In  other  cases  holding  companies  have  entered 
through  acquisition  and  then  expanded  into  additional  geographic 
markets.  This  pattern  has  been  particularly  prevalent  in  consumer 
finance.  Finally,  some  holding  companies  have  increased  competition 
by  acquiring  companies  and  then  expanding  their  product  lines.  Again, 
this  pattern  has  been  prevalent  in  consumer  finance,  where  holding 
companies  have  broadened  the  types  of  loans  made  available. 

To  date,  there  is  very  little  empirical  evidence  concerning  the  impact 
of  holding  company  entry  on  innovation  and  efficiency  in  nonbanking 
activities.  The  primary  reason  for  this  lack  of  evidence  is  that  most 
holding  companies  entered  these  activities  only  within  the  last  few 
years.  However,  several  studies  by  the  Board's  staff  are  now  underway 
which  should  develop  objective  evidence  on  innovation  and  efficiency  in 
several  nonbanking  activities. 

Holding  company  entry  into  several  nonbanking  areas  has  been 
predominantly  by  acquisition  and,  hence,  has  reduced  the  market  share 
of  companies  not  affiliated  with  holding  companies.  However,  many 
independent  companies  continue  to  thrive  in  activities  in  which  bank 
holding  companies  engage,  and  there  is  no  evidence  indicating  that 
holding  companies  have  caused  significant  numbers  of  unaffiliated  com- 
panies to  close  their  doors. 

Although,  in  isolated  cases,  difficulties  in  nonbanking  affiliates  have 
spread  to  the  bank  subsidiaires  of  holding  companies,  bank  holding 
company  expansion  into  nonbanking  activities  has  not  had  a  significant 
impact  on  the  soundness  of  the  banking  system.  So  far,  bank  holding 
companies  have  devoted  only  a  very  small  portion  of  their  financial  re- 
sources to  nonbanking  activities.  Also,  most  holding  companies  have 
conducted  their  nonbanking  operations  in  a  responsible  manner. 

Some  nonbank  affiliates,  such  as  insurance  companies,  have  proven 
to  be  good  income  producers,  while  involving  the  holding  company  in 
little  rislc.  In  addition,  certain  nonbank  affiliates,  such  as  consumer 
finance  companies,  may  tend  to  stabilize  holding  company  earnings 
in  some  cases,  because  the  earnings  of  these  companies  run  counter- 
cyclically  to  the  earnings  of  the  holding  companies'  bank  affiliates. 
Moreover,  the  requirements  of  funding  nonbank  activities  have  re- 
sulted in  bank  holding  companies  becoming  more  innovative  in  ob- 
taining financing  in  markets. 

On  the  negative  side,  some  nonbank  affiliates,  especially  mortgage 
banking  affiliates,  have  incurred  losses,  although  in  almost  all  cases 
such  Losses  have  been  small  relative  to  consolidated  holding  company 
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earnings.  In  a  very  few  cases,  holding  companies  have  been  involved 
in  serious  errors  of  judgment  with  regards  to  their  nonbank  affiliates, 
and  such  errors  have  had  adverse  impact  on  the  financial  condition  of 
particular  bank  affiliates.  In  addition,  a  few  holding  companies  have 
faced  major  problems  resulting  from  their  role  as  advisors  to  finan- 
cially troubled  BEITS. 

The  fact  that  nonbank  affiliates  in  a  holding  company  are  separate 
corporate  entities  does  provide  bank  affiliates  with  a  measure  of 
protection.  In  the  event  a  nonbank  affiliate  should  fail,  banks  in  the 
holding  company  normally  would  not  be  legally  responsible  for  the 
nonbank  company's  obligations.  Nevertheless,  it  is  conceivable,  in  cer- 
tain circumstances,  that  a  court  might  "pierce  the  corporate  veil"  and 
hold  bank  affiliates  liable  for  such  obligations.  Such  "piercing"  is  more 
likely  to  occur  if  there  is  a  high  degree  of  identification  between  the 
bank  and  nonbank  affiliate,  including  a  similarity  of  names  and  an 
overlap  of  directors  and  officers,  which  is  often  the  case. 

While  bank  affiliates  are  protected  to  some  extent  from  problems 
arising  in  nonbank  affiliates,  this  protection  is  not  complete.  If  financial 
problems  should  arise,  bank  affiliates  may  be  harmed  in  several  ways. 
First,  holding  company  management  may  attempt  to  use  bank  re- 
sources to  bail  out  the  troubled  affiliate. 

Banking  law,  however,  places  certain  limits  on  this  procedure.  Sec- 
tion 23A  of  the  Federal  Eeserve  Act  restricts  the  amount  of  loans  banks 
can  make  to  affiliates,  as  well  as  the  amount  of  assets  that  they  can 
buy  from  affiliates.  Moreover,  banks  are  restricted  in  the  amount  of 
dividends  that  they  can  pay  to  shareholders  (i.e.,  the  parent  holding 
company  in  the  case  of  holding  company  banks),  although  these  re- 
strictions are  still  quite  liberal.  In  addition,  the  primary  Federal  bank 
regulator  may  use  cease  and  desist  power  in  cases  where  a  bank  can 
be  weakened  by  transactions  with  a  holding  company  affiliate. 

Even  if  bank  resources  are  not  used,  bank  affiliates  might  still  be 
harmed  by  the  adverse  publicity  resulting  from  the  problems  of  an 
affiliate.  In  the  extreme,  this  adverse  publicity  could  lead  to  sizable 
deposit  withdrawals  by  customers  who  closely  identify  the  bank  affili- 
ates with  the  rest  of  the  holding  company  system. 

The  Board  believes  that  bank  affiliates  should  be  protected  as  much 
as  prudently  possible  from  problems  arising  elsewhere  in  the  holding 
company  system.  In  promoting  this  objective,  the  Board  in  recent  years 
has  taken  a  number  of  actions.  First,  in  order  to  prevent  serious  prob- 
lems from  occurring  elsewhere  in  the  holding  company  system,  the 
Board  requested,  obtained  and  utilized  authority  from  Congress  to 
bring  cease  and  desist  actions,  if  necessary,  against  unsafe  and  unsound 
bank  holding  company  practices.  Second,  in  addition  to  inspecting 
bank  holding  companies  periodically,  the  Federal  Reserve  has  recently 
stepped  up  its  monitoring  of  holding  company  financial  developments. 
This  monitoring  includes,  among  other  things,  a  review  of  financial 
transactions  between  bank  affiliates  and  the  rest  of  the  holding  com- 
pany system.  Third,  the  Board  is  continuing  its  policy  of  denying  hold- 
ing company  expansion  that  would  significantly  increase  risk  or  would 
unduly  divert  holding  company  financial  resources  from  the  needs  of 
its  bank  affiliates. 
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Question  No,  G.l±. 

~}Yhat  have  been  the  impacts  on  bank  management — generally,  as 
well  as  in  specific  terms  of  management  personnel  and  management 
systems — of  the  growth  and  diversification  of  bank  holding  companies? 

Answer.  The  primary  source  of  information  on  this  subject  is  a  recent 
study  by  Robert  J.  Lawrence  entitled  Operating  Policies  of  Bank 
Holding  Companies — Part  II :  Xonbanking  subsidiaries.  The  study 
was  an  extension  of  Lawrence's  earlier  work,  Operating  Policies  of 
Bank  Holding  Companies — Part  /,  in  which  the  focus  was  on  the 
interrelationships  among  holding  company  subsidiary  banks  and  the 
parent  organizations.  Summaries  of  the  two  studies  are  attached. 

Summary   (Part  I)3 

Investigations  into  the  performance  of  multibank  holding  com- 
panies have  taken  on  added  significance  in  view  of  the  recent  rapid 
growth  of  this  form  of  banking  organization  and,  especially,  the  pas- 
sage of  the  1970  amendments  to  the  Bank  Holding  Company  Act.  That 
legislation  places  the  present  one-bank  holding  companies  under  the 
same  regulatory  standards  as  the  multibank  companies;  hence,  except 
in  the  States  where  statewide  branching  is  permitted  or  multibank 
holding  companies  are  prohibited,  many  of  the  one-bank  companies 
probably  will  acquire  additional  banks.  While  this  study  was  confine*! 
to  investigating  the  policies  of  the  present  multibank  holding  com- 
panies toward  their  banks,  the  findings  should  give  an  indication  of 
how  the  new  multibank  companies  will  deal  with  their  banks. 

It  has  been  argued  that  the  replacement  of  independent  unit  banks 
by  holding  company  systems  can  yield  benefits  to  the  public  through 
greater  efficiency  of  operation,  a  better  allocation  of  bank  credit,  and 
the  provision  of  a  wider  range  of  banking  services.  Realizing  such 
benefits  would  appear  to  require  some  centralization  of  operations  and 
decision-making  in  the  holding  company. 

This  paper  analyzes  and  discusses  the  responses  of  holding  company 
managements  to  a  survey  of  their  operating  policies;  these  responses 
were  obtained  from  questionnaires  that  were  sent  to  the  holding  com- 
panies and  from  interviews  with  holding  company  officials.  The  study 
had  two  general  objectives:  (1)  to  determine  whether  the  ecoriomip 
and  organizational  characteristics  of  holding  companies  were  related  to 
the  degree  of  centralization  of  decision-making;  and  (2)  to  determine 
the  areas  of  operation  in  which  holding  company  control  or  influence 
was  greatest. 

The  results  of  the  analysis  suggest  that  holding  company  policies 
cannot  be  explained  by  the  organizational  or  economic  characteristics 
of  the  companies.  Companies  differ  considerably  in  the  amount  of  con- 
trol exercised  over  their  subsidiary  banks,  but  there  appeal's  to  be  no  re- 
lationship bet  ween  the  degree  of  centralizat  ion  and  variable  such  as  the 
size  of  the  holding  company,  the  geographic  distribution  of  its  banks, 
the  number  of  years  the  company  has  been  in  existence,  and  the  size 
distribution  of' its  banks.  It  is  concluded,  therefore,  that  a  holding 
company's  policies  can  only  be  determined  by  investigating  the  man- 
agement philosophy  of  the  senior  officers  of  the  particular  company. 


3  Fed.  Ret  Bulletin,  Vol.  57,  April  1971.  pp.  283  284. 
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The  results  also  suggest  that,  in  the  Federal  Reserve's  evaluation  of 
holding  company  applications,  as  much  emphasis  probably  should  be 
given  to  the  performance  characteristics  of  the  applying  company 
as  to  generalizations  about  the  performance  of  holding  companies. 

:•  In  general,  the  operational  areas  in  which  holding  companies  exer- 
cise the  greatest  control  are  those  relating  to  bank  investments  and 
to  the  correspondent  relationships  of  the  subsidiary  banks.  Areas  in 
which  holding  companies  appear  to  exercise  little  control  are  decisions 
regarding  individual  loan  applications,  the  structure  of  the  loan  port- 
folios of  the  banks,  and  pricing  of  bank  services. 

Responses  to  the  survey  indicate  that  the  holding  companies  are 
very  circumspect  with  regard  to  their  pricing  policies.  Such  caution 
stems  from  the  outcomes  of  several  antitrust  cases  involving  pricing- 
policies  of  affiliated  companies.  This  paper  discusses  the  antitrust  im- 
plications of  holding  company  pricing  policies  and  concludes  that  the 
holding  companies  probably  have  been  overly  cautious  in  this  area. 
The  current  views  of  the  Justice  Department  on  this  matter  were 
requested,  and  the  Department's  response  is  presented  in  an  Appendix 
to  the  study. 

Summary   (Part  II)4 

The  bank  holding  movement  in  the  United  States  has  been  given 
new  impetus  by  the  passage  of  the  1970  amendments  to  the  Bank  Hold- 
ing Company  Act.  These  amendments  placed  one-bank  and  multibank 
holding  companies  under  the  same  regulatory  standards,  and  both  are 
now  permitted  to  engage  in  those  nonbanking  activities  that  the  Board 
of  Governors  of  the  Federal  Reserve  System  finds  are  closely  related 
to  banking.  The  degree  to  which  expansion  by  bank  holding  com- 
panies into  nonbank  activities  will  produce  benefits  to  the  public — 
such  as  greater  efficiency,  competition,  and  convenience — and  the  way 
in  which  these  activities  relate  to  the  strength  of  the  commercial  bank- 
ing system  both  depend  in  part  on  how  holding  companies  and  their 
nonbank  subsidiaries  are  managed  and  operated. 

This  study  explores  the  operating  policies  of  bank  holding  com- 
panies toward  their  nonbanking  subsidiaries  and  investigates  the  rela- 
tionship between  their  nonbanking  subsidiaries  and  their  affiliated 
banks.  Personal  interviews  with  senior  officials  of  27  bank  holding 
companies  located  throughout  the  United  States  provided  the  informa- 
tion for  the  report. 

The  results  of  the  study  indicate  that  holding  companies  exercise 
close  control  over  the  operations  of  their  nonbanking  subsidiaries.  The 
majority  of  the  boards  of  directors  of  the  subsidiaries  are  officials 
either  of  the  holding  company  or  of  its  principal  subsidiary  bank.  The 
lead  banks  of  the  holding  companies  have  considerable  influence  over 
the  operations  of  the  nonbanking  subsidiaries.  In  most  of  the  holding 
companies,  the  chief  executive  officer  of  the  holding  company  is  also 
the  chief  executive  officer  of  the  principal  subsidiary  bank:  and,  as 
noted,  bank  officials  are  likely  to  be  on  the  boards  of  directors  of  the 
nonbanking  subsidiaries.  In  addition,  the  principal  subsidiary  bank  of 
the  holding  company  generally  provides  important  staff  services — such 
as  accounting,  auditing,  and  personnel  services — to  the  nonbanking 
subsidiaries. 
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Certain  operating  procedures  seem  well  established  in  the  industry. 
All  of  the  companies  operate  their  subsidiaries  as  profit  centers,  and 
there  is  close  supervision  of  the  profit  performance  of  the  subsidiaries 
as  part  of  the  budgetary  process.  Also,  decisions  regarding  the  appro- 
priate liability  and  capital  structures  of  subsidiaries  are  made  by  the 
holding  companies,  and  the  process  of  raising  funds  for  the  subsid- 
iaries is  almost  completely  controlled  by  the  parent  companies.  In 
most  cases,  the  holding  companies  raise  virtually  all  of  the  funds  for 
their  nonbanking  subsidiaries. 

The  study  pinpoints  certain  areas  of  potential  change  in  the  rela- 
tionships between  holding  companies  and  their  nonbanking  subsidi- 
aries. For  most  holding  companies  the  trend  is  toward  separate  official 
staffs  for  the  holding  company  and  the  principal  subsidiary  bank  and 
toward  moving  a  number  of  the  staff  services  functions  from  the  bank 
to  the  holding  company.  Because  of  this  development,  the  bank's  role 
in  the  operations  of  the  nonbanking  subsidiaries  will  probably  decline 
over  time.  The  study  also  finds  that  considerable  differences  of  opinion 
exist  among  the  holding  companies  on  how  best  to  structure  the  lines 
of  authority  and  communication  between  the  holding  companies  and 
the  nonbanking  subsidiaries.  Another  area  of  disagreement  involves 
the  questions  of  what  constitutes  the  appropriate  liability  and  capital 
structures  for  the  subsidiaries  and  of  what  is  the  best  method  of  deter- 
mining the  proper  liability  and  capital  structure  for  each  holding 
company  system. 

Question  No.  G.5 

Is  it  desirable  and  feasible  to  insulate  the  bank(s)  in  a  holding  com- 
pany from  the  risks  of  the  other  entities  in,  the  holding  company? 
What  would  be  your  view  of  a  statute  making  bank  holding  companies 
legally  responsible  for  all  obligations  of  subsidiary  bands  and  forbid- 
ding subsidiary  banks  from  assuming,  directly  or  indirectly,  responsi- 
bility for  the  debts  of  affiliates? 

Answer.  The  Board  has  on  numerous  occasions  expressed  the  view 
that  the  role  of  a  holding  company  was  to  serve  as  a  source  of  strength 
for  the  banking  subsidiaries  and  not  the  contrary.  It  also  feels  that 
nonbanking  subsidiaries  should  not  represent  a  drain  on  the  parent 
holding  company  and  particularly  not  on  the  banking  subsidiaries. 
To  support  this  basic  philosophy,  the  Board  has  asked  for  the  author- 
ity to  require  divestiture  of  any  of  a  bank  holding  company's  non- 
banking  subsidiaries  when  its  operations  threaten  the  continued  well- 
being  of  an  affiliated  bank. 

Complete  insulation  would  not,  however,  appear  to  be  possible.  The 
public's  confidence  in  a  banking  subsidiary  of  a  holding  company  is 
likely  to  be  affected  by  adverse  publicity  concerning  the  nonbanking 
activities  of  a  bank  holding  company,  even  if  the  bank  itself  is  per- 
fect ly  sound. 

With  respect  to  the  suggested  statute,  it  may  in  some  respects  be 
unnecessary.  That  is,  we  know  of  no  cases  in  which  the  "corporate 
veil"  has  been  pierced  and  a  bank  held  Liable  for  the  debts  of  its  af- 
filiates. Furthermore,  Section  23(A)  severely  restricts  loans  to  such 
affiliates,  and  the  Board  has  recently  held  (as  stated  in  the  attached 
interpretation)  that  a  loan  includes  a  purchase  of  assets  from  an  af- 
filiate The  restrictions  in  Federal  law  on  the  payment  of  dividends 
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further  circumscribe  the  extent  to  which  a  bank  can  channel  funds  to 
an  affiliate  in  trouble.  Further  legislative  changes  the  agencies  are 
considering  in  Section  23(A),  as  well  as  the  proposed  penalties  for 
violation  of  it,  should  further  reduce  the  risk  that  the  assets  of  a  bank 
will  be  misused. 

The  second  part  of  the  proposal  would  make  a  bank  holding  com- 
pany responsible  for  a  subsidiary  bank's  debts.  The  Board  believes 
that  such  legislation  would  not  be  appropriate,  since  there  appears  to 
be  no  reason  to  treat  corporate  shareholders  of  banks  differently  than 
individual  shareholders.  In  this  regard,  we  might  note  that  Congress 
long  ago  removed  those  provisions  of  law  which  imposed  double  liabil- 
ity on  bank  shareholders.  In  situations  where  the  problems  in  the  bank 
are  a  result  of  malfeasance  or  misfeasance  by  the  holding  company, 
it  can  be  held  liable  for  such  actions  by  creditors  of  the  bank.  In  in- 
stances where  this  has  not  occurred,  the  proposal  would  appear  to 
unfairly  use  private  assets  as  a  supplement  to  Federal  Deposit  Insur- 
ance without  there  being  fault  on  the  part  of  the  corporate  shareholder. 

In  addition  to  the  above,  there  are  practical  problems  which  we 
believe  the  proposal  would  raise  in  actual  operation.  First,  the  pro- 
posal, by  requiring  a  holding  company  to  use  its  assets  to  pay  debts  of 
one  of  its  banking  subsidiaries,  could  jeopardize  other  banks  in  the 
holding  company  were  it  a  multibank  company.  Further,  in  some  sit- 
uations the  bank  holding  company's  other  subsidiaries  may  be  less  than 
100  per  cent  owned.  Such  legislation,  by  requiring  the  bank  holding 
company  to  expend  its  other  assets  to  help  the  bank,  would  adversely 
affect  the  subsidiary's  minority  or  majority  shareholders  (if  it  were 
a  less  than  50  per  cent  owned  subsidiary),  which  shareholders  were 
not  in  a  position  to  stop  the  holding  company's  initial  acquisition. 

Question  No.  G.6. 

What  is  the  present  state  of  lair  and  of  practice  with  respect  to  exam- 
ination anal  other  supervision  arid  regulation  of  parent  holding  com- 
panies and  their  nonbank  subsidiaries f  Describe  the  examination  and 
supervision  of  (a)  transactions  between  a  parent  holding  company  and 
its  nonbank  a  filiates,  (b)  transactions  between  a  parent  company  and 
banking  subsidiaries,  (c)  transaction*  between  banks  loithm  a  holding 
company,  (d)  transaction  between  nonbank  affiliates. 

m  Answer.  The  Bank  Holding  Company  Act  of  1956,  Section  5(c), 
gives  the  Federal  Reserve  System  the  authority  to  examine  bank  hold- 
ing companies  and  each  subsidiary.  In  practice,  the  Federal  Reserve 
relies  on  the  examination  reports  of  the  primary  regulators  for  detailed 
analysis  of  the  condition  of  subsidiary  banks  of  bank  holding  com- 
panies. There  is  no  prescribed  policy  as  to  frequency  of  examination  or 
inspection  of  parent  holding  companies :  however,  usually  the  Reserve 
Banks  try  to  inspect  multibank  holding  companies  and  large  one- 
bank  holding  companies  with  nonbanking  activities  at  least  once  every 
three  years  and  more  often  if  circumstances  warrant.  The  Reserve 
Banks  do  not  charge  for  these  inspections,  investigations  or  reviews, 
and  they  are  increasing  the  frequency  with  which  inspections  are  per- 
formed. Indeed  certain  holding  companies  are  inspected  annually.  As 
a  result  of  the  adverse  impact  certain  nonbank  subsidiaries  have  had  on 
the  parent  holding  company  and  its  banking  subsidiaries,  inspections 
may  include  a  review  of  some  nonbank  subsidiaries,  principally  mort- 
gage companies. 
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All  bank  holding  companies  are  required  to  submit  Annual  Reports 
to  the  Board  of  Governors  (Form  F.R.  Y-6  copy  attached).  In  addi- 
tion to  information  regarding  management  and  the  activities  of  sub- 
sidiaries, this  report  includes  basic  financial  information.  Also,  when 
believed  desirable,  the  Reserve  Bank  may  request  reports  to  share- 
holders, reports  to  the  Securities  and  Exchange  Commission,  and  peri- 
odic abbreviated  balance  sheets  and  special  reports.  For  those 
companies  which  are  more  expansion-oriented,  additional  financial 
information  is  requested  and  analyzed  in  conjunction  with  regulatory 
applications  tiled  pursuant  to  Sections  3  and  4  of  the  Bank  Holding 
Company  Act.  In  problem  situations,  meetings  are  held  with  officers 
and/or  directors  of  the  holding  company  and,  if  applicable,  subsidiary 
banks'  primary  regulators  may  be  contacted. 

An  Intercompany  Transactions  and  Balances  Report  (F.R.  Y-8 
copy  attached)  has  been  approved  by  the  Board.  Bank  holding  com- 
panies with  total  banking  deposits  greater  than  $250  million  are  re- 
quired to  report  quarterly;  interim  reports  are  required  for  certain 
transactions.  The  first  reporting  period  was  for  the  third  quarter  1975. 
This  report  covers  (1)  assets  transferred  among  the  bank  holding 
company,  its  nonbanking  subsidiaries  and  subsidiary  banks;  (2)  loan 
participations;  (3)  loans  and  commitments  granted  by  subsidiary 
banks  to  finance  real  estate  projects  for  which  their  nonbank  affiliates 
are  providing,  or  have  provided,  financing ;  (4)  transfer  of  operations ; 
(5)  equity  investments  by  the  bank  holding  company  in  subsidiary 
banks;  (6)  compensating  balances  maintained  by  subsidiary  banks  for 
the  benefit  of  the  bank  holding  company's  credit  lines ;  (?)  transac- 
tions with  REITs;  (8)  liabilities  of  subsidiary  banks  to  their  nonbank 
affiliates;  (9)  loans  and  other  extensions  of  credit  by  subsidiary  banks 
to  nonbank  affiliates. 

ill  addition,  the  Reserve  Banks  review  examination  reports  of  sub- 
sidiary banks  for  adverse  comments  regarding  transactions  between 
the  subsidiary  banks  and  their  parent  holding  company  or  its  non- 
banking  subsidiaries.  Moreover,  Federal  bank  supervisors  have  agreed 
to  alert  each  other  if  any  one  of  them  finds  problems  developing  in  a 
bank  or  nonbank  affiliate  that  could  adversely  affect  the  institutions 
supervised  by  another. 

Question  No.  G.7 

(a)  What  are  the  procedures  used  to  evaluate  and  imp-rove  bank 
dud  hank  holding  company  supervision?  (b)  Is  sufficient  information 
available  to  the  regulatory  agencies  relating  to  possible  problems  wt 
bank  holding  company  affiliates  that  might  affect  the  soundness  of  the 
holding  company  and  its  bank(s)  ?  (c)  Are  tiiere  sufficient  personnel, 
in  terms  of  numbers  and  training,  to  evaluate  the  information  that  is 
available?  id)  When,  and  to  what  extent  are  affiliates  examined?  (e) 
I n  what  respects  does  the  examination  and  supervision  of  a  bank  with- 
in a  hold iiio  company  differ  from  the  examination  and  supervision  of 
an.  hide  pendent  bank? 

Answer,  (a)  There  is  an  ongoing  review  of  procedures  and  ana- 
lytical techniques.  In  addition  to  internal  initiatives,  the  procedures 
and  techniques  of  various  creditor  groups,  industry  associations,  in- 
stitutional investors,  rating  agencies  and  other  regulatory  bodies  are 
reviewed  and  are  considered  for  implementation  in  whole  or  in  part. 
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(b)  The  information  that  the  Federal  Reserve  is  now  receiving  from 
holding  companies  appears  to  be  generally  adequate;  however,  circum- 
stances arise  when  it  is  desirable  to  obtain  with  respect  to  certain  affili- 
ate relationships,  more  information  about  such  areas  as  cross  guaran- 
tees, pledged  assets  and  use  of  compensating  balances  provided  by 
banking  subsidiaries. 

(c)  The  managements  of  most  Reserve  Banks  feel  they  generally 
have  sufficient  personnel  in  terms  of  number  to  supervise  bank  holding 
companies.  However,  because  of  the  varied  nonbanking  activities  en- 
gaged in  by  bank  holding  companies,  there  is  a  continuing  need  to  up- 
grade and  intensify  relevant  training  programs  for  bank  holding  com- 
pany supervising  personnel.  To  provide  needed  training,  schools  run 
by  organizations  such  as  the  Mortgage  Bankers  Association  are  used. 

(d)  Holding  companies  with  nonbanking  operations  are  inspected 
in  a  manner  commensurate  with  the  Reserve  Bank's  impression  of 
their  components  and  logistical  considerations.  Affiliates  that  are  sub- 
sidiaries of  banks  are  generally  examined  by  the  primary  regulator 
of  the  subsidiary  bank. 

(e)  Because  of  the  majority  ownership  by  the  parent  bank  holding 
company,  the  holding  company  has  the  ability  to  abuse  its  subsidiary 
banks.  This  problem  is  recognized  by  the  bank  regulatory  agencies. 
Therefore,  in  the  course  of  examination  of  a  subsidiary  bank,  an  ex- 
aminer reviews  such  pertinent  factors  as  payments  of  dividends  and 
management  fees,  lending  policies,  and  participations  purchased  from 
the  holding  company  or  its  subsidiaries  to  determine  if  the  holding 
company  is  having  an  adverse  elfect  on  the  condition  of  its  subsidiary 
banks. 

Question  No.  G.8. 

Apart  from  such  present  law  and  practice,  is  there  any  special  legal 
or  regulatory  treatment  which  is  or  should  be  given  holding  company 
banks  as  distinct  from  other  banks? 

Answer.  Except  as  noted  in  Question  G.T,  we  see  no  need  to  apply 
special  regulatory  treatment  to  a  bank  merely  because  it  is  a  member 
of  a  holding  company  system. 

Queston  No.  G.9. 

With  respect  to  the  present  Jaw  and  practice*  which  aspects  do  you 
consider  most  in  need  of  change,  and  which  most  likely  to  change?  De- 
scribe the  chnnaes  desired  or  expected. 

Answer.  With  respect  to  present  practices  concerning  examination 
and  other  supervision  and  regulation  of  bank  holding  companies,  the 
following  areas  are  thought  to  be  most  in  need  of  change  or  most  likely 
to  change. 

(1)  Uniformity  of  inspection  practices.  As  experience  is  gained  in 
the  area  of  inspecting  parent  holding  companies  and  their  nonbank 
subsidiaries,  a  more  uniform  approach  will  evolve  and  more  definitive 
standards  will  be  developed. 

(2)  Focus  of  inspection  effort.  These  will  focus  to  a  greater  extent 
on  areas  of  greatest  exposure  as  more  experience  with  holding  com- 
panies is  gained. 

(3)  Development  of  standards  and  norms.  More  widely  acceptable 
standards  or  norms  concerning  leverage  ratios  and  liquidity  provisions 
will  evolve. 
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(4)  Development  of  expertise.  Examiners  will  gain  a  greater  degree 
of  expertise  with  experience. 

(5)  Surveillance  system.  The  surveillance  system  for  bank  holding 
company  activities  will  improve  over  time. 

(6)  Supervisory  action.  Greater  use  of  cease-and-desist  powers  and 
other  supervisory  techniques  will  be  made  in  those  cases  involving  un- 
safe and  unsound  practices. 

(7)  General.  As  more  experience  with  holding  companies  is  gained, 
the  regulatory  role  will  become  clearer  with  respect  to  the  broad  and 
fundamental  issue  regarding  the  degree  to  which  banks  should  be  in- 
sulated from  their  parent  bank  holding  company  and  its  nonbank 
subsidiaries. 

Question  No.  G.10. 

{For  Federal  Reserve)  Does  the  Board  believe  that  the  Act,  as 
amended  in  1970,  and  the  Board's  administration  of  the  Act  have,  on 
balance,  hem  beneficial  or  harmfulf  What  changes,  if  any.  are  needed/ 

Answer.  The  Board  believes  that  the  Bank  Holding  Company  Act, 
as  amended  in  1970,  and  the  Board's  administration  of  the  Act  have. 
on  balance,  been  beneficial.  Competition  in  domestic  banking  and  other 
financial  markets  has  increased,  many  banks  and  bank-related  firms 
have  been  strengthened  by  affiliation  with  bank  holding  companies, 
and  in  many  cases  the  public  lias  received  improved  financial  services. 
Though  some  banks  and  bank  holding  companies  have  experienced 
financial  difficulties  in  recent  years,  these  adverse  effects  were  not  pri- 
marily the  result  of  the  holding  company  form  of  organization  and  do 
not,  in  the  Board's  view,  outweigh  the  beneficial  effects  that  have  oc- 
curred. The  Board  also  believes  that  some  changes  in  the  Act  would 
be  desirable. 

Bank  holding  company  expansion  under  the  Act  has  increased  com- 
petition in  local  banking  markets.  Through  de  novo  and  foothold  en- 
tries, new  and  stronger  competitors  have  been  introduced  into  banking 
markets.  At  the  same  time,  the  anticompetitive  effects  of  holding  com- 
pany expansion  have  been  minimized  under  the  Board's  administration 
of  the  Act.  Acquisitions  involving  substantial  horizontal  competitive 
effects  have  not  been  permitted  by  the  Board;  and  where  some  anti- 
competitive effects  have  resulted  from  acquisitions  of  banks,  the 
Board  has  insured  that  the  public  benefits  stemming  from  the  acquisi- 
tion outweigh  any  anticompetitive  effects.  Also,  in  many  cases,  bank 
holding  companies  have  been  of  assistance  in  strengthening  individual 
commercial  banks  by  providing  additional  capital  and  management 
to  them. 

The  1970  amendments  to  the  Bank  Holding  Company  Act  and  the 
Board's  administration  of  these  amendments  have  achieved  the  objec- 
tive of  maintaining  the  Separation  between  banking  and  commerce. 
Many  one-hank  holding  companies  which  were  brought  under  the 
Act  in  1970  were  involved  in  nonlimmcial  activities  as  well  as  banking, 
and  some  of  them  have  elected  to  cease  to  he  hank  holding  companies 

through  divestiture  of  their  hanks.  Also,  under  the  Board's  adminis- 
tration of  the  Act,  holding  companies  have  been  limited  to  a  relatively 
small  number  of  bank-related  nonbanking  activities.  These  develop- 
ments have  also  helped  to  constrain  the  amount  of  risk  exposure  for 
bank'  holding  companies  and  to  prevent  any  major-  shift  toward  an 
increased  concentration  of  resources  in  our  economy  in  banking  orga- 
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nizations.  In  addition,  in  approving  new  activities,  the  Board  has  deter- 
mined that  the  expected  benefits  associated  with  each  entry  by  bank 
holding  companies  override  any  possible  adverse  effects. 

As  in  banking,  the  Board  believes  that  holding  company  expansion 
into  permissible  nonbanking  activities  has  yielded  public  benefits. 
Many  procompetitive  de  novo  expansions  have  taken  place  in  permis- 
sible nonbanking  activities  since  1970.  The  absence  of  geographic 
restrictions  on  these  nonbanking  activities  has  also  fostered  competi- 
tion by  opening  markets  throughout  the  country  to  actual  or  poten- 
tial entry  by  bank  holding  companies.  Also,  in  many  cases,  the  acquired 
nonbanking  firm  has  been  strengthened  because  of  its  affiliation  with 
a  bank  holding  company. 

Holding  company  expansion  in  recent  years  has  been  attended  by 
some  increase  in  risk.  In  response  to  this  development,  the  Board  has 
taken  a  number  of  actions  designed  to  minimize  financial  problems. 
First,  in  mid-1974,  the  Board  instituted  its  "go  slow"  policy  concern- 
ing bank  holding  company  expansion.  The  Board  had  become  in- 
creasingly concerned  with  the  tendency  of  some  holding  companies 
to  pursue  a  policy  of  rapid  expansion  in  domestic  and  foreign  markets 
at  the  same  time  that  existing  subsidiaries  needed  additional  capital 
and  managerial  attention.  In  implementing  this  "go  slow"  policy  the 
Board  made  it  known  that  bank  holding  companies  must  have  their 
financial  houses  in  acceptable  condition  before  the  Board  would 
approve  further  expansion. 

Second,  the  Board  has  recently  stepped  up  its  monitoring  of  bank 
holding  company  financial  developments.  Among  other  features,  this 
monitoring  includes  surveillance  of  holding  company  leverage,  liquid- 
ity and  profitability.  Also,  the  Board  now  requires  periodic  reports 
from  large  holding  companies  of  financial  transactions  between  bank 
affiliates  and  the  rest  of  the  holding  company  system.  These  reports 
should  aid  the  Board  in  deterring  or  countering  any  transactions  that 
would  have  an  adverse  effect  on  the  financial  condition  of  bank  affili- 
ates. In  addition  to  increased  monitoring,  the  Federal  Eeserve  has 
increased  the  frequency  of  inspections  of  holding  company  parents 
and  nonbank  subsidiaries. 

Third,  in  order  to  prevent  bank  affiliates  from  being  harmed  by 
unsound  financial  practices  of  the  holding  company  parent  or  its  non- 
banking  subsidiaries,  the  Board  has  requested  and  obtained  authority 
from  Congress  to  bring  cease  and  desist  actions,  if  need  be,  against 
holding  company  units.  Since  obtaining  this  authority,  the  Board  has 
utilized  it  to  stop  certain  unsafe  and  unsound  financial  practices. 

Fourth,  the  Board  has  acted  to  limit  certain  transactions  by  banks 
with  affiliates.  The  Board  has  interpreted  limitations  placed  on  mem- 
ber bank  loans  to  affiliates,  under  Section  23A  of  the  Federal  Eeserve 
Act,  to  include  assets  purchased  from  these  affiliates.  In  addition,  the 
Board  has  amended  Regulation  H  to  require  member  banks  to  treat 
standby  letters  of  credit  and  ineligible  acceptances  as  loans  for  pur- 
poses of  determining  limitations  on  loans  to  affiliates. 

Fifth,  the  Federal  Reserve  System  has  an  ongoing  research  pro- 
gram to  evaluate  the  performance  of  bank  holding  companies,  in  order 
to  provide  information  to  the  Board  and  others  about  the  public 
interest  aspects  of  the  holding  company  movement. 

The  international  activities  of  holding  companies  under  the  Act 
have  not  had  appreciable  effects,  beneficial  or  harmful,  as  banking 
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organizations  in  the  United  States  have  made  relatively  little  use  of 
the  holding  company  as  a  vehicle  for  conducting  activities  abroad.  In 
administering  section  4(c)  (13)  of  the  Act,  the  Board  has  employed 
the  same  criteria  as  it  uses  in  administering  the  sections  of  the  Federal 
Keserve  Act  dealing  with  the  international  activities  of  member  banks. 
In  this  way,  the  use  of  the  holding  company  as  a  means  of  avoiding 
public  regulation  and  supervision  of  international  activities  has  been 
forestalled. 

The  Board  believes  that  some  changes  in  the  Bank  Holding  Com- 
pany Act  would  be  beneficial : 

First,  the  Act  should  be  amended  to  provide  increased  flexibility  in 
using  holding  company  acquisitions  to  deal  with  problem  bank  situ- 
ations. One  amendment  that  has  been  suggested  by  the  Board  would 
allow  the  Board  to  approve  promptly  an  acquisition,  consolidation,  or 
merger  under  Section  3  of  the  Act  when  the  organization  to  be  ac- 
quired is  in  severe  financial  difficulty.  This  amendment  would  incor- 
porate into  the  Bank  Holding  Company  Act  the  authority  granted 
in  the  Bank  Merger  Act.  Granting  the  Board  authority  to  approve 
the  acquisition  of  a  large  bank  or  holding  company  across  State  lines, 
when  the  Board  determines  that  such  an  organization  is  in  severe 
financial  difficulty,  would  also  help  in  resolving  problem  situations. 

Second,  the  Board  believes  the  Act  should  be  amended  to  give  the 
Board  discretion  to  impose  civil  penalties  for  violations  of  the  Act. 
At  present,  the  only  statutory  remedies  available  to  the  Board  are 
cease-and-desist  orders  and  referral  of  the  case  to  the  Department  of 
Justice  for  criminal  prosecution  under  Section  8  of  the  Bank  Holding 
Company  Act.  However,  criminal  remedy  is  a  complex  and  lengthy 
process.  Granting  the  Board  authority  to  impose  civil  penalties  would 
provide  a  timely  and  effective  means  of  correcting  violations  of  the 
Act. 

Third,  the  Board  believes  the  Act  should  be  amended  to  give  it  the 
power  to  order  divestiture  of  a  nonbank  subsidiary  or  termination  of 
a  nonbanking  activity  by  a  holding  company  whenever  the  Board  has 
reasonable  cause  to  believe  that  continuation  of  the  activity  constitutes 
a  serious  risk  to  the  financial  safety,  soundness  or  stability  of  subsid- 
iary banks.  In  the  Board's  judgment,  this  added  authority  is  needed 
because  problems  in  the  nonbanking  subsidiaries  of  a  holding  company 
can  adversely  affect  public  confidence  in  affiliated  banks. 

Fourth.  The  Board  has  suggested  as  part  of  the  Foreign  Bank  Act  of 
L975,  that  the  definition  of  "bank"  in  the  Bank  Holding  Company  Act 
he  changed  to  include  branches  and  agencies  of  foreign  banks  estab 
lished  or  operating  under  the  laws  of  the  United  States,  any  State  of 
the  [Jnited  States,  or  the  District  of  Columbia,  at  which  deposits  are 
received,  credit  balances  are  maintained  incident  to  or  arising  out  of 
i  he  exercise  of  commercial  banking  powers,  checks  are  paid,  money  i- 
lent,  or  other  commercial  banking  activities  are  performed.  Such  an 
amendment  would  contribute  to  standardizing  the  status  of  foreign 
banks  throughout  the  [Jnited  States  and  to  placing  them  under  the 
same  basic  rules  and  procedures  that  must  be  observed  by  domestic 

banks. 

The  bank  holding  company  has  only  recently  become  a  major  factor 
in  American  banking.  With  greater  experience,  additional  changes  in 
legislation  and  regulation  may  be  needed,  and  the  Board  will  not 
hesitate  to  recommend  such  changes. 
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